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China’s scenario in general is more favorable to stabilize the economy1. The Communist Party Congress, held
almost a month ago, clearly outlined the internal policy strategy and prioritized the economy’s stabilization.
Negotiations with the U.S. have progressed at a steady pace, although a broader agreement should take more
time. Internal confidence has been improving, based on expectations regarding credit and tax incentives
focused more on the private sector and an upswing in infrastructure investments. Although the overall scenario
is still worse compared to last year, the conditions are not as challenging as those faced in late 2018.

A 6.0%-6.5% growth, in line with the target set during the last National Congress, must be interpreted as a
successful execution of internal and external policies. There are considerable challenges to halt the slowdown
that began one year ago: we should still see mixed results before the recent stimuli are able to generate a
clearer economic reaction. The second quarter will be all about analyzing effective data through the rearview
mirror and monitoring the progress of credit and tax incentives. Meanwhile, the more enduring impacts of
structural adjustments made in recent years – particularly the deleveraging, closing of installed capacity and
environmental controls – and the aftermath of trade tensions (i.e. higher tariffs) will continue to curtail a
cyclical recovery.

There is definitely an ongoing adjustment to internal policies, which should start yielding some results in the
next few months. By setting the economy’s stabilization as a top priority, policies start to converge across all of
China’s public spheres – unlike what was seen last year. There are already some signs of this relief in monetary
policy, such as the rising loans seen in the first couple of months of 2019. The new conditions for local
administrations, with an upsurge in securities issuance, should accelerate infrastructure investment – which are
already recovering. Finally, another key factor relates to tax incentives (which began months ago but were only
recently intensified), including a major tax cut for households and especially for companies.

________________________________
¹ Insights obtained during a recent trip to China.
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Factors that will secure China’s 6.0% growth this year

Chart 1: New loans (bank and non-bank)
Year-over-year variation of the three-month average

Source: CEIC
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Nonetheless, there are still many obstacles to overcome before reaching a full-fledged recovery. The housing
sector seems to have started a slowdown cycle. Real estate sales have been losing momentum, but the main
highlight was the recent steep decline in land sales, indicating a downturn in investments ahead2. This cycle,
however, could draw out for a longer period, considering the signs of slowdown in the first phase, with
adjustments made in land auctions. Some believe the government will not stand by and watch as such a crucial
segment for the economy loses strength. Therefore, local administrations may show some kind of reaction in
the next few months, stimulating final demand (e.g. by toning down some of the conditions to obtain loans and
purchase second properties) in order to reignite developers’ interest in purchasing land. For now, we know that
the larger cities have been operating at higher levels (across all cycles of the sector), but they only represent
30% of the volume of property launches in China.

Chart 2: Land sales and new residential real estate launches
Year-over-year variation

Source: CEIC

________________________________
2 China’s housing sector cycle begins with land auctions organized by local administrations. After developers purchase the land, they have a maximum
term of two years to begin construction works. Sales, in turn, take place during the construction development period. That’s why it is important to keep
track of data regarding land sales, investments in the sector, and sales of residential real estate.

The drop in exports tends to become more and more evident, as the global economy remains weakened and
the U.S. maintains additional import tariffs (although they have not been raised to 25% in total, a big part of
them rose at least 10%). Moreover, we cannot overlook the fact that the economy still struggles with the
tightening seen in the last couple of years: (i) environmental restrictions should remain, although much milder
in the margin; (ii) corporate defaults are still around, and many local administrations – especially in smaller
cities – continue to struggle financially; and (iii) the regulation imposed by shadow banking, especially for
investment products, should also be maintained.

Chart 3: Exports by destination
Year-over-year variation

Source: CEIC
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The dialog with the U.S. seems to have made a lot of progress in the trade agenda, but issues related to
intellectual property and technology transfer are still open. Despite political incentives by both sides to reach
a deal – even if only a partial one –, there are still demands from the U.S. and non-pacified concessions made
from China. As indicated by both countries in recent weeks, however, it is likely that they will be able to reach
an agreement soon. Therefore, we will probably learn about a more restricted treaty in the short term, with
tariffs fixed at 10%. Regardless, we believe that the tensions between these two economies will not fade away
(some subjects that are very delicate for both sides, such as opening Chinese markets in the U.S., will take some
time to be addressed), and some effects, not only for the countries, but for the global economy in general,
should be more permanent, such as higher tariffs and restrictions to Chinese capital. China will have to
overcome the challenge of attracting foreign capital for production in the country, previously intended for the
global market. Finally, the U.S. defines technological issues as a matter of homeland security, refusing from
addressing these issues in current discussions.

Besides structural restrictions external to growth, there are still major doubts justifying a cautious approach
regarding China’s economy this year. Some of the main caveats lie in economic policy transmission channels.
First, considering the less effective monetary policy mostly due to higher indebtedness (with part of funds
destined to debt rollover), we must keep a close eye not only on the expansion of bank loans, but also
participation in shadow banking. That’s because commercial banks are still very wary of granting loans to the
private sector, which is still heavily reliant on non-banking institutions. Another fact is that, due to the higher
indebtedness, a portion of loans is still focused on rolling over old debts. Similarly, there are many uncertainties
surrounding the multiplying effect of tax cuts. That’s because China avoids demand-side stimuli and there are
signs that companies will use a big part of such tax cut to recover their margins.

In addition to doubts surrounding the economic policy transmission channels, there is also another
important internal dilemma, including among the top names of the Party, regarding the balance between
short- and long-term policies. According to Liu He, Vice Premier ahead of the supply-side reform between 2016
and 2018, efforts to lower financial risks should not be set aside. Short-term pressures, however – especially on
the job market – have brought back the stimuli agenda led by the Chinese Premier, Li Keqiang. This prompts us
to look back on the cyclical recovery in previous years, driven by loans and investments. The chart below
illustrates the counterfactual growth scenarios amidst a more cautious loan expansion as of 2011. In other
words, economic support will be dosed to curb slowdown.

Chart 4: Participation of the non-banking credit (shadow banking) on total loans
Average of the last three months
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*Estimates obtained from: Chen, Sally and Kang, Joong Shik. Credit Booms – Is China Different? IMF Working Paper.
January 2018

Based on a simple growth analysis, the risk of frustration with an expansion scenario between 6.0% and 6.5%
is still low. Exports should drop approximately 10%, while the housing sector could take away up to 1 p.p. from
the GDP (in one to two years). Infrastructure investments, in turn, could offset part of these bearish vectors,
rising by 15%, while household consumption tends to improve shyly amidst the recovering confidence and tax
cuts. The industrial sector should be the counterbalance, with expanding investments if trade tensions with the
U.S. dwindle down and if it actually has access to credit (not just to refinance itself).

The final assessment is that the government, companies and academia are now more aware of the structural
challenges and lessons learned over the past decade. This means that short-term policies will remain balanced
by long-term goals (reduction of financial risks, lower poverty rates and environmental control). Therefore, we
should expect contained growth and further adjustments in the economic policy, as needed. Growth will be
milder from now on, in light of higher leverage control. The markdown in tensions with the U.S. is still decisive
for the recovery of internal confidence. However, uncertainties related to the timing of negotiations, the scope
of U.S. and China’s concessions, and the commitments to be assumed by China are considerable.

Chart 5: GDP growth trend and alternative scenario* (more contained loans)

Source: IMF, Bradesco
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