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The point of view
Chinais slowing down in the short, medium and long term

In the very short term, the coronavirus epidemic that has been ravaging China is likely to result in a
sharp drop in economic activity in the first quarter, as was the case during the SARS (Severe Acute
Respiratory Syndrome) outbreak in 2003. The timing and magnitude of the recovery will then depend on the
extent and duration of the epidemic currently paralysing the country; in the best case, China will make a rapid
recovery spurred by catch-up effects followed by a return to economic normality.

This sudden brake on growth comes at a time when the economy is already weakened by the effects
of the US/China trade war. These tensions have had a direct impact due not only to the drop in trade with the
US but also their knock-on effects on global value chains in which China is a key link. Even so, some
corporations have skirted US trade tariffs by having goods manufactured in China transit through an
intermediate country not subject to extra tariffs (thus masking the source country) — a short-term avoidance
strategy that does nothing to address the issue of how supply chains might be reorganised should the conflict
persist. Furthermore, these strategic questions about the global value chain could proliferate following the
coronavirus crisis, which has highlighted the vulnerability of global logistics centred on China. This has
encouraged the Chinese authorities to pursue their strategy of upscaling Chinese manufacturing and
encouraging consolidation in industry with the aim of increasing locally generated added value, and redirecting
growth towards consumption, which is less dependent on global ups and downs. Growing uncertainty against
a backdrop of mounting trade tensions has also hampered both foreign and domestic investment in China.

Beyond these ups and downs, there are deeper reasons underlying China’s slowdown. Firstly, efforts to
reduce debt, or rather to manage growth in debt, including tighter control over the shadow banking system?,
have had an impact on the economy’s financing capacity, and thus on investment and growth. The shadow
banking system has grown, fuelled by the inability of the highly regulated traditional banking sector to finance
SMEs and high-risk sectors in a rapidly growing economy, hence the Chinese authorities’ initial benevolent
stance. Following the 2008 stimulus plan, local authorities also had to turn to non-bank borrowing via dedicated
financing vehicles in order to continue with their investment strategies. Meanwhile, state-owned banks
continued to supply state-owned enterprises with credit, overwhelmingly driven by the race for volume without
regard for the credit quality of these government-backed corporations. All of this resulted in overaccumulation,
with overcapacity in heavy industry and the indiscriminate development of infrastructure and urban
development projects that were as unprofitable as they were useless. Having loosened the reins due to the
health crisis, the authorities are likely to make debt reduction a priority again to safeguard against financial
risks and stabilise the foundations for growth at a time when Chinais embarking on a new phase in its
development.

Indeed, China is faced with a declining trend in total factor productivity. During the period when the economy
was taking off, growth was both extensive, with a combination of fast-paced growth in production factors (labour
and capital), and intensive, with high productivity gains stemming from technological catch-up effects and the
massive shift in the workforce from farming to the more productive manufacturing sector. As capital
accumulation and job creation slow, Chinese growth is becoming relatively more intensive and thus
more dependent on productivity gains. Yet productivity gains in the manufacturing sector have traditionally
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tended to lose steam once the catch-up phase is over. While the “Made in China 2025” plan advocates an
industrial policy focused on cutting-edge sectors of the economy, it is still far easier to approach the
technological frontier by adopting, copying and then incrementally improving existing innovations than it is to
push back that frontier through disruptive innovation. Furthermore, the current rebalancing of growth in favour
of consumption and services should enable the Chinese economy to reap the benefits of a middle class with
growing purchasing power and to gain independence thanks to more self-sustaining growth. This shift towards
a more service-based economy will see jobs migrate towards service businesses, particularly in local services,
which are less dynamic in productivity terms — a structural bias that goes hand in hand with structurally weaker
growth. m
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