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“…if China takes a turn for the worse, all bets are off.” Robin Wigglesworth, FT 

12/12/15 

 

Forget the Fed, it is time to watch China.  As the world’s largest developing mar-

ket, China’s economy matters, and like it or not, the US and Chinese economies 

are now permanently tethered.  A weak China, not a strong China, is a threat to 

the continuation of the US recovery, and hope for emerging markets.  Converse-

ly, China cannot thrive unless the US economy is healthy.  This new world means 

the end of true sovereignty for economic policymakers.   

 

A telling sign:  ahead of the Fed rate hike on December 16th, the People’s Bank 

of China announced that China would be pegging to a basket of currencies, not 

just the US dollar, in order to mitigate expected pressure on the yuan.  Another 

example of crosscurrents: many believe that one reason that the Fed hesitated 

to raise rates earlier was because of this summer’s extreme turbulence in China’s 

stock market.   

 

Buffeted by a global economic slowdown, and overinvestment in troubled indus-

tries such as coal and steel, China is facing tremendous headwinds.  Layoffs and 

pollution alerts are becoming commonplace, and there is a sense that the coun-

try’s policymakers have failed to provide a grand vision for China’s future.  Prem-

ier Li Keqiang in particular, a Peking University economics student whose brief is 

the economy, is not receiving high marks. Privatization seems to have slowed 

and reversed, and now large unprofitable SOE’s are being merged instead of 
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eliminated.  In this regard Li is straying from the theories of his famed doctoral 

thesis advisor, Li Yining, the father of the Chinese stock market and an early 

(and sometimes persecuted) voice for privatization. 

 

A key internal debate revolves around land sales and hukou for migrant workers. 

New economic programs appear to favor the sale of rural land by farmers in re-

turn for ghost town apartments and subsidies which will solve short term prob-

lems, but could perhaps create an unsustainable future when the former farmers 

run out of money and have nowhere to go.  The impetus is not just social engi-

neering-- land sales are favored by overextended local governments in order to 

collateralize their previous borrowings.   

 

Many have concluded that President Xi Jinping’s long-running anti-corruption 

campaign has begun the impact the real economy.  Policymakers, and young pri-

vate entrepreneurs (although publically encouraged to start new businesses) are 

discouraged and confused by a lack of predictability in terms of laws and regula-

tions.  It remains a complicated process to begin a business in China, the usual 

source of new employment in any economy. Actual support in terms of capital 

and resources is lackluster. 

 

All of these issues notwithstanding, it is important to keep the slowdown in Chi-

na’s GDP in perspective.  As Danny Quah at Brookings explains, “China in 2015 is 

a very different economy from even just 10 years ago.  It has changed far more 

than the world at large has in this time…quantifying the changes that have taken 

place in the global economy, a 7 percent growth rate for China today means 

something even more positive than did a 12 percent growth rate 10 years ago.”  

The base is just so much larger.   

 

This coming March, the National People’s Congress will announce the GDP target, 

which is likely to be lower. 
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What’s Next for China in 2016?  Here are some questions and answers. 

 

1.  How do we even know what’s going on in the Chinese economy? 
 

Chinese statistics have a notorious reputation, particularly politically sensitive 

markers such as GDP.  Statistics are reported locally and then are aggregated at 

the national level.  Local politicians and bureaucrats are both judged and reward-

ed by their economic performance; therefore, these reports are subject to fid-

dling.  In order to truly understand what is going on in China, it is necessary to 

gauge the political and policy environment first, and then judge whether or not 

within the larger global context these policies will be successful.  A quantitative 

approach to a top-down, command economy will not yield a usable forecast.   

 

The Central Leading Group of Financial and Economic Affairs of the Chinese 

Communist Party announced key tasks for the 13th Five-Year Plan beginning in 

2016, which provides useful signals about the economy.  As mentioned, housing 

inventories will be reduced by issuing urban-residency permits to migrant work-

ers. Goldman Sachs is estimating that this could increase housing demand by as 

much as 10—20% in 2016. Will this augment China’s middle class, or create a 

bubble liable to burst in 5-7 years?  Employment will play a key role. 

 

2. What about China’s debt? 
 

China’s total debt, fueled by a boom in real estate prices that has since slowed 

except in China’s three largest cities, is reaching new levels, and is a factor in 

expected continued monetary easing by the PBOC.  Official government debt has 

been on trend for gradual growth since the late 1990’s, but the real problem is 

the unknown amount of debt incurred by local governments. The report today by 

by the Central Economic Work Force has put to bed any prospect of monetary 

tightening in the near future.  Struggling local governments and SOE’s simply 

could not afford a rise in interest rates. Total government debt has continued to 

rise since 2008. 
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As Chen Zhiwu writes in Foreign Affairs: 

 

Since Chinese law forbids local governments from borrowing directly, most trans-

ferred land titles to LGFVs (local government financial vehicles), which could take 

out loans freely. These bodies have been so successful at circumventing Beijing’s 

prohibitions against local government borrowing—on paper, they look just like 

other SOEs—that nobody, not even the Ministry of Finance, knows how much lo-

cal governments owe. This ambiguity has made it impossible to estimate China’s 

true government debt, although guesses range anywhere from $5 trillion to $7 

trillion. 

 

The policy-led lending binge that began during the Financial Crisis has resulted in 

overall Chinese debt to GDP rising to historically significant levels—it is currently 

280%. Bank lending increased in the Q3 of 2015 by 15.4%. 
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Bank lending, the only means of financing for Chinese corporations until recently, 

is not the only growth locomotive for China’s increasing debt.  Borrowers can 

now turn to China’s bond market. Non-existent just a decade ago, China is the 

third-largest bond market in the world today after the US and Japan.  Bonds re-

ceived an additional boost after China’s stock market fall this past summer. In-

vestors fled to safety through bonds, seemingly not differentiating between pub-

lic and private bonds; the public generally perceives that SOE bonds carry with 

them an implicit government guarantee. On December 16th, state-owned Sino-

steel extended the redemption period for its bonds for a third time.  Defaults to 

date have been limited to non-SOE’s, increasing moral hazard. 

 

3.  China’s stated policy is to shift from an export-driven economy to a consumption-based econo-
my.  Is there evidence that this is happening? 
 

Exports, and imports of raw materials that support the manufacture of exports, 

have been slowing down.  Consumption is up, supported by automotive sales.  

Car sales were increased significantly in October after three steady months of 

declines, due to a 50% cut in the purchase tax for most automobiles, which was 

put in place in late September. Industry analysts however believe that this in-

crease in sales will be short-lived, and that by 2017 China will enter an era of 
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much slower growth longer term for the sector.  In terms of auto loan credit 

quality, Moody’s recently assigned a prime rating (P)Aa3 (sf) to Ford’s ABS auto 

loan trust in China, certainly a positive. 

 

One well-reported story was the success of China’s “Single’s Day” online sales 

marathon on 11/11.  Less reported: by some estimates, as much as 63% of the 

goods bought on Tmall and Taobao (Alibaba) and other sites that day were re-

turned due to the disappointing quality.  Why didn’t reviewers warn other pur-

chasers about shoddy goods, as is common on Amazon and most online stores in 

the US?  Due to lags in regulation, anyone giving less that a 5-star review can be 

subject to harassment by the seller, who after all has the name, email, physical 

address, credit card, and phone number of the buyer.   

 

A positive sign for consumption in today’s report:  a tax cut seems to be in the 

offing, including a decrease in social security contributions. 

 

4. What about the corporate sector?   
 

China’s corporate sector is primarily owned by the State.  This overhang creates 

a conflict of interest in terms of employees, local governments, and shareholders 

hoping for a profit.  This summer’s stock market rout was just the first gong 

sounding the alarm for structural reform.  However, instead of privatization and 

divestiture, policy talk has now turned to mergers of already huge and inefficient 

state-owned enterprises.  This is clearly a backwards step which will negatively 

affect national consumption goals, as Yale University professor Chen Zhiwu ex-

plains: 

 

Expanding SOEs will also stand in the way of Beijing’s effort to promote domestic 

consumption to offset the economy’s dependence on investment. (Today, house-

hold consumption accounts for only around 35 percent of China’s GDP; in the 

United States, the figure is around 70 percent.) Boosting China’s household con-

sumption is difficult in large part because of the dominance of SOEs and other 
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state-backed businesses, whose profits and valuation gains accrue mainly to the 

government rather than investors, employees, or households. 

 

Low commodity prices should be a boon to China’s manufacturing sector. But 

commodities such as iron ore are utilized by China’s rust belt industries, current-

ly experiencing heavy losses. The key issue is demand, not supply, and demand 

has fallen.  According to Bloomberg, rising economic star and Chongqing Mayor 

(and former Bo Xilai aide) Huang Qifan suggested at an economic planning meet-

ing in October that new construction require 300% utilization of steel in order to 

boost demand. The steel glut in China is affecting global producers.  Overall, 

there is concern about commodity pricing contagion emanating from China. 

 

5. Is capital flight a real threat? 
 

Capital flight is another example of the effect of interactions between US eco-

nomic policy and China.  Interest rate hikes by the Fed, expected to continue 

throughout 2016, will also affect China’s exchange rate.  “The Fed's action puts 

pressure on the yuan and squeezes China's room for reducing interest rates” said 

Jiang Chao at Haitong Securities. “Worse yet, capital outflows could hit a proper-

ty market that is already depressed, with knock-on effects in shadow banking 

and on local government balance sheets.” (Xinhua News) 

 

Large private enterprise also suffered a blow when China’s 11th richest business-

man, Guo Guangchang, disappeared for judicial questioning this past week (alt-

hough he recently resurfaced at Fosun’s annual meeting in Shanghai and was in 

New York this weekend).  Amongst China’s self-made, widespread capital flight is 

the rule, holding up real estate markets worldwide and in trophy cities where the 

Russians have left off.   

 

Capital flight can be expected to increase in 2016 as the renminbi further depre-

ciates, and as wealthy Chinese try to exit their capital before it devalues further. 

This will weaken reform efforts to bring the yuan into alignment with a global 
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currency regime.  But there are winners in this process.  Prudential Insurance 

(UK) in Hong Kong is one of several insurers who have seen an increase in sales 

from Chinese buyers who are seeking offshore dollar-based investments.    

 

Year Newly issued insurance poli-

cies by Mainland Chinese (bil-

lion yuan) 

Ratio of newly issued 

insurance policies by 

mainland Chinese  

First three 

quarters of 

2015 

21.1 21.7% 

2014 24.4 21.4% 

2013 14.9 16.1% 

2012 9.9 12.8% 

2011 6.3 9.1% 

2010 4.4 7.5% 

Source: Office of the Commissioner of Insurance, Hong Kong 

 

6.  What about the internationalization of the yuan? 
 

This movement is largely politically motivated, and symbolic, of greatest interest 

to banks who can generate fees from currency swaps and trade-financing facili-

ties. Exchange controls bely the globalization of the renminbi, and these are not 

likely to be lifted in the present environment due to capital flight concerns.  

Greatest risk: an ASEAN currency war, as rates race to the bottom. 

 

7.  What are the prospects for foreign enterprises in China? 

 

For most MNC’s, China is an example of can’t live with ‘em, can’t live without 

‘em.  China’s market is simply too big to ignore, especially for firms who have 

been developing the market for decades.  On the other hand, the anti-corruption 

campaign seems targeted at foreign firms, and has had a chilling effect of new 

projects and ventures.   

 



 

 

 

9 
 

 

The more specific answer is that prospects for MNC’s in China vary by sector.  

While some have slowed investment, others in growth areas such as consumer 

retail and health care are increasing their presence.  Walmart, seen by Chinese 

consumers as a quality brand, is doubling down in China, increasing its invest-

ments through acquisitions.  3rd quarter sales for Walmart Stores, Inc. were 

boosted 2.9% by new store openings in China. Other companies, such as Mi-

crosoft and Nike which were attracted by low manufacturing costs, have shifted 

operations to Vietnam, as China’s labor rates continue to rise in spite of a rela-

tive slowdown in growth. US technology and media firms such as Google and Fa-

cebook, are showing renewed interest in China. 

 

 

Another non-tariff barrier is simply the lack of environmental quality, horrible for 

the Chinese, but a deterrent to those who have a choice.  

 

8.  So what about the environment?  Didn’t China sign on to the Paris Treaty? 
 

China already has regulations on its books that should allow an amelioration of 

pollution.  However, the issue is enforcement.  Again, local governments are sus-

ceptible to corruption, and in fact, pollution is a visible sign of this corruption.  

 

China and the US announced their intent to work cooperatively on climate 

change during the Obama-Xi Summit in November.  The Chinese, led by chief 
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negotiator Xie Zhenhua of the NDRC, feel that they played a leading role in 

bringing along the developing countries, the G77, to approve the Paris agree-

ment. 

 

So China is a mixed picture, exhibiting leadership abroad in terms of internation-

al financial institutions and the environment, facing social and political obstacles 

at home, but with a GDP growth rate that would be the envy of most countries. 

Handling a slowdown in growth will test China’s policymakers. 
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