
Apres la deluge: China in the credit crisis aftermath 
 

During the past month of financial storms we have so far held back from giving a 
comprehensive view of the outlook for China. Our hesitation reflects in part a 
degree of uncertainty about domestic conditions, and in part a more serious 
uncertainty about just how bad the global economy was going to get. The larger 
problem, however, was that the current crisis raises broad issues about the 
structure of the global economy, and China’s relationship with it, that are likely to 
be played out over the next decade, not just the next 18-24 months. We wanted to 
be sure that we had a conceptual framework that will enable our readers to 
position themselves properly both for the short and the long term. Today’s note 
attempts to sketch out that framework, which we hope will enable readers to 
apply the appropriate discount to the breathless headlines coming out from China. 
Additional notes over the next few weeks will fill in some of the technical details. 
  

I. Core short-term views 
We will  start by presenting, rather dogmatically,  our brief answers to the 
questions we have been most frequently asked in the past several weeks. They boil 
down to the following view: China’s economy is slowing, both because of the 
global crisis and for domestic cyclical reasons. But the slowdown will be modest, 
and in the main provides a welcome and necessary opportunity for industrial 
consolidation, rather than posing a more existential risk. A few sectoral problems 
– notably in high-end property and low-end exports – will tend to erode bank 
profits from their current very high levels over the next couple of years, but with 
the possible exception of one or two small and under-capitalized banks the 
financial system faces no significant balance sheet risk. However, hopes that 
demand from China will substitute for falling OECD demand and rescue the 
world from recession will  prove ill-founded. And commodity prices have 
incorporated a too optimistic view of medium-term Chinese demand growth and 
will need a further downward re-rating.  
Now, in detail:  
1) A soft landing for Chinese growth. 
We expect that China will post real GDP growth of around 9.5% in 2008, 
followed by growth in the range of 8-8.5% in 2009-2010. These growth rates are 
considerably below the 11-12% growth rates of the last two years, but are very 
strong by any other reasonable standard, and only a shade below the long-term 
trend  rate.  They  are  supported  by  underlying  trends  in  demographics, 
productivity and urbanization. The structural problems that contributed to the 
previous two Chinese recessions (1989-90 and 1998-99) simply do not exist any 
more. Hence the current cyclical downturn will be milder than the earlier ones. 
2) Detachment from the global financial crisis. 
The direct financial impact on China of the global financial crisis will be modest 
because of the isolation and insulation of China’s financial sector, which remains 
overwhelmingly domestically focused. The broader economic impact will come 
from a slowdown in global aggregate demand which has already significantly 
reduced volume growth in Chinese exports. But as the low-cost producer of most 
of the goods that it exports, China is in a good position to pick up market share 
during a slowdown, meaning that the slowdown in exports, and export-linked 
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investment, will not be catastrophic. Moreover, the global slowdown will also 
reduce commodity prices which are a key determinant of China’s import bill. So 
while the trade surplus has probably peaked, its decline – and negative impact on 
GDP growth – is likely to be slow.  
3) China’s domestic imbalances drive external imbalances, not the other 
way round. 

From the outside looking in, China is often described as an export-driven economy 
heavily reliant on external demand, which it taps into via an undervalued exchange 
rate. The principal imbalance is external and so China is at the mercy of a slowdown 
in external demand. We fundamentally disagree with this view: because China is a 
large continental economy and not the small open economy of economists’ 
fantasies, we believe it is better to look at China from the inside out. From this 
perspective, the principal imbalance is an extraordinarily high saving rate, which is 
ultimately a function of inefficient financial and fiscal systems which fail to 
intermediate high corporate and government savings (profits and tax revenues) into 
household or government consumption. This high saving rate causes the saving/
investment gap which is expressed as the trade surplus, with the undervalued 
exchange rate playing an exacerbating but not a causative role. Current policy aims 
to improve the efficiency of both the financial and fiscal systems, and as these 
systems gradually improve over the next several years, the trade surplus (which has 
already peaked) will stay constant or fall modestly in absolute terms, and decline 
relative to GDP.  
4) Efficiency improvements spell bad news for commodity demand in the 
short run. 
Between 2002 and 2007, China’s GDP growth accelerated from 8% to 12%, and 
the resource intensity of growth (the amount of resource inputs used for each dollar 
of GDP output) also increased – a phenomenon we call “double acceleration.” As a 
result, China’s total resource demand grew dramatically, and this dramatic growth 
was factored into commodity prices. We are now entering a period in which GDP 
growth will decelerate back down to 8% or so, and where market- and policy-driven 
efficiency improvements will also tend to drive down the resource intensity of 
growth – i.e.,  “double deceleration.”  To the extent  that  commodity  prices 
incorporated a view of Chinese demand growth predicated on the last five years of 
“double  acceleration,”  they  must  now be  re-rated  to  account  for  “double 
deceleration.” In the medium to long term, however, China’s industrialization and 
urbanization processes, which are nowhere near complete, support a bullish view 
of commodity prices.  
5) Efficiency improvements will drive industrial consolidation. 

We have already heard a lot of news about factory closures in south China’s Pearl 
River Delta light manufacturing hub, and we are beginning to see news about 
enterprise bankruptcies more broadly. We caution readers against equating factory 
closures and enterprise bankruptcies with economic malaise. Most of Chinese 
industry is hideously fragmented, and many industrial sectors are cluttered with 
small-scale producers operating high on the cost curve and at low efficiency. Many 
of these small firms should go out of business, and their productive capacity will be 
consolidated in larger and more efficient producers. Wage data suggests that labor 
markets have been relatively tight, meaning that this consolidation can occur 
without driving unemployment to socially risky levels. Compared to the great 
restructuring of the state-sector in 1995-2005, which resulted in the loss of 50m 
jobs, the coming adjustment will be relatively painless. 
6) Property: troubles at the high end; solid demand at the bottom.  

We intend a special note on the property sector, so we will not go into extensive 
detail here. But the main thing to remember is that China has in essence two 
housing markets. The bottom half is solidly supported by the underlying demand 
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generated by the annual creation of approximately 4m new urban households, 
generally of modest incomes. The top half is supported more precariously by the 
rising incomes of established urbanites, and contains a large speculative component. 
In both segments, there is inventory that needs to clear and we anticipate that the 
news from the property sector will be mainly bad for the next 6-9 months. But the 
inventory in the bottom half of the market will clear relatively quickly, and aided by 
supportive government policy construction volumes in this sector should recover 
by the second half of 2009. Conversely, the carnage in the top half of the market –
 which is where most of the listed property companies operate – is likely to 
continue into 2010.  
7) Bank profit growth will erode but balance sheet risk is small. 

People who liken the Chinese banking system today to that of a decade ago, or to 
Japan’s in the 1980s, simply do not know what they are talking about. China’s 
structural GDP growth rate is about double what Japan’s was in the 1980s, asset 
values are far from reaching the dizzying heights that they did in Japan’s bubble, 
and the majority of bank credit in China still goes into productive industrial projects 
rather than non-productive real estate. We dare say that, clunky as they are, China’s 
banks are in far better shape than their international counterparts and have greatly 
improved in the past decade. System-wide non-performing loans are about 5% of 
assets today, compared to around 50% of assets in 1997. Even if defaults in the 
property sector and vulnerable export industries raise the NPL rate to 10-12% in 
the next few years, which is possible, the risk in the Chinese banking system is an 
order of magnitude lower than it was in the late 1990s and it can be easily absorbed 
by bank profits, which have been quite large since 2005. A few small, poorly-
capitalized banks with concentrated exposures to property markets in Guangdong, 
Beijing or east China could run into serious trouble, but the likely outcome is that 
they will simply be merged into larger institutions. 

II. Understanding China’s economic cycles 
Our short-term views are conditioned by our understanding of how China’s 
economy works over the long haul. Because export value now equates to 37% of 
GDP, and the current account exceeds 10% of GDP, it is conventional to view 
China as an “export led” economy which is highly vulnerable to a downturn in the 
global economy. We believe this is a misconception and that a broader view of 
Chinese economic cycles is a better starting point.  
Figure 1 shows that in the 3 decades of the Chinese reform era, the contribution of 
net exports does very little to explain the three major upswings (beginning in 1983, 
1993 and 2003). The major variable governing the swing from boom to (relative)  
Figure 1.  
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bust is domestic investment. Even in the last three years, when net exports made its 
greatest sustained contribution to growth, it added just 2.3 points of growth 
compared to 9 points from domestic demand. The explanatory power of net 
exports in the Chinese growth equation is simply not that great. 
For a broader view, we turn to Figure 2, which is one of our most frequently-used 
charts, so we apologize to long-time readers for inflicting it once again. This shows 
two estimates of Chinese GDP growth rates since 1980. The black line shows the 
official figures, while the red line shows an alternative estimate calculated by 
Dragonomics on the basis of expenditure data, which more accurately displays the 
volatility that is concealed by the politically-smoothed official numbers. By official 
numbers, China’s average annual growth rate from 1980 through 2007 was 9.9%; 
by our revised estimates the average growth rate is about a point less.  
As the chart makes clear, China has experienced two major recessions in the past 
three decades: one centered around 1989 and the other around 1998. In each case 
there was about one year of significantly sub-trend growth (-2% in 1989, and 
around 5% in 1998, according to our estimates). The five-year average growth rates 
for the periods centered around these two troughs (1987-91 and 1996-2000) were 
over 8% by official numbers and 6.2% and 6.4% respectively by our more 
conservative estimate. This then enables us to craft a definition of a “hard landing”, 
Chinese style: one year of very slow growth and a five-year average growth 
rate of 6 ¼ -6 ½ %. In other words, a hard landing in China is simply not very hard 
by the standards of most other countries. And as we shall see in a moment, we do 
not rate the chance of a hard landing now to be very high. 
Figure 2.  

 
 
What caused the previous two hard landings? In each case, there was a triple-
whammy of a cyclical slowdown, an exogenous shock, and a severe structural 
problem. In 1989, high inflation from the previous few years had to be squeezed 
out by tighter monetary policy and slower growth (the cyclical slowdown). The 
exogenous shock was the political protest in Tiananmen, which reflected a deep 
division among the leadership about the speed and nature of both political and 
economic reforms. The biggest structural problem was two-track pricing: at that 
relatively early stage in the transition from the planned to a market economy, most 
commodities had both a plan price and a market price. This system created 
numerous opportunities for arbitrage and official corruption, and ensured a degree 
of inefficiency in the system. One of the immediate consequences of the 1989 crisis 
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was a leadership consensus that price reform had to be accelerated, and by the mid
-1990s most prices with the exception of key industrial commodities were set by the 
market; since then even these industrial commodities have been progressively 
(though incompletely) liberalized.  
In 1998, there was a cyclical slowdown resulting from tight monetary policy 
imposed in 1994 to curb the investment boom of the early 1990s. The exogenous 
shock was the Asian financial crisis, which resulted in a sudden and severe effective 
revaluation of the renminbi against the other Asian currencies and caused export 
growth to flat-line. And the structural problem was a massive and inefficient state-
owned industrial sector that was being kept on life-support by an increasingly 
precarious banking system. In 1998, nearly half of all state enterprises were loss-
making, and the aggregate profits of Chinese industry were around 1% of GDP, a 
miserably low figure. Non-performing loans were close to 50% of bank assets. The 
entire state sector represented a massive drag on national productivity growth. The 
solution was a massive industrial restructuring which resulted in the elimination of 
50m state-sector industrial jobs between 1995 and 2005, and a restructuring and 
recapitalization of the banking system so that it was no longer obliged to provide 
welfare loans to insolvent enterprises, but instead focused on the time-honored 
function of the classic East Asian industrial-development bank: funneling low-cost 
credit to sunrise industries.  
When we examine today’s circumstances to assess the risk of a hard landing, we 
find that there is clearly a cyclical slowdown, and of course the external shock is 
obvious. But the structural problems which exacerbated previous slowdowns 
are notable by their absence. Prices, with the exception of a handful of energy 
prices, are mainly market set. Chinese industry is now a far healthier mixture of 
large-scale,  mainly  state-owned  enterprises  and  small-scale,  mainly  private 
enterprises; industrial profits rose to about 11% of GDP in 2007 of which nearly 
5% represents the profits of the state sector (Figure 3). Chinese banks have been 
massively profitable for the past few years and now have nearly 20% of their loan 
portfolios in consumer loans; their industrial loans are not disguised welfare 
payments but actual loans to going-concern enterprises. Bank exposures to the 
overheated property sector are significant; yet they are likely to produce negative 
profit effects, not an erosion of balance sheets. The labor market is one of the 
world’s most flexible, even with recent efforts to toughen up labor protections.  
 
 Figure 3. 
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And on and on: wherever one looks, one seeks in vain the systematized rigidities 
that tended to aggravate past slowdowns. Instead one finds a consistent pattern of 
high productivity growth, flexibility in both the corporate sector and government 
policy, and enormous cash reserves which can be deployed to mitigate the effects of 
a downturn. Prima facie, therefore, the likelihood of a hard landing seems 
extremely low; the greater likelihood is that the underlying trends of favorable 
demographics, high productivity and technological catch-up will enable a soft 
landing with a few years at only modest lower than long-term trend growth rates (i.e. 
8-8.5% compared to the long-term trend rate of 8.5-9.5%). 
A final issue is whether the apparent good health of the Chinese economy masks an 
excessive reliance on debt, which if it needs to be unwound in a hurry could cause 
things suddenly to look much worse. After all, the southeast Asian economies and 
South Korea looked in pretty good shape at the beginning of 1997, and terrible by 
the end of that year, thanks to unsustainable accumulations of debt. We are pretty 
convinced, however, that China is in far sounder position than the Asian Crisis 
economies.  
The riskiest form of debt is foreign currency borrowing, since the nominal local-
currency value of such debt can explode if one’s currency comes under attack. 
Figure 4 suggests that this is not a major issue: China’s total foreign borrowing at 
the end of 2007 was less than 12% of GDP, with short-term liabilities just 7%, and 
there has been no significant increase in overall borrowing levels in the past six 
years. The increase in short-term liabilities represents an increase in trade credit 
(which accounts for one-third of all foreign borrowing): this has risen six-fold since 
2002 while total trade value tripled. The registered foreign liabilities of Chinese non
-financial enterprises actually fell from US$10 bn at the end of 2002 to US$4.6 bn in 
March 2008, presumably reflecting the fact that if Chinese enterprises require 
foreign exchange they do not need to borrow it any more; they can simply purchase 
it. Registered foreign liabilities of Chinese financial institutions rose from US$33 bn 
in December 2002 to US$83 bn in March 2008 – but these figures represent just 
1.6% and 1.4% of the domestic deposit base in those two months respectively.  
Registered forex liabilities may be trivial, but what about unregistered liabilities? We 
have no way of knowing, of course, but given the trivial level of registered liabilities 
one would have to assume truly gigantic levels of hidden debt for the numbers to 
become a worry. At any rate, it is clear that with a current account surplus in excess 
  
 Figure 4. 
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of 10% of GDP, China does not rely on borrowed foreign cash to finance its 
investment. So the risk of a sudden foreign debt unwinding leading to a crash in 
domestic investment is negligible. 
Turning to the domestic side, it is again difficult to get too concerned. The 
government’s domestic debt is only about 15% of GDP, down from over 20% at 
the beginning of the decade. Revenues have steadily risen relative to GDP and 
there was a fiscal surplus of nearly 1% of GDP in 2007; an equal or larger surplus is 
expected for this year (Figure 5). Corporations, as we have seen, are very profitable, 
and even if corporate profits relative to GDP fell to half their current level, that 
would still leave the corporate sector in far better shape than it was during the 1997
-99 recession. Households are by no means over-extended: household deposits are 
around 75% of GDP, and the total value of mortgage loans extended over the past 
seven years is only about 35% of the total value of home sales made during the 
same period. The government, corporate and household sectors alike look very 
cashed up and very conservatively geared. 
 
Figure 5. 
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commercial banks) and what role China will play in the restructuring of the 
international financial order which is likely to ensue once the current credit crisis 
stabilizes. It seems obvious that China ought to be a massive buyer of global assets 
(other than low yielding US Treasury notes) over the next few years, and that its 
position as the world’s major creditor nation will give it considerable sway in the 
formation of new financial or monetary arrangements. But what seems obvious 
may not in fact come to pass. 
First off, we believe that the dizzying increase in China’s foreign asset position – 
which reached an annualized rate of US$800 bn in June and far exceeded what is 
explicable by normal trade and direct investment inflows – is going to slow and 
perhaps even go into reverse. Much of that increase reflected inflows of speculative 
capital which are about to vanish now that Chinese growth is slowing and the rest 
of the world, instead of selling dollars to buy an appreciating renminbi, is instead 
desperately buying dollars. If speculative flows turn negative and the trade surplus 
starts to decline, as we expect it will, it is conceivable that China will see its foreign 
asset position contract next year. Given the rising cost of sterilizing these inflows, 
such a development will scarcely be unwelcome in Beijing. 
Second, China’s options in diversifying away from US government securities are 
limited. It has sustained severe losses on its handful of OECD financial sector 
investments: CIC has seen the value of its holdings in Blackstone and Morgan 
Stanley erode by more than two-thirds, while Ping An Insurance saw three quarters 
of profit wiped out by an ill-timed investment in Fortis Bank. Given these 
misadventures it is unlikely that Chinese firms will be actively shopping in the 
global financial-sector bargain basement. Strategic resource assets will continue to 
attract attention of course, but the pursuit of marginal and risky targets could well 
slow now that commodity prices are falling. Portfolio investment is another 
possibility. SAFE Investment Co., the People’s Bank subsidiary that is in effect 
China’s second (and more stealthy) sovereign wealth fund, has effectively taken an 
index position in UK equities by buying 0.5-1% of virtually every large-cap 
company listed in London. It may well have similar positions in other markets; the 
only reason we know about its UK positions is that Britain’s Daily Telegraph did 
some excellent detective work. But, in the short term, how much of other people’s 
stock markets can China buy without sparking an unwelcome political backlash?  
So we expect China will be stuck buying a whole lot more US Treasury paper, 
thereby underwriting (at a miserable rate of return) the reconstruction of the 
parlous American financial sector. Surely this will give it large voice in setting 
whatever new rules of the international financial road are developed once the 
wreckage of the present multi-car pileup is cleared? Perhaps, but this would require 
China to define its interests and aims in such an order. There are probably no more 
than half-a-dozen senior officials in the Chinese government with a sufficient 
understanding of how international financial markets work to be able to contribute 
materially to a global monetary redesign. And as we pointed out in a previous note, 
the likelihood of the world financial center of gravity moving eastward toward the 
renminbi is virtually nil, because China is decades from having the depth of debt 
markets or the formal openness to capital flows that would make such a move 
possible. Most likely, Chinese leaders will push for stability as a key criterion for 
international financial arrangements, without necessarily being able to specify in 
much detail how this is to be achieved. And if it is suggested that China could 
contribute to stability by moving more aggressively to curb its external imbalance –
 thereby reducing the “savings glut” that helped fuel the rich world’s credit excesses 
– the response from Beijing is unlikely to be enthusiastic. China may have a huge 
stock of foreign assets, but it has yet to demonstrate much capacity for making 
those assets generate reasonable returns, or increasing Beijing’s credibility as a 
major player in international financial rules-making. 
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