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Executive Summary 
Real GDP growth in China has been remarkably stable between 6.5 percent and 7.0 percent for 
the past two years due, at least in part, to policy tweaks by the Chinese government. Now that 
house prices are rising sharply again in some of China’s largest cities, it appears that authorities 
are reining in some policy stimulus. We look for real GDP growth in China to slow modestly later 
this year and into 2018. 

Although there is justified concern about the amount of financial leverage in the non-financial 
corporate (NFC) sector in China, we believe that the Chinese government should generally be able 
to manage any non-performing loans (NPL) issues that may arise in the banking system in the 
foreseeable future. But China also faces some fundamental issues that likely will lead to even 
slower economic growth in the next decade. Not only will the working-age population in China 
decline in coming years, but the build-up in leverage in the NFC sector likely will constrain 
growth in capital spending. 

Policy Tweaks and Economic Soft Landings 
As is widely known, the Chinese economy has decelerated over the past few years. Although there 
have been episodes of global financial market volatility when investors have fretted that the 
economy may be on the verge of plunging over a cliff—most notably in early 2016—the year-over-
year rate of real GDP growth in China has stabilized between 6.5 percent and 7.0 percent over the 
past two years (Figure 1). There are very few “hard” data releases from Q3-2017 yet, but the 
purchasing managers’ indices in July suggest that the economy continues to expand at a roughly 
similar pace thus far in the third quarter.  

Figure 1 

 

 

Figure 2 

 

Source: Bloomberg LP and Wells Fargo Securities 
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The deceleration that has occurred in the Chinese economy from the breakneck pace that was 
registered during the past decade largely reflects a slowdown in the growth rate of investment 
spending (Figure 2). Fixed investment spending in China has accounted for more than 40 percent 
of Chinese GDP for nearly 15 years (the ratio in the United States over the same period has been 
16 percent). Years of robust capex spending, which has largely been debt financed, has caused the 
debt-to-GDP ratio in the NFC sector in China to shoot up from 100 percent before the global 
financial crisis to more than 160 percent today (Figure 3). Chinese authorities are well aware of 
the leverage that has been built up in the NFC sector in recent years, and they are trying to 
rebalance the economy away from its over-reliance on investment spending toward more 
consumer spending before a debt crisis causes the economy to implode. In other words, the sharp 
deceleration in investment spending in China in recent years is intentional, at least in part. 

Figure 3 

 

 

Figure 4 

 

Source: Bank for International Settlements, CEIC and Wells Fargo Securities 

But Chinese officials are also mindful that a sharper-than-desired slowing in real GDP growth 
could cause unemployment to rise, which could have detrimental effects on social stability. 
Therefore, they are willing to tweak policy from time to time in an attempt to engineer a “soft 
landing” in the rate of economic growth. In that regard, Chinese policymakers “encouraged” 
financial institutions to ease credit conditions last year, which appears to have had its desired 
effect. Specifically, growth in total social financing (TSF) shot up to 19 percent in 2016 from only 
6 percent in 2015, and some of this credit growth helped to support the housing market.1 As 
shown in Figure 4, growth in residential investment has strengthened since early 2016. That said, 
growth in residential investment spending remains well short of the super-charged rate that was 
reached in 2009-2010 when Chinese policymakers were frantically trying to prevent their 
economy from falling into recession in the wake of the global financial crisis. 

Recent data suggest that housing starts have slowed somewhat, especially in the coastal provinces 
where the “Top Tier” cities (Beijing, Shanghai, Guangzhou and Shenzhen) are located. House 
prices in these cities have risen about 60 percent since early 2015, and policymakers are now 
trying to tamp down credit growth before a housing market bubble develops. To wit, TSF in the 
first six months of the year was down 9 percent relative to the same period in 2016.2 
Consequently, we look for real GDP growth in China to downshift a bit further later this year and 
in 2018. Specifically, we forecast that real GDP will grow 6.6 percent in 2017, down a touch from 
the 6.7 percent rate that was registered last year, before slowing to 6.2 percent in 2018.  

                                                             
1 Total social financing includes banking lending, trust and entrusted loans, and equity and corporate 
bond issuance.  
2 Although bank lending is up about 10 percent on a year-to-date year-ago basis, the amount of 
outstanding corporate bonds has actually contracted this year.  
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Headwinds on Economic Growth in the Medium Term 
Could debt issues cause real GDP growth in China to slow even more than our outlook through 
2018 projects? Sure. Figure 5 reiterates the point that was made previously. Namely, leverage in 
the NFC sector has risen sharply in recent years. Surely the amount of NPLs in China will increase 
further in coming years, which could weigh on the Chinese banking system.3 But we also think 
that a debt-fueled collapse of the Chinese economy is not likely anytime soon. As Figure 5 also 
makes clear, the debt-to-GDP ratio of the central government in Beijing is very low at only 
18 percent. In other words, the Chinese government has the ability to provide financial support to 
the banking system, should that eventuality prove necessary. 

Although we do not look for an economic “hard landing” in China in the foreseeable future, we 
also think that Chinese economic growth will slow even further beyond our explicit forecast 
horizon, which currently ends in 2018. China’s emergence as an economic superpower coincided 
with rapid growth in its working-age population (Figure 6). Everything else equal, more workers 
can produce more goods and services, so there tends to be a positive correlation between growth 
in the working-age population and economic growth. But the working-age population in China 
peaked in 2015, and the United Nations projects that it will decline nearly 10 percent over the 
next two decades. 

Figure 5 

 

 

Figure 6 

 

Source: Bank for International Settlements, IHS Global Insight, CEIC, United Nations and Wells Fargo 
Securities 

Of course, China could prop up its potential GDP growth rate via rapid rates of capital 
accumulation. Everything else equal, higher levels of the capital stock can be used to produce 
more goods and services. But the leverage that exists in the NFC sector today means that the 
supercharged growth rates in capital spending that helped to produce rapid economic growth over 
the past few decades is probably a thing of the past. We do not explicitly forecast real GDP growth 
in China beyond 2018 at this time, but the current medium-term forecasts of the International 
Monetary Fund look for Chinese economic growth to slow from 6.2 percent in 2018 to 5.7 percent 
in 2022. In our view, the risks to this medium-term forecast for the Chinese economy are skewed 
to the downside. 

Conclusion 
Volatility rose sharply in many financial markets in early 2016 as investors fretted that growth in 
the Chinese economy was slowing sharply. Fast forward six quarters, and Chinese economic 
growth has actually been remarkably stable between 6.5 percent and 7.0 percent over that period. 
Chinese authorities generally do not hesitate to tweak macroeconomic policies to prevent the 

                                                             
3 The reported amount of NPLs in China has grown from about CNY 400 billion (roughly $60 billion) in 
2011 to nearly CNY 1.6 trillion (approximately $235 billion) today. Some analysts suspect that the “true” 
amount of NPLs in China is even higher, but there is really no good way to know for sure. 
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economy from slowing too sharply. The government “encouraged” stronger credit growth last 
year when the economy needed an extra boost, and it appears that policymakers are now 
attempting to tamp down credit growth so as not to inflate a housing bubble. 

We forecast that real GDP growth in China will slow somewhat in 2018 relative to the rate that 
likely will be achieved this year. Although there is justified concern about the amount of financial 
leverage in the NFC sector, we believe that the Chinese government should generally be able to 
manage any NPL issues that may arise in the banking system in the foreseeable future. But China 
also faces some fundamental issues that likely will lead to even slower economic growth in the 
next decade. Not only will the working-age population in China decline in coming years, but the 
build-up in leverage in the NFC sector likely will constrain growth in capital spending. 
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