
Once-ebullient commodity mar-
kets are in the doldrums. Sof-
ter Chinese PMIs spooked the 

commodity markets, coming as they 
did on the heels of a very visible and 
widely-reported weakening of base 
metals and iron ore prices emanating 
from Chinese markets. Financial mar-
kets fear that weaker Chinese growth 
could presage weaker EM growth, 
which is the engine of commodity 
growth generally. With US GDP co-
ming in weak as well - registering a pal-
try  growth of 0.7% in 1Q17 - markets 
started re-calibrating lower commodity 
demand estimates for this year. 

However, as much as we do see 
the situation dire -- the Q1 2017 

demand-side scares emanating from 
China are transitory, just as much as 
the Q1 2017 growth scare in the US 
was. Monetary conditions in China 
remain stimulative, and so the lack of 
funding is unlikely to be the cause of 
the economy rolling over. Most of the 
deterioration in economic growth is a 
consequence of the slowing in the de-
preciation of China’s trade-weighted 
RMB. This may recall the 2012 to 2015 
period, when several years of RMB 
appreciation did dampen growth (see 
grath on this page). The primary focus 
of having a strong domestic currency 
at that time was Foreign Direct Invest-
ments (FDI) -- China wanted as much as 
it can get in capital inflows, so a strong 
currency was a key requisite. That kept 
the domestic currency stronger than 
China`s competitors, and the over-
strong CNY choked domestic growth.

But growth has indeed made a co-
meback. China’s Q1 2017 econo-

mic numbers were mostly good news, 
with GDP growth (year-on-year) accele-
rating modestly to 6.9 percent, up from 
6.8 percent in the previous quarter and 
versus 6.7 percent for all of 2016. The 

investment contributed 2.4 percentage 
points of growth. The other source of 
growth on the demand side is change 
in net exports. This factor has been 
making small negative contributions 
as China’s trade surplus declined -- and 
the proximate cause was a relatively 
strong CNY. In Q1 2017, net exports 
made a small positive contribution of 
0.3 percentage point. Hopefully, this is 
not the start of a trend for China’s sur-
plus to re-expand, as that would be net 
negative for the global economy and 
will likely ignite trade tensions with the 
Trump administration. If the CNY were 
to weaken significantly, the world 
would enter a new cycle of recrimina-
tions over trade balances.

The fact that investment growth 
has stabilized at a low level does 

not mean that China is necessarily out 
of the woods in terms of financial sta-
bility.  During the investment boom, 
there was an alarming run-up in the de-
bt-to-GDP ratio, an issue which China’s 
government addressed by shifting the 
economic model to consumption from 
infrastructure investments. 

China: Q1 2017 activity issues are transitory -- look for rising 
growth into at least Q1 2018, as recent fiscal stimulus takes ef-
fect

current GDP growth is based on do-
mestic consumption, rather than from 
investment, as in the past -- consump-
tion growth has held up well. The graph 
on the next page shows the contribu-
tions of consumption and investment 
to China’s GDP growth. 

Since 2011, consumption has been 
the main source of demand. In 

the past few quarters, it has been 
providing 4.8 percentage points of 
GDP growth. Consumption is mostly 
services-based, so this is driving the 
expansion of the service sectors. They 
are more labor-intensive than industry, 
so the vast majority of job creation is 
occurring there as well. The labor mar-
ket remains tight, wages are rising and 
that spurs the growth of consumption, 
which leads to higher rate of activity.

During the protracted slowdown of 
investment growth, the financial 

markets worried about how far the 
devolution was going to go. This was 
the source of incessant speculations 
about a China hard landing. Now in-
vestment seems to have stabilized at 
a low level.  In the past four quarters, 
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Chinese leaders consider this issue 
as a longer-term problem, but not 

an immediate threat. We see the issue 
differently. China’s high debt levels, to 
us, are just a function of its high saving 
rate. That`s Monetary Economics 101. 
Moreover, the fact that the country’s 
massive savings pool is primarily inter-
mediated via the banking sector and 
other debt instruments exacerbates 
the debt buildup. 

This is unavoidable, as China’s 
equity markets are woefully un-

der-developed, so the country’s still 
relatively undeveloped and volatile 
equity market has not yet been able 
to play a meaningful role in financial 
intermediation. So, Chinese banks 
play the dominant role in channeling 
financial resources. Simply put, Chi-
na’s high savings and a banking-centric 
financial intermediation system have 
abetted and have been key drivers of 
the continually-rising debt level. And, 
as long as these two features persist, 
the country’s debt will inevitably conti-
nue to rise, as it simply reflects the 
accumulated savings. Debt levels are 
further boosted by the fact that the 
vast majority of government fiscal sti-
mulus is done via the banking system. 
This makes Chinese fiscal policy near-
ly indistinguishable from credit policy. 
This has significantly increased nominal 
debt levels, and will continue to do so 
in the foreseeable future.

The increasing nominal debt le-
vel also increases the leverage in 

the financial system. China is trying 
to prevent a catastrophic decline in 
growth, but at the same time, officials 
are trying to slow the growth of leve-
rage and eventually want to stabilize 
it. The balancing act is complicated.  In 
the first quarter of 2017, total social fi-
nancing, a broad measure of total cre-
dit and finance, increased by 6.9 trillion 
yuan (more than $1 trillion). This is 
symptomatic of the government`s pre-
dicament. Private investment, in parti-
cular, has slowed down, so a dispropor-
tionate share of investment must come 
from government infrastructure pro-

jects and state enterprise expansion. 
So, overall debt-to-GDP, and leverage, 
is likely to keep rising in China, just at a 
slower pace than in the past..

Analysis that China’s debt problem 
constitutes an alarming systemic 

financial risk focus exclusively on the 
rapid increase in the country’s debt-
to-GDP ratio -- we believe that this 
may be misguided. 

The level of Chinese debt leverage 
may not be as precarious as widely 

perceived. In the Chinese corporate 
sector, the area of China’s economy 
where investors worry most about le-
verage, the debt-to-asset ratio of Chi-

na’s industrial sector has been falling 
since the late 1990s, down to 56% from 
62%, contrary to popular belief. State-
owned enterprises (SOEs) have had 
increases in their debt-to-asset ratio 
since the Great Financial Crisis but it 
has barely reached late 1990s levels, 
and has actually rolled over in recent 
years. This stands in stark contrast to 
Japan’s corporate sector at the peak 
of its debt bubble. In the early 1990s, 
Japan’s corporate sector debt-to-as-
set ratio topped out at 78% when the 
country’s “balance sheet recession” 
began. Even after two decades of de-
leveraging, Japan’s current corporate 
debt-to-asset ratio is comparable to 
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China’s. And nobody is «picking» on 
Japan.

In summary, China’s policy setting 
remains expansionary, a major de-

parture from previous years when the 
Chinese economy was under the heavy 
weight of policy tightening while exter-
nal demand also weakened. Looking 
forward, there is little chance that the 
Chinese authorities will commit simi-
lar policy mistakes that could lead to 
a major growth downturn. In the first 
quarter of 2017, total social financing, 
a broad measure of total credit and 
finance, increased by 6.9 trillion yuan 
(more than $1 trillion), see graph on 
the side. The government did not take 
any chances. So, barring a major policy 
mistake arising from ultra-aggressive 
tightening, Chinese growth should re-
main buoyant well into the middle of 
next year.
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