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With a sharp cyclical rebound in 2017 and ahead of the 19th Party Congress, Xi Jinping’s
government initiated assertive financial regulation, as well as greater party control over the
operational management of enterprises and the lives of citizens. Concerns about the economy and
rising debt were elbowed aside, but as the intensive policy-driven factors behind the upturn fade,

the economy, and the next policy shift, will come back into sharper focus.

To appreciate the new prioritising of financial risk, consider that by 2017, financial assets and
liabilities had grown fourfold over a decade to more than 420tn renminbi ($66tn), or from 310 to
more than 510 per cent of GDP, which had, itself, risen 2.5 times. Rapid credit expansion was
driven by public policy and weak regulation, which spawned widespread interest rate and
regulatory arbitrage, the eruption of risky asset management products, a surge in non-traditional
lending and wholesale deposit-taking by shadow banks, and extensive internet-enabled finance

and lending.

Cognisant of the dangers to financial stability, Mr Xi took personal responsibility last year to
improve regulatory co-operation, stamp on risky financial products and practices and punish more
egregious forms of risk taking. The establishment of a Financial Stability and Development
Committee, whose next head may be Liu He — new politburo member, reformer and one of Mr Xi’s

close advisers — has aroused much interest.

Systemically though, China’s financial system is not in the clear yet, even if the stock market,
capital outflow and debt risks that presented in 2015-16 are now dormant. The state is conflicted as
regulator, owner and participant in the finance sector. Weak financial discipline, soft budget
constraints and lax supervision remain widespread in local governments. Lurking in the
background are steadily rising loan to deposit ratios, the short maturity funding structure of
banking sector liabilities, over-stretched balance sheets among smaller banks and ubiquitous

guarantees to investors.

For now, slower credit expansion, and restricted access to capital in the economy, are noteworthy.
Broadly defined credit growth dropped to about 14 per cent in late 2017, the lowest for 28 months.
Projects and infrastructure programmes are reportedly being stopped or cancelled, property
transactions are softening in response to mortgage restrictions and private investment is weak. If
US-China trade relations deteriorate and with the US Federal Reserve set to raise interest rates,

China’s economy will cool from the outside too.
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We learnt recently that GDP rose 6.9 per cent at the end of 2017, but other data suggest that
growth may have been much less than 6 per cent. It is clear, though, that carefully manicured GDP

figures reveal nothing about real-time economic volatility, conditions or prospective policy tilts.

That is important to investors and China watchers. China’s effect on falling commodity prices after
2011 and rising prices after 2016, for example, is not evident in official GDP statistics. Nor are
policy inflection points, and yet there were notable easing cycles in 2008-09, 2012 and 2015-16
associated with a sharp weakening in economic activity, and tightening cycles in 2011, 2013-14, and

since 2017 on significant cyclical rebounds.

The current financial crackdown may have its unique attributes, but it is also a standard response
to a significantly understated upswing. This time, however, interest rates have firmed but not
spiked, there has been no market angst and little stress among informal, internet and shadow
lenders and finance companies. Everyone is fully funded and liquidity is plentiful. Local
government borrowing platforms that miss debt service payments or get into financial difficulties

one day are made whole the next.

The government doesn’t want to choke leverage if the cost is a sharp drop in growth. Yet, with debt
levels and financial risks higher and debt capacity lower than ever before, it is not certain this
balancing act can last long. The crackdown will probably continue until the economic numbers say

it is time to backpedal. China’s date with real deleveraging will have to wait.

George Magnus is a research associate at Oxford university’s China Centre, and at SOAS, and

author of Red Flags: why Xi’s China is in Jeopardy to be published later this year.
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