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Heading into H2, the key task for Chinese policymakers is to achieve the 6.5-
7% growth target. This will be quite challenging considering the recent data. 
The momentum since the end of Q1 appears to have slowed. It appears that 
policymakers are not willing to push the accelerator too much and risk generating 
even more excesses. Reforms may not be the government’s main priority, but 
they linger in the shadows. Our view is that if growth falters, the government will 
provide the necessary stimulus to meet their objective. We remain concerned about 
the medium-term implications of the further expansion in credit. Total debt to GDP 
which is currently around 237% needs to stabilise rather than increase further. Risks 
to the banking sector also remain elevated, with the recent IMF WEO estimates 
suggest as much as 14% of corporate bank loans are vulnerable to default. 

While growth may have stabilised, credit risk and the delay in structural and 
economic reforms are the key medium-term risks for the economy. The credit 
markets will be the main concern heading into the second half of the year. A rise 
in defaults among both private and state-owned enterprises (SOEs) has led to 
widening credit spreads. Since the start of April, there have been three distinct 
credit events and an additional three defaults since May bringing the total number 
of defaults to twenty. More are likely to emerge. The maturity schedule for this year 
is the highest compared to the next 5 years (Figure 1). An estimated RMB3.7bn is 
due to mature this year; RMB1.5bn is from overcapacity sectors (Figure 2). Their 
ability to get refinancing will be crucial which means policy rates will need to 
remain low. A policy rate cut or RRR cut cannot be ruled out. As long as these credit 
events do not lead to broader financial stability concerns, the realisation of credit 
risk should be viewed positively. It is a sign that the government is managing the 
moral hazard issue. But, the government will likely bail out an SOE deemed as 
systemically important. 

CHINA: STRUGGLING TO HIT THE TARGET
 – Growth stability is the main priority for policymakers 

 – Leverage will increase but not as extreme as previous years 

 – With leverage rising and reforms sidelined, credit markets will be the key risk in H2

Figure 1: Largest bond payments due this year
Credit markets are a risk given the payment schedule 

Figure 2: Payments due are in the troubled sectors
Overcapacity industries have largest payments due 

Source: BloombergSource: Bloomberg
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The concerns over the credit market highlight the need for reforms in these 
overcapacity sectors. However, reforms mean greater economic pain at the expense 
of growth which is a sacrifice the government is unwilling to make. The government 
will not completely abandon the reform, but will go about it at a much slower 
pace. At the recent World Economic Forum in Tianjin, the Chairman of the NDRC 
said that the central government is committed to implementing cuts in production 
of coal, iron and steel. It is estimated that these cuts would affect nearly 900,000 
workers. By the end of May, the central government disbursed RMB27.64bn of 
the RMB100bn promised to help laid off workers. At the March NPC meeting, the 
government agreed to allocate funds to retraining and compensation for workers 
in these sectors. In the meantime, the ailing steel industry is becoming profitable 
again thanks to the recent bounce in prices. CISA reported on May 27 that 93 major 
steel companies in China recorded monthly profit of RMB 7.2bn in April, the second 
consecutive month of profits. Also, two large steel companies are set to merge to 
become the largest steel company in China. This should be seen a sign of supply 
side reforms. 

To achieve its growth target, policymakers will have to forge ahead with investment 
spending. The government seems to be more willing to expand its own balance 
sheet. Fixed asset investment in May was weaker than April because of the 
weakness in manufacturing investment (Figure 3). Once again, this highlights 
the negative impact the overcapacity industries are having on the economy and 
the need for reforms. Infrastructure investment is holding up, and new project 
approvals are high although they have slowed since the start of the year to 32%y/y 
ytd in May versus. 41% y/y ytd in January-February (Figure 4). The government has 
the fiscal space to spend with a fiscal deficit of 3% and government debt to GDP 
of 57% (including general government debt plus off budget activity). In addition 
to infrastructure spending, they will need to allocate capital to more productive 
parts of the economy including the services sector, higher-end manufacturing, and 
research and development. 

Figure 3: China FAI is rising in services and government sectors 
Government is boosting spending 

Figure 4: Number of newly approved projects has slowed  
The impact of the recent fiscal impulse has slowed in Q2 

Source: Macrobond Source: Bloomberg
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In the meantime, credit is rising. New loans in May nearly doubled from the 
previous month, but 60% of those new loans were for households rather than 
corporates. Household debt-to-GDP is only about 40%. Relaxation on house 
purchase restrictions in lower tier cities and mortgages has given a boost to the 
property sector. Tier 1 cities, especially Shanghai and Shenzhen, continue to 
be a concern for policymakers given the recent spike in prices. Restrictions will 
remain in those cities, to prevent overheating. PMIs and industrial production 
have been stable, but have not signalled a robust improvement in the economy. 
While inflation is rising, it is not a real threat. Rising pork prices have been the key 
driver. The underlying components of inflation remain subdued (Figure 5), but 
policymakers will need to prevent credit growth from rising too much for the sake 
of inflation and structural risks. 

With Fed hikes likely off the table this year, persistent USD strength may increase 
fears of CNY depreciation; however, we think the likelihood of significant CNY 
weakness is low given the surge of outflows seen at the beginning of the year. 
Outflows for now have been limited thanks to the capital account restrictions and 
CNY stability. However, CNY has depreciated nearly 7% against the CFETS basket 
since the beginning of December 2015. Over that same time period, CNY has fallen 
by about 4%  against the USD (Figure 6). By maintaining a steady depreciation 
against the basket, the CNY maintains its competitiveness without sparking 
concerns of a depreciation policy. A one-off adjustment against the USD would 
have sparked those concerns. The PBoC recently noted that they could see USDCNY 
fall to 6.80 this year which is about 2.4% from the current level of 6.64 only if 
depreciation expectations are under control. The IMF argues that the CNY is broadly 
in line with fundamentals, and the goal is to achieve an effective float within the 
next couple of years. Progress on opening of the capital account is likely to be 
limited in the near term. 

Figure 5: China CPI should remain subdued
Pork prices are the key inflation driver 

Source: Macrobond Source: Macrobond

Figure 6: RMB is slowly regaining its competitiveness 
RMB is falling faster against the basket than the USD
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Even though credit is 
increasing, inflation will 

remain subdued 

CNY depreciation has been 
mostly against the basket; a 
one-off devaluation against 

the USD is unlikely 



 

KONTAKTA OSS
Aviva Investors Nordic Region 

Strandvägen 7A114 56 
Stockholm Sweden 

Info.nordic@avivainvestors.com 
Tel: +46 (0)8 586 107 93

CONTACT US
United Kingdom 

Aviva Investors  
No. 1 Poultry  

London EC2R 8EJ 
Tel: +44 (0)20 7809 6000 

Info.uk@avivainvestors.com 

Important information

The information provided in this document and any appendices is 
confidential and should be used only for the purposes requested. Any 
material cannot, wholly or partly be copied, reproduced or provided to 
a 3rd party without the express consent of Aviva Investors.

Unless stated otherwise, any sources and opinions expressed are those 
of Aviva Investors Global Services Limited (Aviva Investors) as at 30th 
June 2016. They should not be viewed as indicating any guarantee of 
return from an investment managed by Aviva Investors nor as advice 
of any nature. The value of an investment and any income from it may 
go down as well as up and the investor may not get back the original 
amount invested. Some of the information within this document is 
based upon Aviva Investors estimates. It is not to be relied on by anyone 
else for the purpose of making investment decisions.

Nothing in this document is intended to or should be construed as 
advice or recommendations of any nature.   This document is not a 
recommendation to sell or purchase any investment. It does not form 
part of any contract for the sale or purchase of any investment.

Any forward-looking information contained herein is subject to certain 
inherent limitations.  Such information is information that is not purely 
historical in nature and may include, among other things, proposed 
or target portfolio composition, specific investment strategies and 
forecasts of future market or economic conditions.  Any forward-looking 
information contained herein is based upon certain assumptions, 
which are unlikely to be consistent with and may differ materially from, 
actual events and conditions.  In addition, not all relevant events or 
conditions may have been considered in developing such assumptions.  
Accordingly, actual results will vary and the variations may be material.  
Prospective investors should understand such assumptions and evaluate 
whether they are appropriate for their purposes.  This [document] may 
also contain historical market data; however, historical market trends 
are not reliable indicators of future market behaviour.  Aviva Investors is 
not under any obligation to subsequently update this information.

The information contained on this document is believed to be accurate 
and current at the time of compilation and is provided in good faith. 
Aviva Investors does not accept any responsibility arising in any way 
(including negligence) for errors in or omissions from information 
contained in this document or for any loss or damage (whether direct, 
indirect or otherwise) suffered by the recipient of the information 
contained in this document, or any other person.

The information contained in this document should be used as general 
information only. It has been prepared without taking into account 
any person’s objectives, financial situation or needs. Before relying on 
any information contained in on this document, you should consider 
whether the information is appropriate to your particular objectives, 
financial situation and needs and obtain professional financial, taxation 
and legal advice.

Issued by Aviva Investors Global Services Limited, registered in England 
No. 1151805. Registered Office: No. 1 Poultry, London EC2R 8EJ. 
Authorised and regulated by the Financial Conduct Authority and a 
member of the Investment Association. Contact us at Aviva Investors 
Global Services Limited, No. 1 Poultry, London. Telephone calls may be 
recorded for training and monitoring purposes.

Compliance code: RA16/0506/31102016


