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Exhibit 1 
GDP growth and new orders 
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 The impact of the self-imposed cooling of 
the Chinese economy has been enhanced 
by slower export growth.  

 China’s leaders have taken swift action, and 
the improvement in credit conditions, not to 
mention the expected rebound in global trade 
will enable China’s economy to grow by 
8.5% this year (Exhibit 1). 
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The rebound will be less buoyant than in 2009
due to risks related to the quality of local debt 
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growth above 7% is questionable. How th
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As expected, China reported “weak” GDP 
growth in the first quarter, of “just” 8.1%yoy. 
This cooling can be attributed not only to the 
slowdown in global trade, but also and 
especially to the central bank’s orchestrated 
tightening of credit conditions. Is there any real 
reason to worry that this trend will grow legs? 
In the short term, we are likely to see that 
China’s economy has already started to turn 
around. Be that as it may, the team set to take 
over at the helm early next year will have no 
choice but to manage the end of an economic 
model that has offered China average growth 
of 10% per annum for the last three decades. 

Hand of Beijing behind this slowdown 
The relatively weak growth performance 
observed in the first quarter is almost totally 
due to weak investment (Exhibit 2; including 
changes in inventories). In fact, investment 
spending contributed just 2.7pp to GDP growth 
in the first quarter of 2012, compared with 
4.3pp in the first quarter of 2011 and an 
impressive 6.9pp a year earlier. 

Exhibit 2 
Investment: a drag on growth 

0

2

4

6

8

10

12

14

Q1 2009 Q3 2009 Q1 2010 Q3 2010 Q1 2011 Q3 2011 Q1 2012
0

2

4

6

8

10

12

14

Chinese GDP growth (in %)

China - Investment contribution to
GDP growth (in %)
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Judging from the high level of inventories 
according to the PMI for the first three months 
of this year, changes in inventory probably 
played only an accessory role in the overall 
slowdown in investment. Similarly, foreign direct 
investments (FDI) were down sharply after 
sector priorities were redefined, with effect from 
the start of 2012. It should be noted, however, 
that the share of FDI in total investment has 

declined considerably in the past ten years or 
so, such that it now represents less than 2%. 

The main reason for the falloff in investments 
lies in current Chinese government policy, the 
aim of which is to correct for the excesses that 
crept in when credit expanded rapidly in 2009. 
Bank lending has been reined in since late 
2009, falling from 30% then to less than 15% 
at year-end 2011, which is the rate that more 
or less prevailed, on average, throughout the 
ten-year period preceding the crisis. In order to 
carry off this feat, the Chinese government did 
two things at once: it pressed the financing 
lever (by soaking up liquidity in the interbank 
market and imposing quantitative restrictions 
on overheating sectors) while at the same time 
capping new project starts. The railway sector 
offers a perfect case in point. 

From a purely cyclical perspective, China’s 
economy had no choice in 2011 but to cool in 
response to the central government’s decision 
to take the path toward monetary normalisation. 
This purely internal slowdown was exacerbated 
by the virtual standstill in global trade in the 
second half of last year, which sent growth down 
to the lower end of the comfort zone for China’s 
leaders. Speaking of comfort, China’s Prime 
Minister recently indicated that the government’s 
growth target1 for 2012 was 7.5%. Therefore, a 
hard landing would occur if and only if China’s 
leaders were unable to reverse the investment 
trend and if the global trade were to remain 
lacklustre for the next few quarters. 
Fortunately, this is not the most likely scenario. 

Monetary policy shift is already making 
itself felt 
Since December 2011, monetary policy makers 
have cut reserve requirement ratios (RRR) by 
100bps. In all, this has re-injected around 
RMB850bn back into the banking system, 
which in turn has helped to ease monetary 
rates since the beginning of the year. Despite 
their recent decline, the RRR remain high and 
are expected to be cut further in the months to 

                                                 
1 In keeping with the terminology of China’s leaders, 
target growth means a politically acceptable minimum 
level that should be exceeded. In other words, this is in 
no way, shape or form, a forecast. 
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come (by an additional 150bps between now 
and the end of the year). 

Exhibit 3 
Conditions of access to credit show clear improvement 
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Source: Datastream, CEIC, AXA IM Research 

As a direct result of this “quantitative” easing 
(key interest rates have not been cut for now) 
banks have more available cash to lend. 
Indeed, as the central bank’s quarterly survey 
of bank’s clients (borrowing companies) has 
revealed, the “lending attitude of banks” clearly 
eased in the first quarter, after having 
tightened in the fourth quarter of 2011 the most 
since the spring of 1998 (Exhibit 3). 

Easier access to bank credit has naturally 
boosted investment indicators. According to 
official data, after the dip observed in 2010 and 
2011 new projects are once again starting to 
take off and the effects will come to the fore in 
the second and third quarters. This bears no 
resemblance, however, to the policy conducted 
three years ago to counter the impact of the 
financial crisis. Both government policy makers 
and bank regulators are well aware that, in 
most cases, the possibility of raising the 
gearing ratio of local governments without 
hurting the quality of bank assets is low. Not 
only that, but since one of the government’s 
top priorities is to calm down the real estate 
market in the major urban areas, current 
restrictions on real estate lending are not 
expected to be lifted. Monetary easing has 
been and will remain selective. The weakest 
second tier real estate developers will 
ineluctably go bust, but this won’t change the 
basic deal. 

Trade to pick-up and strong support 
from real wage growth 
As for external trade, a recovery is taking 
shape but it looks nothing like the one that 
followed the financial crisis. The trend in the 
Taiwanese leading indicator, whose economy 
is very open and highly correlated with 
Chinese exports, is extremely promising in this 
respect (Exhibit 4). The coincident indicator 
has in fact just bottomed out, while the leading 
indicator is heading straight upward—a 
configuration that is typical of rebound phases 
in global trade. Several mechanisms contribute 
to explaining this cyclical dynamic: the rebound 
in the electronics industry that began in 
September 2011 (only to be briefly slowed 
down by the flooding in Thailand last October), 
the fact that eurozone growth is not as bad as 
PMI readings seem to suggest, and last but 
not least, demand from non Asian emerging 
economies is booming. 

Exhibit 4 
Asian trade headed for a rebound 

-20

-10

0

10

20

30

40

1996 1998 2000 2002 2004 2006 2008 2010 2012
0.90

0.92

0.94

0.96

0.98

1.00

1.02

1.04

1.06

1.08Emerging Asia Exports in %yoy

Taiwan leading to coincident index ratio, 8-
month lag [Rhs]

 

Source: Datastream, AXA IM Research 

In addition, if we factor in both robust real wage 
growth and the rosy employment picture, there 
is good reason to believe that consumption will 
firm up. Factoring in an even modest resumption 
in investment and export growth, China’s GDP 
will most likely turn out to have troughed in the 
first quarter and should, for the year as a 
whole, end up with growth approaching 8.5%. 

But let’s not allow ourselves to get distracted by 
the cyclical dynamic and overlook the structural 
challenges that await the Middle Kingdom. 
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Whatever policy is conducted by Beijing, China is 
condemned to slower growth in the years to come. 

Chinese leaders will have to define a 
new growth model 
When an economy first starts to take off, GDP 
growth readings can be extremely elevated. This 
phenomenon is made possible by a number of 
factors: the reallocation of the labour force that 
occurs (as workers migrate from farming jobs 
with little added value to manufacturing and 
then to service jobs, which offer more added 
value), the accumulation of capital and, in fine, 
the adoption of new technologies and production 
processes. But these mechanisms are not built to 
last forever; the law of declining marginal returns 
on capital kicks in and there comes a time 
when excess labour becomes simply too small 
(Exhibit 5).  

Exhibit 5 
Normalisation of Chinese growth 
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Source: Bloomberg, Datastream, AXA IM Research 

For the past two decades, the Chinese 
economic model has been driven by both the 
accumulation of capital (facilitated by the 
colossal level of domestic savings) and rising 
market share for the country’s exports (linked 
in part to the competitive pricing of Chinese 
products). Other Asian countries had initiated 
this model in the 1960s, 70s and 80s. What 
lessons, if any, do they offer in terms of what 
path growth takes depending on the degree to 
which the economy is developed (using the 
GDP per capita ratio as an approximation)? 

We look at the three countries (Japan, South 
Korea and Taiwan) which show decent parallels 

with China. Two things are immediately obvious. 
First of all, it is not rare to see, at China’s 
current GDP per capita level, annual growth rates 
of between 10 and 15%. Where China stands 
apart is in terms of the regularity with which it 
generates double-digit GDP growth. None of 
the three countries mentioned above has ever 
managed to provide GDP growth in excess of 
10% for more than two years in a row. What 
happens is that their economies overheat and 
then rapidly get corrected.  

The second obvious observation is that the 
growth trend for the three countries under 
consideration is following a negative slope 
(which is perfectly consistent with economic 
theory). During the 1990s, Chinese growth 
gravitated around this trend, and it has only 
been since the early 2000s –when China 
joined the WTO and finished restructuring the 
state-owned sector– that the gap has become 
systematic. But since the financial crisis of 
2008-09, Chinese growth has tended to once 
again converge toward the path of the other 
three countries, and we think that this 
convergence will continue in the years ahead, 
for at least two main reasons. 

First of all, it will be difficult if not impossible for 
China to repeat the trade performances it 
managed from 2001 through 2008. Given the 
tepid nature of the economic recoveries seen 
post-2009 in the developed countries, China 
will no longer be able to get as much of a 
boost from its exports as in the past. 

Secondly, Chinese savings, which represent a 
whopping 53% of GDP, will come under 
pressure as its population ages, as the share 
of value added becomes less unequal (which 
will lead to a lower propensity to save), and as 
the capital account inevitably gets liberalised. 
The fact that surplus savings cannot be freely 
invested abroad2 is one of the cornerstones of 
the specific brand of financial repression that is 
practiced in China. China’s economic cycles have 
a low magnitude mainly because, over the years, 
investment has been ramping up. Mostly 

                                                 
2 The system isn’t totally impermeable, however. There 
are legal channels for investing abroad, like the 
Qualified Foreign Institutional Investor scheme, but for 
very limited amounts.  
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directed by the government, investment now 
accounts for more than 40% of China’s GDP. It 
is going to be really difficult to sustain this 
investment effort in the event that the saving 
rate dips. We are already seeing a decline in 
current account surpluses –one of the main 
markers for the decline in excess savings 
(Exhibit 6). 

Taking into account the probable increase in 
the propensity to consume, demographic 
changes and the appreciation of the renminbi’s 
real exchange rate (be it through nominal 
appreciation or wage inflation), we anticipate 
that current account surpluses could be brought 
down to zero by around 2015-2016. This is in 
the same ballpark that Eichengreen, Park and 
Shin, found in their working paper3 published 
in March 2011 on the sudden slowdown in 
previously fast-growing economies. These 
authors situate the risk of Chinese growth 
rapidly declining at around 2 percentage points. 

Exhibit 6 
An untenable investment effort 
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In the next five years, it would not be surprising 
to see China’s GDP growth brought down to 
around 6% to 7%. At this level of growth, some 
problems will become more unwieldy –for 
example, unemployment and non-performing 
assets on bank balance sheets. At the end of 
the day, it will be up to the new generation of 
Chinese Communist Party leaders, who will 
come to power early next year for a minimum 
of five years, to amend/modify/change the 
business model. This is an extremely delicate 
task given how difficult it is to exit from a 
regime of financial repression.4

Source: NBS, AXA IM Research 

 

                                                 
3 Eichengreen, B., Park, D. and Shin, K., “When Fast 
Growing Economies Slow Down: International Evidence 
and Implication for China”, NBER working paper series, 
March 2011. 
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4 But it’s not impossible, as David Li suggests in 
“Beating the Trap of Financial Repression in China”, 
Cato Journal, vol.21 No 1 (Spring/Summer 2001).  
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Our last two publications: 

Higher US Treasury yields: neither fast nor 
furious

Ombretta Signori argues that whilst a yield shock is 
unlikely, the odds are for a disappointing return on 
US Treasuries over the next 12 to 18 months.  
Further un-conventional Monetary Policy, but less 
Treasury-oriented would leave room for higher long-
term rates later in the year. Nevertheless yields 
should remain low from a historical perspective. 
 
 
 
 

Spain: the austerity gamble

Raphael Gallardo analyses the risks hovering on 
the Spanish economy. He comes to a positive 
conclusion regarding the long term solvency of the 
government. Real estate deflation will continue to 
weigh on the quality of banks' assets, but the 
government has the capacity to recapitalize the 
banking system without jeopardizing the reduction 
of the public indebtedness in the medium term. 
Nevertheless, an EFSF loan would accelerate the 
process as long as restrictive fiscal policies are 
supported by the domestic public opinion. 
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