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Not so fast! Why China’s economy will continue to slow
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The chart shows The Conference Board’s (TCB) most recent medium- and long-term projections for trend growth in real GDP for China,
broken down by contributions from labor, capital and productivity. In our baseline scenario, China will grow at an average 5.5 percent over
the next six years and slow further to an average 3.7 percent from 2019-2025. While one percentage point of the slowdown will occur due
to slower growth in capital formation, the bulk of the slowdown will emanate from reduced total factor productivity, or said another way, the
economy’s overall efficiency. The projection is based on assumptions about the reasonable utilization of China’s factor endowments; it
does not factor in potential shocks or innovation influences that could see growth go down or up, respectively.



Two important observations jump out from our growth estimates. The first, and most obvious, is that our medium-term projection is much
lower than many current forecasts. However, accepting a slowing growth rate is a major precondition for moving China onto a more
sustainable growth path. Therefore, we do not consider our projection “bearish,” per se. Rather how China slows, and how far, depends
largely on the policy set introduced by China’s leadership. The second observation to note is that China has not yet reached a “new normal”
for growth. That phrase is generally used to imply that growth has experienced a one-off downshift, from the average 10 percent of the
past twenty years, to 7 or 8 percent for the foreseeable future. In contrast, TCB expects an ongoing, gradual deceleration in growth over
the next decade, as the economy matures and transitions to services growth that is by nature less productive than manufacturing.



The improvement in the high-frequency data over the last two months may obfuscate the underlying trends unfolding in the economy. First,
a large portion of export demand has simply vanished. Export growth averaged 23 percent over the past 10 years. This year it has
averaged 8.3 percent and is unlikely to rebound to previous rates, as advanced economies continue to see slower growth, and as China’s
manufacturing competitiveness is challenged by rising costs and increasing competition. Secondly, returns to capital have slowed to a
pace more indicative of an advanced economy than an emerging market. TCB estimates that China’s marginal product of capital has
declined rapidly in recent years, and is much lower than other economies at its development level. From a structural standpoint, China’s
economy is still under-invested, but the pace of investment will have to slow. This dynamic has been borne out in 2012, as fixed asset
investment in the manufacturing sector has slowed to 23.1 percent y-o-y, from a 31.9 percent average over the previous 8 years.



Slower growth need not be alarming, nor necessarily painful – but this all depends on the policy response of China’s new leadership. The
first choice China faces is to rationalize inefficient formal credit markets and potentially unstable informal credit markets. Weaning the
economy off its current leverage addiction is a necessary step – with corporate debt close to 130 percent of GDP and overall government
debt near 70 percent (based on conservative estimates) – toward more sustainable growth. The “speed limit” of China’s economy is
decelerating, and the road ahead is windy. History indicates that it is better to ride the brake and maintain control.
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