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In the aggregate, China’s numbers point to stable growth in August.  
Retail sales maintain a relatively robust pace as the economic 
environment remains supportive of consumption.  Industrial output 
remains stable as new economy sectors thrive, and old economy sectors 
benefit from early year investment and a summer boom in construction.!

But, within the numbers, the investment data highlights the biggest risk to 
growth over the next six months for a number of reasons.  The widely 
reported recent collapse in private investment certainly presents a 
significant risk to near-term growth prospects.  But, the sudden 
stagnation in industrial investment, as well as the falling investment in old 
economy rust-belt regions, will eventually lead to another round of 
slowing industrial output and a drop in overall commodity demand.  My 
models indicate that recent investment weakness could result in a 
half percent shaved off of real GDP growth, starting sometime in 
three to six months.!

Housing sales and prices are still growing rapidly.  Sales are up 33% 
in August from the same time last year.  Prices continue to rise, still 
driven by top-tier cities.  Central government policies remain supportive 
of housing, even as some regional governments try to rein in price gains 
that are exacerbating existing housing affordability problems.  Reliable 
national home price-to-income data is hard to find, but in Shanghai, as 
an example, average new home prices are in the neighborhood of 46 
times average income.  That compares with 30 times average income in 
Manhattan.  Some local leaders are getting worried about home 
affordability.  The central government, however, has kept borrowing rates 
low and mortgage requirements reduced to spur property investment and 
developer activity, and there is no sign of a slowdown in property sales.  
Housing represents 70% of China’s household wealth, so the market 
remains supportive of consumption via a positive wealth effect.!

Construction activity, on the other hand, has already started to fade.  
Perhaps that was inevitable since existing inventories are quite high.  Or, 
maybe private investor confidence in property has stalled as well.  Weak 
construction will eventually lead to another leg lower for the industrial 
sector, and weaker demand for iron ore and copper in particular.!
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           Investment Divergence

• Investment data highlights the biggest risk to growth 
over the next six months.!!

• Investment data is worrying for a number of reasons.  First, 
as has been reported for some months now, private 
investment has stalled.  That trend has pushed overall 
investment lower.  August private investment was flat at 
roughly 0% growth after declining modestly in July.  Overall 
investment over the last three months has averaged around 
6.5%, some of the weakest growth in years. Most private 
investment declines have taken place in the hinterlands and 
rust belt provinces of the northeast.  Investment in the 
wealthy eastern provinces grew at 7%, in contrast to the 
massive 30% drop in private investment in the northeast.  !!

• And, within overall investment numbers, service sector 
investment is growing, while industrial investment is not 
(see chart).  The recent rebound in investment, from 3.9% 
in July to 8.9% in August, was concentrated in services.  
Stagnant industrial sector investment will result in much 
weaker industrial output months from now.  !!

• The last major concern with investment in China is the 
difference that has grown between credit growth and 
investment growth.  Over the last three months, investment 
has grown and an average of around 6.5%, while overall 
official debt accumulation has grown around 11% from last 
year.  That could mean either debt is being used to keep 
zombie firms alive or used to fund consumption.  Those are 
both problematic given China's sizeable growing debt 
burden.!!

• So what does that all mean?  My models indicate that the 
recent weak investment will likely amount to roughly a half a 
percent shaved off of real GDP growth.  Investment 
historically leads output by 5-6 months.  So, we could see 
weaker economic activity in a few months, but certainly by 
early 2017.  The lower growth would come from the 
industrial sector, currently starved of investment.  And 
regional disparities would indicate old economy rust-belt 
industries would take the brunt of the slowdown.  So, the 
temporary reprieve for the old economy sectors we have 
witnessed this year is due to expire by the end of the year.



 

• China's housing market continues its renewed 
boom, although at a more subdued pace than 
in the Spring.  !!

• China’s national housing policies have been very 
supportive this year, even as a few regions have 
added new housing restrictions to counter the 
rapid price moves. In January, Beijing dropped the 
minimum required down payment on mortgages 
for first-time homebuyers to 20% from 25%. That 
minimum was lowered last year from 30%. Down 
payments for second properties were reduced to 
30% from 40%. Combined with PBOC easing, 
the result has been a 54% rise in mortgage 
lending this year. China’s mortgage market is 
relatively underdeveloped, comprising only 24% of 
all property investment this year. !!

• The housing market gains have been driven by 
the top tier cities and have spread to second tier 
cities.  Lower-tier cities - where excess inventory 
stands in the form of massive ghost towns - are 
still seeing weaker housing gains in comparison. !!

      Housing Market 
  Booming Sales, Improved Construction



 

• Construction and developer activity 
has already started to fade.  
Housing starts have moderated, 
slowing to 3.4% from last year after 
rising in the double-digits earlier this 
year.  Land acquisition by 
developers fell 12% in August.  !!

• The eventual fading of construction 
was bound to happen given the 
existing inventories.  The loss of 
construction momentum will result in 
a renewed slowing of construction 
related industries, like steelmaking, 
cement, heavy machinery 
manufacturing.  As with the recent 
investment slowdown, fading 
construction activity will eventually 
reverse the recent rebound in old 
economy heavy industries.

      Construction Rebound



 

• Much of China's upside credit growth surprise in August 
was caused by seasonal distortions. Total outstanding 
credit growth, in fact, remains subdued in comparison to 
historic rates, growing around 11% in August.  But, that 
number is still higher than nominal GDP growth.  China's 
debt burden as a percent of GDP is still growing.  !!

• Due to significant debt burden risks, the potential for 
further dovish monetary policies is much more limited than 
in the past.  !!

• Corporate debt is around 140% of GDP, and much of that 
debt has been issued to inefficient unprofitable firms.  
Trust lending has bounced back and become a concern 
once again.  And, debt creation is not translating into 
investment, implying that debt is being used for either 
consumption or used to keep zombie firms afloat.  Those 
factors will limit the PBOC's willingness to ease monetary 
policy.  Inflation running at 1.3% - below the 3% target – 
implies that there is room to ease.  But, the real limitation 
to more rate cuts and reserve requirement reductions is 
the risk associated with the growing debt burden.  August 
numbers show that the debt burden is still rising.

      Credit and Finance 
   



 

      Debt Problems 
   

China’s large debt burden is not a systemic risk problem, but will certainly spell trouble for some individual banks and financial 
institutions. Banking crises usually begin with liability problems. China’s bank liabilities are overwhelmingly dominated by deposits, which 
are now part of Beijing’s recently created depositors' insurance program. Bank deposits are 200% of GDP, and the loan-to-deposit ratio 
is 71%. The required reserve is 17%. And, roughly 95% of China’s debt is domestic, with minimal foreign currency debt. The risk from a 
rapid buildup of local government debt after the 2008 financial crisis has been addressed.  !!
The big risk remains the massive corporate debt load (see the chart at the top), and the potential damage to future growth prospects if 
Beijing cannot muster the political will to fix it.  It is widely agreed by both bulls and bears that Beijing will only fix the massive corporate 
debt problem by cutting credit flow to debt-burdened, inefficient, and unprofitable zombie firms. That has met with political resistance 
over the years. Cleaning up NPLs will not work if banks are creating more.!!
Wealth Management Products!
WMPs have become a worry again.  Bloomberg recently reported that WMPs, used by banks to skirt loan restrictions and earn more 
revenue than traditional deposits, and used by clients to improve the return on savings, hit $3.5 trillion USD.  For banks, wealth 
management products are less stable than sticky deposits.  And with WMPs having an average maturity of a few months, there is a 
mismatch between these short-term liabilities and the often levered longer-term investments used as assets for the products.  Mid-sized 
banks are dramatically increasing this practice.!!
CNBC reports that only 26% of WMPs carry the banks’ guarantee that the investors will be made whole by the end of the investment 
period.  If we use Bloomberg’s math for assets attached to the guaranteed WMP liabilities, China’s augmented loan to deposit ratio goes 
from roughly 71% to 80%.  !!
Risky Loans Disguised as Receivables!
The recent growth in banks categorizing risky, high-yielding loans (often to cash-strapped developers and inefficient zombie firms) as 
“debt receivables“ in order to skirt regulators and improve risk metrics has recently become a source of worry.  Risky loans are made 
through third-party shadow entities and hidden from loan books.  The most recent estimate from Bloomberg puts the total receivables at 
5.5% of deposits.  A small amount, but growing 178% over three years.   Again, mid-sized and smaller banks are the primary offenders, 
accounting for almost 90% these debt receivables.  These risky loans would move the loan to deposit ratio to 85%.!!
NPLs!
NPLs continue to rise. The official number for NPLs is 1.75% of total loans, well below the global average of 4%. But, China’s NPL 
calculations are different than Western bank “norms”. Chinese banks only need to recognize an NPL if they expect a loss, giving them 
greater leeway in categorizing delinquent loans. A better comparison would be to use the banks’ “special mention” loan category for 
delinquent loans that are not yet NPLs as well. NPLs and “special mention” loans combined are roughly 4% of total loans, on par with 
global averages, but growing for 18 consecutive quarters. Pimco estimates that NPLS will top out at 6% of total loans. !!
The IMF estimates that Chinese banks have $1.3 trillion in “risky loans” - risky, but not NPLs - on the books. At a 60% loss ratio, that 
means $760 billion of potential bank losses. That is equivalent to 1.9 years of the banking system’s pre-tax 2015 profits. 
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• Retail sales remain stable accelerating very 
modestly to 10.6% in August.  The economic 
backdrop remains supportive of consumption.  
Policymakers are biased towards improving 
household spending over industrial output.  
The wealth effect from the rising property 
market bodes well for spending.  Household 
disposable income grew 8.7% in the first half 
of the year.  Polling data shows consumers 
remain optimistic.  Expect consumption to 
remain stable for some time.!!

• Annual online sales are up 26% from the 
same time last year, roughly 12% of all retail 
sales. In 2015, e-commerce accounted for 
7% of US retail sales. Chinese consumers 
are continuing to shop online regularly: 68% 
of those surveyed said they shop online 
regularly, versus only 29% in the US. !!

• Some sectors, like entertainment and 
consumer electronics, are thriving.  Huawei 
expects consumer device revenues will rise 
50% this year from 2015. !!

• Consumption grew 14% for those 35 years 
old and under. Perhaps the generation born in 
Deng Xiaoping’s transition economy are 
much more inclined to enjoy the fruits of their 
labor rather than hoard money and wealth in 
bank accounts and empty investment 
properties. !!

• Contribution of consumption to GDP reached 
73.4% in the first half of 2016, up from 66% 
in 2016.!!!!

       Retail Sales



      Trade 
    

• China's exports fell 2.8% from last year, with annual imports rising for 
the first time since October 2014, up 1.5%.  Changes in commodity 
prices over the last year will keep import numbers positive for some 
time.  Weak global trade has kept export numbers weak, and there is 
no sign of that trend reversing.!!

• I estimate that imports adjusted for commodity price declines rose 
4.5%.  And imports for domestic use - excluding imports for trade 
processing - rose 6%.  That indicates some of the strongest import 
demand in months.  Import demand for manufactured goods was flat 
to mixed but mostly positive.  !!

• Trade meant for processing is still weaker than trade for domestic 
purposes.  Imports for processing fell 4.5%, with general trade for 
domestic purposes rose 6.3% from last year. Exports for processing 
fell 7.8% from last year, much weaker than overall exports.!!

• The recent drop in investment growth will most likely lead to weaker 
import demand for commodities and heavy machinery by the end of 
the year.!



 

     Industrial Production is Stable

• Industrial production grew at 6.3%, a slightly 
higher pace than 6.0% last month. The 
manufacturing component of IP rose 6.8%. !!

• IP details show a big divergence between old 
economy and new economy industries. !!

• The biggest gainers YoY within industrial 
production:!!!

• The biggest losers YoY:!! !

• Going forward, overall industrial activity seems 
to have stabilized after credit and investment 
sectors stabilized following Beijing reflation 
efforts over the last year and a half. New 
project investment early this year, an increase 
in construction, and double-digit increases in 
state-affiliated firm investment have kept 
industrial production stable for months. But 
the drop in private investment and slowing 
overall investment present risks to future 
IP prospects.!!
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      Interesting Polls

Same Poll in the USA

Recent Poll of China Consumers
Recent polls give us insight into how folks in China perceive 
their own economic prospects.  On the left are the results of a 
recent report by Fung Global Retail & Technology.  Below that is 
a similar poll conducted in the US.  The results show that 
Chinese consumers have much higher confidence in the 
economy than peers in the US.  !!
Below is a Pew Research survey. Consumers living in 
prosperous tech and manufacturing centers in the southeastern 
coast are much more confident than those living in rust belt 
metal and coal regions of the northeast.!!
Consumer confidence overall, especially in the wealthy coastal 
regions, bodes well for stable consumption. 

On the right is a Pew Research poll 
published late last year.  It shows the top 
concerns within China.  Concerns over the 
economy rank relatively low.!!
Unemployment falls last on the list, below 
traffic.  It would indicate that late last year, 
western China watchers were much more 
concerned over a hard landing than 
Chinese citizens.



 

     China’s Commodity Consumption 
  China’s Consumers and Service Industry Can’t Fill the      
   World Growth Void Caused by Slowing Industry

Don't count on Chinese consumers to 
replace the hole in global demand left by 
declining demand from China's once 
rapidly growing industrial and 
construction sectors.  China's industry and 
construction sectors drive demand for 
commodities and industrial machinery - the 
economy's primary imports.  !!
China, being the main producer of the 
world's consumer goods, needs few imports 
from the rest of the world.  By my 
calculation, using 2013 data from the 
National Bureau of Statistics of China, only 
2% of China's total imports are consumer 
goods.  Roughly 5% of all imports are edible 
agricultural products and foodstuffs.  Another 
5% of imports are all vehicles to transport 
people: planes, trains, and autos.  The rest 
of China's imports are primarily meant for its 
massive industry and construction.!!
China’s restructuring towards consumption 
and services will not fill the gap in overseas 
demand left by declining industry.  Stable 
Chinese growth equals lower overall 
commodity demand in the long run.


