
China: Contagion or
Contained?

China's economy may have

spillover effects on global

economic and earnings

growth, but it's unlikely to

lead to global financial

contagion and send stock

markets materially lower.
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China is having a tough year. In contrast to post-lockdown pent-up demand driving solid and steady

economic growth this year, a surge in the first quarter was followed by a stall in the second. Our analysis of

China's national data shows a country mired in deflation, plunging exports, youth unemployment climbing

above 20%, a consumer pullback and an unstable property sector leaving developers to miss bond payments

and a trust company to fail to repay investors.

A stalled economy and concerns about a property market crash have reinvigorated questions about the

impact of China's slowdown on the rest of the world. The world's second largest economy has typically been

closely tied to global demand. Historically, China's inflation has dipped into negative territory only around

global recessions (2001, 2008-09 and 2020), as you can see in the chart below. Although China's consumer

price index (CPI) has once more moved negative, we don't believe a "Lehman moment" involving a housing

crash and global financial contagion is a likely outcome. We do expect lingering slow growth in China and

potential spillover effects on global economic and earnings growth.
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Source: Charles Schwab, National Bureau of Statistics, Bloomberg data as of 8/23/2023.

China deflation and global recessions

What happened?

Although official statistics from the People's Republic of China report the real estate sector directly

accounted for 7% of GDP in 2020, the growth in activity across the many industries driven by property

activities is estimated to contribute as much as 29% of GDP, according to a research paper published in

August 2020 by Harvard Professor of Public Policy and Economics Kenneth Rogoff and International

Monetary Fund economist Yancheng Yang. To curb speculation and the buildup of leverage, the government's

"three red lines" were created in 2020. The criteria of property developers specified a 70% limit on the ratio

of liabilities to assets, a 100% limit on the net leverage ratio, and a minimum coefficient of 1 in the liquidity

ratio for property developers. By 2021, most developers were able to comply with these restrictions. But

some, like Evergrande and Country Garden, have struggled.



Although the Chinese government sought to curb what it saw as overinvestment, the pendulum has swung to

the other extreme. Developers seem to be starved of capital both in terms of debt issuance and cashflows

from new property sales. Chinese homebuyers make down payments years before delivery of completed

units, concerns about losing down payments and making mortgage payments on properties not yet built have

increased.

Because property comprises about 70% of wealth for Chinese households (according analysis of data from

China's National Bureau of Statistics), worries about the housing market have seemed to erode consumer

confidence and the pace of spending on goods. This weakening has also reduced land sales revenues for

local governments and may have contributed to a trust company missing payments to investors on some

investment products.

Contagion?

Echoes of the U.S. subprime housing-led global financial crisis of 2008-09 have spooked investors. But,

despite real estate loans accounting for over 25% of total loans issued in 2020, there are some mitigating

factors that make a financial crisis and contagion within and beyond China unlikely. China's smaller banks

may number about 4,000, but the overall financial sector is dominated by fewer than 20 big, government-

owned banks, which are solidly capitalized and tightly regulated. Encouraged to increase spending to

stimulate the slowing economy, local-government officials are quietly bailing out many smaller local banks

with real estate exposure (according to various media sources), issuing bonds and investing the proceeds

into the banks. This effectively transfers bank problems onto the government's much healthier balance

sheet.

Financial crises often result from the use of excessive leverage. But, unlike in the U.S. where NINJA (no

income, no job, no assets) no-money-down loans become commonplace, leading up to the 2008-09 housing

crash, the use of leverage by homebuyers in China has been low. In fact, until recently, 30-50%

downpayments were required and buyers often paid all in cash. The lack of excessive leverage could be a

major mitigating factor when it comes to financial contagion from China's real estate downturn.

Markets have already priced in enormous losses stemming from the funding problems afflicting China's

property developers; indexes for the developer stocks and high-yield bonds traded in Hong Kong are down

over 90% from their highs in early 2021. Although the price of Country Garden's bonds that mature in 2026

are trading at just 8 cents on the dollar, other high yield bonds from Bank of Communications (BOCOM) and

Industrial and Commercial Bank of China (ICBCAS), the two largest issues in the China High Yield Bond

Index, are trading near par. This suggests that markets do not expect Country Garden to get bailed out nor its

probable failure to cause contagion even among other junk bond issuers or banks.



Source: Charles Schwab, Bloomberg, as of 8/21/2023.

 Past performance is no guarantee of future results.

All corporate names and market data shown above are for illustrative purposes only and are not a recommendation,

offer to sell, or a solicitation of an offer to buy any security. Supporting documentation for any claims or statistical

information is available upon request.

China's bond market not seeing property contagion

Offsets

While we do not believe that it's likely to cause a contagion that spreads across China and ripples across the

rest of the world, the property market downturn is a drag on China's economic growth. There are also

increasing offsets to this drag. Parts of China's economy are doing well with investment and exports in

electric vehicles, solar and wind power and batteries growing at double-digit rates. Rather than encourage

investment back into property, the government is devoting resources to foster high-tech growth, issuing

bonds to fund renewable energy infrastructure on a scale unmatched anywhere in the world. Beijing

estimates those green manufacturing sectors or "the new economy"—plus other high-tech areas like

semiconductors—grew 6.5% from a year ago in the first half of 2023 and accounted for approximately 17% of

GDP. By contrast, real estate construction spending slumped almost 8% in the first half and the property

sector provides about 20% of GDP. It isn't a complete offset, but it could make a difference in the diversity

and quality of China's growth. This divergence can be seen in the stock performance of electric vehicle

makers (+19%) and real estate developers this year (-23%).



Source: Charles Schwab, Bloomberg, as of 8/21/2023.
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Electric vehicles vs. real estate

Additionally, with the emergence from zero-COVID lockdowns, consumer spending on domestic travel is now

exceeding pre-pandemic levels by 15% and the summer movie box office revenues have set multi-year

highs. This service sector improvement can also help offset slower spending on manufactured goods.



Source: Charles Schwab, Macrobond, Maoyan Entertainment as of 8/24/2023.

Box office boom

Stimulus

China's government has been slow to invoke aggressive stimulus to boost growth, fearing the costly and

inflationary response that occurred across western economies when record stimulus followed pandemic

lockdowns. China's incremental and ongoing announcements of more modest measures have disappointed

investors and pundits calling for larger and broader stimulus. Yet, there are signs that China's approach

seems to be having some success. Air pollution, measured by U.S. consulates in China, offers a real time

measure of manufacturing and travel in the country—pollution rises along with economic activity. In recent

weeks, air quality in China's capital worsened as new stimulus measures were enacted after the July

politburo meeting, reversing some of the decline in emissions during the second quarter as the economy

stalled.



Source: Charles Schwab, US Department of State, Bloomberg data as of 8/24/2023.

The AQI index is published by the U.S. Department of State and developed by the U.S. EPA (Environmental

Protection Agency). EPA converts PM 2.5 readings via formula into air quality index value (AQI) that can help inform

health-related decisions. EPA calculates the AQI for five major air pollutants regulated by the Clean Air Act: ground-

level ozone, particle pollution (also known as particulate matter), carbon monoxide, sulfur dioxide, and nitrogen

dioxide.

Air quality index suggests recent stimulus measures may be having an
impact

Global impact

China's slowdown spilling over to the U.S. and other countries may be a risk but is unlikely to be a major

driver of weakness in economic or earnings growth.

Many companies rely on sales to Chinese consumers. According to recent company filings, Qualcomm

gets two-thirds of its revenue from China, General Motors gets nearly half, while Tesla gets about a

quarter, as does Sketchers. Yet, sales to China account for only 4-8% of business for all listed companies

in America, Europe, and Japan, which could limit any fallout.



Overall exports to China from the U.S., United Kingdom, France, and Spain contribute to approximately 1-

2% of their respective economies. Even for export-driven Germany, with exposure of nearly 4%, China

imports would have to collapse to generate a sizeable hit to the German economy.

Commodity exporters are uniquely exposed to China's slowdown, especially in building materials. The

country is the world's biggest user of cement and consumes about half of the world's iron ore, refined

copper, nickel, zinc, and almost a fifth of the world's oil. On August 22, BHP, the world's biggest miner,

reported the lowest annual profit for the Australian firm since the pandemic shutdowns of three years ago,

attributed to China's slowdown.

Investing implications

China's stock market makes up 30% of the MSCI Emerging Market (EM) Index, so its swings tend to drive

overall EM stocks. While the risk of a crisis can't entirely be ruled out, our base case is that China's

policymakers will continue with their modest and incremental approach to stimulus, and aid to banks and

the property market, avoiding a crisis but resulting in relatively sluggish overall economic growth and

consumer spending on goods. Chinese stocks seem to be pricing in lingering weakness with stocks trading

below their 20-year average price-to-earnings ratio. If China responds with more aggressive stimulus, it

could spark a rally, especially if the efforts begin to reflect improvement in more traditional economic data.



Source: Charles Schwab, FactSet data as of 8/21/2023.

Past performance is no guarantee of future results.

Chinese stocks priced for weakness

Recent rallies in China's stock market have been short and sharp. China's stocks rallied 60% from their low

in October 2022 on signals the economy may reopen, and peaked on January 27 of this year; the rally ended

as a Chinese balloon entered North American airspace, reigniting geopolitical tensions. Tensions have

subsequently cooled after more high-level meetings between U.S. and Chinese officials took place over the

summer, including U.S. Commerce Secretary Raimondo's visit this week. The often-sudden price movements

in emerging market (EM) stocks contributes to traditionally small weightings in most portfolios. But China's

impact as the world's second largest economy means the impact of China's slowdown may be felt beyond

the EM share of portfolios. Fortunately, we believe China's troubles are unlikely to lead to a global financial

contagion that would materially send stock markets lower and deepen economic downturns in other major

countries.

 

Michelle Gibley, CFA , Director of International Research, and Heather O'Leary, Senior Global Investment

Research Analyst, contributed to this report.
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Past performance is no guarantee of future results.

Investing involves risk including loss of principal.

International investments involve additional risks, which include differences in financial accounting standards, currency fluctuations, geopolitical risk, foreign

taxes and regulations, and the potential for illiquid markets.

Investing in emerging markets may accentuate this risk.

Performance may be affected by risks associated with non-diversification, including investments in specific countries or sectors. Additional risks may also

include, but are not limited to, investments in foreign securities, especially emerging markets, real estate investment trusts (REITs), fixed income, small

capitalization securities and commodities. Each individual investor should consider these risks carefully before investing in a particular security or strategy.
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