
Hello 2015: no hard landing for China

By Rafael Halpin, China Confidential

At the start of his premiership, Li Keqiang drew on an ancient Chinese proverb to explain the task ahead. A
Chinese warrior, having been bitten by a snake, cuts off his hand in order to save his body. China’s reform
process will be “very painful and even feel like cutting one’s wrist”, Li warned.

Pain has certainly been part of 2014 for the Chinese economy. To a large extent, it has been self-inflicted.
Measures to deleverage the shadow financing system, for example, led to a sharp slowdown in credit, which in
turn contributed to a drop in home sales. This has resulted in slower growth in industrial output, as well as

weaker consumer purchases of cars and white goods. Meanwhile, anti-corruption campaigns have hit spending on luxury goods and
services and led to delays in the approval of new projects by local officials.

If 2014 was a year of painful surgery for the Chinese economy, will 2015 be a year of rejuvenation? On balance, our analysis suggests
that this is unlikely.

The most obvious problem is that progress on reforming China’s economy has been slow, with the bulk of the measures announced at
the third plenum in November 2013 yet to be implemented. This is not surprising given the scale of the reform programme, which is
only due to be completed in 2020. But it does, however, mean that there will be few reform dividends in 2015.

While a rapid recovery is unlikely, 2015 will not necessarily be another year of pain for the Chinese economy either. Beijing has
powerful tools at its disposal – including cuts to interest rates and bank reserve requirement ratios – to counter the slowdown. It can
also ease off on the reforms that have in large part been responsible for the poor performance of the economy this year.

We believe that the outlook for 2015, therefore, hinges on this question: to what extent will Beijing choose to balance reform with
growth?

A sharp recovery in growth rates, due to Beijing halting its programme of reforms or unleashing another 2008-style stimulus is highly
unlikely. However, there are several reasons for thinking that Beijing will shift from a policy programme heavily weighted towards
reform, to one more balanced with growth.

First, there are the signs that this shift is, in fact, already underway. Recent pro-growth measures include the introduction of policies to
support the housing market, a cut to benchmark interest rates, and a sharp rise in bank lending in November.

Second, there is the fact that the current slowdown is dangerously exposing the economy’s fault lines. The ability of China’s highly
leveraged corporate sector to repay debt, for example, is coming under pressure from plunging profits: prior to November’s interest rate
cut, return on assets at industrial enterprises was falling below average bank lending rates.

This sharp deterioration in economic conditions is linked to the complex nature of reform in China. At present, there are few
alternatives to China’s traditional growth model, which is the target of these reforms. Take for example, the shadow financing system.
This needs to be slimmed down, but no alternative means of funding on a comparable scale, as yet, exists. We estimate that by the end
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of the first quarter of this year, shadow finance assets were more than three times the size of outstanding bond and equity financing.

Similarly, Beijing wants to reduce the state’s role in the economy, but private investment growth has slowed sharply this year. This
raises doubts as to what extent the private sector can pick up the slack from weaker state investment. All this suggests that, given the
lack of alternative growth drivers, a relentless pursuit of reforms without any counterbalancing supportive measures risks a
hard-landing for GDP growth.

The third reason for thinking that reform will be better balanced with growth next year is that Beijing should have more room for
manoeuvre in 2015. Progress has been made, for example, in delinking the shadow banking system from the formal banking sector. The
PBoC should now be in a better position to ensure that credit easing measures do not result in liquidity flowing back into undesirable
sectors.

Lastly, there is the fact that in order to continue to implement its reform programme, Beijing needs stability. A steady economy is a
prerequisite for policies such as the internationalisation of the renminbi and the expansion of China’s equity and bond markets.

What the exact balance between reform and growth will be is hard to say. It depends, in large part, on both domestic and international
developments. Local media reports suggest that Beijing has set a target of 7 per cent year on year growth for 2015. We believe that
authorities will not let the economy stray too far from that figure.

Will this involve abandoning reform? We believe not. Given how undeveloped alternative growth models are in China, it was unrealistic
to expect the implementation of reforms to be an unbroken, linear process.

Beijing now needs to stabilise growth in order to push ahead with reform, and, in the short term, it may be prepared to put the former
ahead of the latter.

Rafael Halpin is a research director at China Confidential, a research service at the Financial Times
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