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Recent economic data in China have been weaker than expected. This softening momentum
will likely lead to policy stimulus. However, solving structural issues will be crucial for its
economy In the years ahead. In this edition of Infocus, Economist Sam Jochim summarises
what can be expected from China in 2023 and the long-term challenges.

Softening momentum within the data, have been strong in 2023, while sales of
Recent data in China have been weaker than expected. Retail goods have been weaker.? According to S&P Global PMI data,
sales growth slowed from 18.4% year-on-year in April to 12.7% the services sector in China has been stronger than the

in May (see Figure 1). While these numbers appear strong, they manufacturing sector in 2023 (see Figure 2). Given that 27% of
reflect a favourable base effect due to the Shanghai lockdown Chinese GDP growth in 2021 was attributed to manufacturing,

in 2022. Looking at the data in year-on-year terms can be softness in that sector has more of an impact on GDP growth
misleading. Corrected for seasonal effects, retail sales rose than, for example, the US where manufacturing accounted for
0.2% and 0.4% month-on-month in April and May. just 11% of GDP growth in 2021.2
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Sources: Refinitiv and EFGAM calculations. Data as at 29 June 2023. Sources: Refinitiv and EFGAM calculations. Data as at 29 June 2023.
While recent data have been softening, month-on-month Although China’s manufacturing PMI remains in expansion
retail sales have averaged 0.63% so far in 2023, in line with the territory, it is notable that it remains below that of the services
2018 average of 0.65%. In 2018, GDP growth in China was 6.7%. PMI. The disparity between services and manufacturing sectors
This emphasises a key point. Though data in recent months globally could be important for the contribution of exports
have slowed, the recovery in China year-to-date appears to be to GDP growth in China. In 2022, China’s main exports were
consistent with the 5% GDP growth target. automatic data processing equipment and integrated circuits.
Nine of the top ten export destinations for China for which
What will worry Beijing is that consumer confidence remains manufacturing PMIs are available have seen manufacturing
weak. Deposits held by Chinese households grew by USD 2.6 contract for most of 2023 (see Figure 3).5

trillion in 2022, the largest rise on record and equivalent to

around 14% of China’s GDP! President Xi would have hoped that ~ Structural challenges

this translated into stronger household spending in 2023, but The deleveraging of the real estate sector represents one

low consumer confidence remains a constraint on this. of the most prominent challenges to GDP growth in 2023 for
China. The Government Work Report in March highlighted the

A notable trend within retail sales data has been that catering intention to prevent unregulated expansion of the sector. In

sales, a proxy for dining out and the only services element line with this, the quota for special local government bonds

T https:/ /www.ft.com/content/2c066d1c-11a8-455a-8a9f-31f3d3d46b99
Also, note that EFGAM calculations are based on 2022 GDP data from the IMF.
? Catering sales rose 43.8% and 351% year-on-year in April and May respectively, compared to an increase of 15.9% and 10.5% respectively for goods sales.
3 Based on World Bank data, see https://data.worldbank.org/indicator/NV.IND.MANF.ZS
“ Based on data from China’s General Administration of Customs.
°> Top export destinations based on 2022 data from China’s General Administration of Customs. Hong Kong and Singapore excluded due to missing PMI data.
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3. China exports (% change, year-on-year) and manufacturing PMIs

Jan Feb Mar Apr May Jun Jul Aug Sep Oct Nov Dec Jan Feb Mar Apr May
22 22 22 22 22 22 22 22 22 22 22 22 23 23 23 23 23

China exports YoY% 24.0 6.0 143 35 16.4 171 181 T4 5.6 -03  -90 -99 -104 -13 148 85 <75

us 555 573 588 592 570 527 522 515 520 504 | 477 @ 462 469 473 | 492 502 @ 484
Japan 55.4 527 541 535 533 527 521 515 508 507  49.0 489 489 477 492 495 506
é Korea 528 538 512 521 518 513 498 476 473 482 49.0 482 485 485 476 481 484
°=n Vietnam 537 543 517 517 547 540 512 527 525 506 474 464 474 512 477 467 453
é India 540 549 540 547 546 539 564 562 551 553 557 578 554 553 564 572 587
é Germany 598 584 569 546 548 520 493 491 47.8 451 462 471 473 463 447 445 432
';U Malaysia 505 509 @ 496 516 501 504 50.6 503 | 491 487 479 478 465 484 488 488 478
UK 573 580 552 558 546 528 521 473 484 462 465 453 470 493 479 478 471
Australia 551 57.0 577 588 557 562 557 538 535 527 513 502 50.0 50.5 | 491 | 48.0 @484

Green shading = expansion; orange shading = contraction
Sources: Refinitivand EFGAM calculations. Data as at 28 June 2023.

was set at RMB 3.8 trillion (USD 526 billion) in 2023, below the 5. Real estate investment & local government land sales income
RMB 4.2 trillion (USD 582 billion) actual issuance in 2022.° oo
60
Despite this, residential real estate is tentatively recovering 50
in 2023, with new house prices turning positive in year-on- o 40
year terms in May and residential sales having done so in qé 22'
February (see Figure 4). Given real estate accounts for around & 10:
70% of household wealth in China, this could have positive %’ 0 \
implications for consumer spending via the wealth effect.’ * 10 liph
204
4, Chinese new house prices and residential sales jz_ . . . .
— ~ 2019 2020 2021 2022 2023
Local government income from land sales = Real estate development investment
9 Sources: Refinitiv and EFGAM calculations. Data as at 29 June 2023.
g 6 - also to be a result of reduced income from land sales and high
e L~ debt levels. Sales of land use rights is the largest source of
é 31 B non-tax revenue for local governments, which are facing RMB
& 65.7 trillion (USD 5.1 trillion) in total debt with RMB 5 trillion
° \___/_ (USD 693 billion) maturing in 20238
3 : : : :
2019 2020 2021 2022 2023 China maintained a low unemployment rate during the
—— New house prices Residential sales (rhs) pandemic, despite its zero-Covid policy dampening economic
S R eI T PR Rz TS activity. The overall urban unemployment rate remained

between 4.9% and 6.2% from 2019 to 2022 and was 5.2% in May
However, it is also of note that real estate investment remains ~ 2023. For those aged 16-24, the labour market is currently more
in decline (see Figure 5). While this may reflect the reduced challenging. Youth unemployment rose to a record high in May
financing provided to local governments by Beijing, it is likely of 20.8% (see Figure 6). Despite an announcement in March that

¢ See EFGAM Macro Flash Note, China: The Two Sessions and beyond (March 2023)

Also, note that special local government bonds are a type of government debt issued in China to fund infrastructure projects
7 See The Economist, https://www.economist.com/finance-and-economics/2022/09/12/chinas-ponzi-like-property-market-is-eroding-faith-in-the-government
8 See Nikkei Asia, https:/ /asia.nikkei.com/Spotlight/Caixin/China-s-plunging-land-sales-threaten-local-governments

See also, IMF 2022 Article IV Consultation ‘People’s Republic of China’, https://tinyurl.com/52r6daw3

and https:/ /www.reuters.com/world/china/debt-laden-local-governments-pose-fresh-challenges-chinas-growth-financial-2023-03-10/
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6. China urban unemployment rate
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Sources: Refinitiv and EFGAM calculations. Data as at 29 June 2023.

state-owned enterprises would create 1 million internships for
graduates, the fact that 11.6 million students will graduate in
2023 means youth unemployment is likely to continue to rise”

While this is a structural issue that will require attention from
Beijing, the largest constraint on future GDP growth appears

to be China’s shrinking population. According to projections

from the United Nations, China’s population will be around 46%
smaller than it is today by 2100. This compares to an estimated
9% increase in the population of India, for example (see Figure 7).

Short-term stimulus

The People’s Bank of China (PBoC) cut the 1-year and 5-year
loan prime rates by 10 basis points in June, following moves of
the same magnitude for some short- and medium-term lending
facility rates. A rate cut of this magnitude is unlikely to have a
large impact on economic activity and should be viewed as a
signal rather than material monetary easing.

7. Population in China and India
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Sources: United Nations World Population Prospects (2022) and EFGAM calculations. Data as at 29 June 2023.
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Further stimulus is more likely to come in the form of fiscal
measures. Indeed, following a meeting in June, the State
Council released a statement noting “more forceful measures
are coming”°

It is difficult to assess the economic impact of fiscal stimulus
before knowing its magnitude and what it will be used for.
Given the declines in infrastructure investment and the high
debt levels of local governments, it is plausible that special
Treasury bonds are issued by Beijing to be made available

to local governments to focus on infrastructure spending.
This was the mechanism used in 2020 to fund pandemic and
infrastructure spending.

Unlike special local government bonds, special Treasury
bonds are not included in the official deficit target, meaning
this stimulus would go beyond what was announced for the
year following the Two Sessions meetings. It is likely that the
measure aims at moderating the deleveraging in the real
estate sector rather than boosting leverage. In other words,
it makes it easier for local governments to maintain current
levels of infrastructure investment and to pay maturing debt.

This means that the actual boost to growth is unlikely to be
large. Rather, policy is best seen as a means of mitigating
against downside risks to economic momentum. It should also
be noted that base effects in Q2 and Q4 will boost year-on-
year GDP growth for the whole of 2023. For example, in Q2 2022
China’s GDP contracted by 2.3% quarter-on-quarter. This means
that even if the quarter-on-quarter growth rate in Q2 2023

is 0%, year-on-year GDP growth would rise to around 7% from
4.5% in Q1!

Conclusion

Although momentum in economic data in China is softening,
GDP growth remains in line with the 5% target set for 2023. As
such, Beijing is likely to provide fiscal stimulus only to prevent
further loss of momentum and it is unlikely to be large enough
to provide a significant boost to economic activity. Stimulus

is likely to focus on funding for local governments to limit

the downside to infrastructure investment but should also
consider other issues such as weak goods sales and high youth
unemployment. Beyond 2023, China faces many structural
challenges, not least its shrinking population, having now been
overtaken by India as the most populous country in the world.

° Source: Ministry of Human Resources and Social Security of the People’s Republic of China
See also https://www.theguardian.com/world/2023/jun/01/china-graduates-jobs-market-youth-unemployment

©Quote from Li Qiang following State Council meeting on 16 June 2023.
" EFGAM calculations based on data from Refinitiv. Data as at 29 June 2023.
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Important disclaimers

The value of investments and the income derived from them can fall as
well as rise, and past performance is no indicator of future performance.
Investment products may be subject to investment risks involving, but not
limited to, possible loss of all or part of the principal invested.

This document does not constitute and shall not be construed as a prospectus, advertisement,
public offering or placement of, nor a recommendation to buy, sell, hold or solicit, any investment,
security, other financial instrument or other product or service. It is not intended to be a final
representation of the terms and conditions of any investment, security, other financial instrument

or other product or service. This document is for general information only and is not intended

as investment advice or any other specific recommendation as to any particular course of action

or inaction. The information in this document does not take into account the specific investment
objectives, financial situation or particular needs of the recipient. You should seek your own
professional advice suitable to your particular circumstances prior to making any investment or if
you are in doubt as to the information in this document.

Although information in this document has been obtained from sources believed to be reliable,

no member of the EFG group represents or warrants its accuracy, and such information may be
incomplete or condensed. Any opinions in this document are subject to change without notice.

This document may contain personal opinions which do not necessarily reflect the position of any
member of the EFG group. To the fullest extent permissible by law, no member of the EFG group shall
be responsible for the consequences of any errors or omissions herein, or reliance upon any opinion
or statement contained herein, and each member of the EFG group expressly disclaims any liability,
including (without limitation) liability for incidental or consequential damages, arising from the same
or resulting from any action or inaction on the part of the recipient in reliance on this document.
The availability of this document in any jurisdiction or country may be contrary to local law or
regulation and persons who come into possession of this document should inform themselves of
and observe any restrictions. This document may not be reproduced, disclosed or distributed (in
whole or in part) to any other person without prior written permission from an authorised member
of the EFG group.

This document has been produced by EFG Asset Management (UK) Limited for use by the EFG group
and the worldwide subsidiaries and affiliates within the EFG group. EFG Asset Management (UK)
Limited is authorised and regulated by the UK Financial Conduct Authority, registered no.7389736.
Registered address: EFG Asset Management (UK) Limited, 116 Park Street, London W1K 6AP, United
Kingdom, telephone +44 (0)207 491 9111.

Independent Asset Managers: in case this document is provided to Independent Asset Managers
(“IAMs"), it is strictly forbidden to be reproduced, disclosed or distributed (in whole or in part) by
IAMs and made available to their clients and/or third parties. By receiving this document IAMs
confirm that they will need to make their own decisions/judgements about how to proceed and it

is the responsibility of IAMs to ensure that the information provided is in line with their own clients’
circumstances with regard to any investment, legal, regulatory, tax or other consequences. No liability
is accepted by EFG for any damages, losses or costs (whether direct, indirect or consequential) that
may arise from any use of this document by the 1AMs, their clients or any third parties.

If you have received this document from any affiliate or branch referred to below, please note the
following:
Australia: This document has been prepared and issued by EFG Asset Management (UK) Limited, a
private limited company with registered number 7389736 and with its registered office address at
116 Park Street, London W1K 6AP (telephone number +44 (0)207 491 9111). EFG Asset Management
(UK) Limited is regulated and authorized by the Financial Conduct Authority No. 536771. EFG Asset
Management (UK) Limited is exempt from the requirement to hold an Australian financial services
licence in respect of the financial services it provides to wholesale clients in Australia and is authorised
and regulated by the Financial Conduct Authority of the United Kingdom (FCA Registration No. 536771)
under the laws of the United Kingdom which differ from Australian laws.
ASIC Class Order C003/1099
EFG Asset Management (UK) Limited notifies you that it is relying on the Australian Securities &
Investments Commission (ASIC) Class Order C003/1099 (Class Order) exemption (as extended in
operation by ASIC Corporations (Repeal and Transitional Instrument 2016/396) for UK Financial Conduct
Authority (FCA) regulated firms which exempts it from the requirement to hold an Australian financial
services licence (AFSL) under the Corporations Act 2001 (Cth) (Corporations Act) in respect of the
financial services we provide to you.
The financial services that we provide to you are regulated by the FCA under the laws and regulatory
requirements of the United Kingdom which are different to Australia. Consequently any offer or other
documentation that you receive from us in the course of us providing financial services to you will be
prepared in accordance with those laws and regulatory requirements. The UK regulatory requirements
refer to legislation, rules enacted pursuant to the legislation and any other relevant policies or
documents issued by the FCA.
Your Status as a Wholesale Client
In order that we may provide financial services to you, and for us to comply with the Class Order,
you must be a ‘wholesale client’ within the meaning given by section 761G of the Corporations Act.
Accordingly, by accepting any documentation from us prior to the commencement of or in the course
of us providing financial services to you, you:
- warrant to us that you are a ‘wholesale client’;
- agree to provide such information or evidence that we may request from time to time to confirm your
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or do not provide us with information or evidence satisfactory to us to confirm your status as a
wholesale client; and
- agree to notify us in writing within5 business days if you cease to be a ‘wholesale client’ for the
purposes of the financial services that we provide to you.
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