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For the Chinese, the number 8 is symbolic of good luck. However, in the last few years that ended in 8 –
1998, 2008 and 2018 –, the country’s economy faced considerable internal and external challenges.
Nevertheless, this coincidence brings us to a different assessment, focused on concerns about the Chinese
economy. In several talks and meetings held in China1 over the last few weeks, it is notable that, for the first
time in recent years, the concerns and uncertainties expressed by the Chinese themselves – whether by
individuals, businesses, the financial markets, scholars, or people connected to the government – outweigh
those of the vast majority of analysts outside China. On the one hand, we see the discussions on the country’s
long-term course as a positive development. At the same time, it is difficult to get an accurate read on the
overall situation at this time, given the diverging views in both the short- and long-term discussions, as well as
external and internal issues.

Some factors must be considered in order to contextualize the current situation. The first is the build-up of
debt resulting from the stimulus package implemented during the 2008 global crisis. Almost exactly ten years
ago, China’s solution was based on providing loans for local governments, which expanded their investments in
infrastructure, and for state-owned enterprises, which led to increased production capacity in several
industries. Despite boosting China’s economic growth, which was very positive for the rest of the world at that
time, this package led to some structural problems. As it sought to address these imbalances in the last few
years, China has successfully reduced supply in several industries – including the housing sector – and de-
leveraged the economy, with tighter control of local government finances and increased regulation of various
financial institutions.

The second factor is the political climate, with the end of President Xi Jinping’s first term of office, a period
marked by a far-reaching campaign against corruption and the slow government’s implementation of
expected reforms. In addition, as the president starts his second term in office, new expectations emerge about
the directions the country will take, with several important leader's Party being replaced.

The third factor is more of an observation. There is an almost widespread sense of frustration among
common citizens, business people and scholars, and for various reasons. Some of the reasons that stand out
are the slow progress of the reform agenda, particularly when it comes to state-owned enterprises, which have
been strengthening on the margin; the private sector’s role in the economy, negatively impacted by the
deleveraging of the past few years, which restricted the supply of credit; the leadership transition resulting
from the 19th Party Congress (a process that was finalized this past March); tensions with the U.S.; the recent
vaccine scandals2 and some corporate default happened few months back. The performance of the Chinese
stock exchange – which fell almost 18% so far this year (Chart 1) – reflects this sentiment.

Looking at it more broadly, and trying to summarize the most important discussions taking place in the
country today, it seems that the uncertainties and concerns outweigh the strong convictions that prevailed
in recent years. Well beyond discussions on whether or not to adopt short-term stimulus packages, more
complex issues have come to the forefront, such as questions on long-term policies. Adding to that, China’s
foreign policy – which has often been driven by its domestic policy – faces challenges resulting from mounting
external pressure, especially from the United States. For example, the academic community has raised
questions on the effectiveness and direction of technological and of external strategies such as One Belt One
Road (which has faced internal and external resistance, despite the progress achieved in the last few years). For
many analysts, the discussion revolves around how much of the structural reforms the government should give
up in order to provide a short-term stimulus for the economy.
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¹ These reflections are the result of a recent trip to the country, with participation in seminars and meetings with various layers of the government,
academia and the business community.
2 At the end of July this year, news broke that a Chinese government investigation showed that vaccines producer had violated production standards and
fabricated false inspection records for at least 250,000 doses of vaccine for various diseases.
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The ongoing slowdown in China's economy caused by internal factors, as well as increased tensions with the
U.S. can be seen as the reasons behind these doubts. After facing instability in the transition from 2015 to
2016, which culminated in a strong capital outflow and significant loss of reserves, the Chinese economy
enjoyed very solid momentum last year. The GDP grew by 6.9%, with improved financial conditions for most
businesses and the stabilization of markets. This more stable environment and a rebound in exports – reflecting
improved external demand – were key conditions for structural adjustments. In fact, controlling financial risk
has been one of the central government’s main concerns since then. Naturally, as the government limited
credit expansion and sought to keep local government finances under control, the Chinese economy began to
show signs of slowing down at the end of the first quarter of 2018 – as expected. The sharp deceleration in
infrastructure investments (which rose just 4.2% year-to-date, as shown in Chart 2) and the loss of momentum
of the credit market are some of the most noteworthy trends. However, other indicators continue to show
strong growth (including the housing sector), at levels consistent with 6.5% GDP growth, which should slow
down the pace of deceleration and keep it from spreading to the overall economy.

Chart 1: Shanghai Stock Index 
A-shares, in points

Source: CEIC, Bradesco 
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Chart 2: Fixed asset investments in infrastructure
Year-to-date

Source: Bloomberg, Bradesco 
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Despite the signs of a slight deceleration, there are two major threats that could lead to a more severe
economic downturn in the fourth quarter and/or in the first quarter of 2019. Tighter financial conditions
suggest that the economy tends to feel the lagged impacts of a reduced credit supply, and that exports should
begin to decline – reflecting both the higher tariffs imposed by the U.S. and the loss of dynamism in the global
economy, particularly in Japan and Europe (two of the China’s major trading partners). As a result, the
government has shown signs of a more accommodating economic policy, especially since mid-July, to include:
lifting some regulatory measures on the non-banking financial sector, loosening its monetary policy, allocating
more funds for infrastructure, implementing tax cuts, and facilitating earmarked loans, particularly for small
and medium-sized enterprises.

However, there is no consensus on the intensity and efficacy of these measures. There are even signs that
transmission channels may be clogged, especially when we hear that banks have been reluctant to adjust their
domestic policies in order to expand credit – especially to more heavily indebted sectors, where risks are
highest. Likewise, regulations still in place in the financial system, which mainly impact the so-called shadow
banking institutions, have prevented the credit market from growing at a faster pace. The first round of stimuli
took place in April, when the government began loosening its monetary policy by slashing reserve requirements
rate. At the end of July, the government once again talked about tax incentives. More recently, after the U.S.
imposed a new round of tariffs, Beijing renewed its stimulus efforts – mainly through infrastructure
investments – as a response to the declining confidence in local markets. This week, reinforcing the perception
that the government has been trying hard to mitigate the ongoing slowdown, the Central Bank announced that
the reserve requirement rate will be cut again, by the third time this year – by 1 p.p. –, effective October 15. It
should be noted that the market expected this cut to come towards the end of the year. The timing of the
announcement turned out to be a surprise: just after a long holiday weekend, and before third-quarter GDP
figures and September’s indicators are released (scheduled for next week).

Meanwhile, trade tensions with the U.S. exacerbate these internal dilemmas. The U.S. government has
adopted a more confrontational tone towards China since last year. But Washington did not take any concrete
measures until this year, when it began to implement a series of tariffs hike on Chinese goods. It’s almost a
consensus that China – as most of the world – underestimated how far these trade tensions could escalate.
Therefore, the conflict with the U.S. can be seen as a destabilizing factor for Chinese domestic policies, which
were focused on addressing its internal challenges.

Even though an important part of the negotiations between China and the U.S. is the trade imbalance
between the two countries (Chart 3), there are other relevant issues that go far beyond this trade agenda.
The U.S. wants China to make some structural changes: it wants Beijing to reform its intellectual property rights
and technology transfer systems, open markets, lift non-tariff barriers, open its doors to reciprocal investments,
and cut subsidies to its local industry. There in no timeline for these negotiations, since the U.S. government has
demanded concrete measures from the Chinese. Since these are structural reforms, it is also hard to believe
that we will see a quick response. However, if we restrict our analysis to the trade agenda, several studies show
that the direct impact on the Chinese economy is relatively low in the short term, with losses equivalent to
approximately 0.5% of GDP – which could be offset by domestic stimulus measures. In addition, the
depreciation of the RMB3 – which has lost almost 6% of its value year-to-date, mostly in recent months (Chart
4) – is not conducive to increasing tariffs. The indirect impacts, however, are difficult to predict, with effects on
market confidence and on investment prospects in an economy that is undergoing a transformation of its
production infrastructure.

3 On the depreciation of the renminbi, we believe that the recovery of the countercyclical component of the currency suggests that it will see some
stability in the short term. However, there is still a bias towards further depreciation, especially if we consider that the U.S. dollar has room to appreciate
further on a global scale.
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Faced with so many questions, we believe that the environment for both the Chinese economy and the vast
majority of countries going forward will be quite challenging for the foreseeable future. Considering that the
primary focus of the Chinese government is to seek stability, we believe that a mild economic slowdown is likely
in the next few quarters, with the adoption of some stimulus measures – the intensity and speed of which will
depend on the pace of growth – as the ongoing deleveraging campaign continues. The reform agenda is not
likely to see much progress, although the U.S. will increase pressure if concrete measures are not taken. The
trade war narrative will be centered on retaliation and the search for solutions in opposite directions: the U.S.
seemingly focused on bilateral relations, while China seeks to resolve some of the issues through multilateral
mechanisms such as the World Trade Organization. This is not a war with winners and losers, especially because
the dynamics will be shaped over time and the global economy is expected to see slower growth. It is indeed a
destabilizing element that China will have to deal with for quite some time.

Finally, we do not believe that the economy is the biggest challenge faced by China at the moment. There is
room to maneuver, which allows Beijing to control deceleration. Therefore, we have kept our forecast
unchanged at 6.5% (or slightly above) growth for 2018. However, the risk of a slowdown is greater for 2019.
Long-term issues and internal pressure for structural changes – with increased participation of the private
sector and the country’s position in the global arena, for example – represent much bigger challenges for the Xi
Jinping administration in the next few years.

Chart 3: China’s balance of trade: overall and with the U.S.
millions of USD, 12-year total

Source: MOFCOM and Bradesco 
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Chart 4: Chinese currency – renminbi 
RMB/USD

Source: Bloomberg, Bradesco 
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