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Recent China shock possibly in, but can the country grow? 
  
China deleveraging is perhaps the most prominent explanation of the recent darkening in global growth 
prospects and “abrupt” change of tone at the Fed. 

Goldman’s former co-head of economics, Gavyn Davies, has a well-documented piece in the FT showing 
that short-run growth momentum in China has slowed from 10% in the spring of last year to about 4 or 
5% by the turn of this year.   Further, he asserts (his view) that the growth shock is now over and that the 1

next inflection in growth prospects may be determined by an unwind of transitory factors outside China. 

He focuses in particular on Europe, where the China shock has been the dominant, — but not sole — 
cause of the recent weakening and dovish turn at the ECB.  Germany, in particular, has been hit by 
transitory factors, including shocks to the motor vehicle, chemical and pharmaceuticals industries.  
Davies’ main takeaway is that growth should now be inclined to recover, which may in fairly short order 
embolden the hawks at the ECB, such as Jens Weidmann, to reassert themselves. 

I don’t have a strong view on whether Davies’ speculations on these issues will turn out to be correct, 
although I can venture that Weidmann will end up having sounded too hawkish.  Europe may soon face 
an additional shock in the form of hard Brexit.   

What I found most helpful in his piece is simply his documentation of how abruptly China has slowed and 
his objective quantification of the knock-ons from that to Germany.  That part is not just opinion, although 
all estimates will have their own imperfections.  Moreover, it highlights the issue of China’s growth 
prospects, which I want to address in this brief book review — or maybe reference. 

Choosing weakness 
 
Nicholas Lardy, an economist at the Peterson Institute on International 
Economics (PIIE), has added to his extended series on China with the 
publication of The State Strikes Back, The End of Economic Reform in 
China?. The books reads largely as a refutation of the view Michael 
Pettis set out in his The Great Rebalancing, which was published in 
2013.     

Whereas Pettis claims that China is on an inexorable growth slowdown, 
owing to the unavoidable need to contain credit growth and migrate away 
from an exhausted savings-driven development strategy, Lardy argues 
that China has ample remaining convergence potential and that a 
prolonged slowdown in China would be largely a policy choice.   That is, 
if China insists on following Xi Jinping’s desire to reassert state control, 
then growth will continue to disappoint, although perhaps not so 
dramatically as Pettis suggests. In contrast, if China gets back on track, 
then growth can probably recover to high single digits.  But it is a big iff, 
and Lardy spends quite a bit of time explaining the political forces 
pushing in the wrong direction.  

 I like to follow Davies because he in turn likes to link to some pretty cool analytics produced by his firm, Fulcrum.  For me, they 1

are a nice replacement for some indicators I now miss getting from the street.  Separately, Davies is obviously a smart guy. 
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https://piie.com/bookstore/state-strikes-back-end-economic-reform-china
https://piie.com/bookstore/state-strikes-back-end-economic-reform-china
https://press.princeton.edu/titles/9936.html


The central thesis of the book is that China has far more growth potential from convergence (on market-
oriented best practices) than is widely recognized, because the country is still quite backward.  You don’t 
get this impression when on the train between the major cities, but it is more obvious if you take a bus 
into the interior.  Lardy claims that per capita GDP in China is about 25% of the US standard, which is 
roughly where Japan was in the early 1950s and Korea, Singapore and Taiwan were in the 1970s.  Were 
China to follow those countries’ trajectories over the relevant subsequent periods, China might enjoy 
strong growth for another couple decades. 

The problem is that the communist party is reasserting itself under Xi Jinping, who has shown a strong 
preference for State Owned Enterprises (SOEs). This is not just because they are the easiest conduit 
through which to deliver politically-palatable “stimulus”, but because Xi does not share his predecessors 
zeal for reform. 

There are two major problems with SOEs.  First, they absorb an increasing share of China’s real 
resources, which they waste, as evidenced by very low returns on assets in the state sector. And 
secondly, the low returns cannot be explained just by the fact that SOE’s have access to capital on 
preferential terms, an issue that presumably could be fixed by removing that preference. Rather, the state 
sector is corrupt: 

This takes us to what I regard as the real explanations of the underperformance of state firms vis-
a-vis their private counterparts, insufficient profit-maximizing behavior, including corruption, on the 
part of senior management of state firms and a large misallocation of capital by Chinese financial 
institutions, especially banks. (p. 75) 

In Chapter 2 and in an accompanying appendix, Lardy provides an extensive mapping from subpar 
returns in state-sector firms (in both goods and services production) to China’s remaining growth 
potential: 

Together convergence in both broad sectors would thus imply that real GDP in real GDP would 
have been at least RMB8.7 trillion, or 12.6 percent larger, and perhaps as much as RMB 10.5 
trillion, or 15.2% larger than actually recorded.   To achieve this hypothetical endpoint, real annual 2

growth of GDP between 2007 and 2015 would have to have been 10.2 or 10.6 percent, or as 
much as 2 percentage points more than the average growth of 8.6%. (P. 80) 

So, a failure to corral the state sector has been worth about 2 percentage points off GDP growth in recent 
years, an effect that Lardy seems inclined to extrapolate going forward, if China does not reform.  It may 
seem odd to emphasize such a force dragging China growth down to 8.6%, given that we have just been 
discussing growth of 4 — 5%. But in Chapter 1 Lardy has an account of some additional transitory and 
permanent factors that explain why growth has recently been particularly weak, although without 
rationalizing growth below 5%. For example, prior to the Global Financial Crisis, China’s actual growth 
probably overstated its potential.  And its recent performance has been hampered by deleveraging, the 
weak global economy, and its own demographics.  The cost of stalled reform per se is about 2% a year. 

Fun facts 

Away from Lardy’s central thesis, which seems well argued, I noticed a few fun facts in the book, which I 
will just quickly list. 

First, and most importantly from our perspective, there is an important element of Pettis’s thesis that 
Lardy does not challenge.  The two authors both accept that the dominance of the state in China finance 
means that the issue in China is one of sclerosis, not global financial shock.  My sense is that this view is 
now more embedded in consensus than it used to be. We all remember the ominous videos of the empty 
office and residential towers in China just after the real-estate based Global Financial Crisis originating in 
the US.  But it is still worth keeping in mind. 

 I think there might be some misplaced commas there, but I did not “correct” them. 2
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The second point is much less central, but it also involves Pettis, so I will mention it here.  As part of his 
refutation of Pettis, Lardy provides extensive documentation of the fact that China has managed to 
rebalance away from its earlier savings-driven development strategy — and to deleverage. So, 
presumably Pettis was wrong about that. In defense of Pettis, though, his point was not that rebalancing 
was impossible, but that it would be associated with slower growth, which has been realized.  Perhaps 
Pettis overstated his case. Or maybe growth has slowed for other reasons. But it is not as though Pettis 
basic premise has been falsified, at lest not fully. 

Third, there is a very simple chart on page 60 showing that the ratio of non-financial company debt to the 
GDP has already stabilized.  This would suggest (to me ) that the deleveraging shock is largely already in 3

the economy and that subsequent deleveraging may be more automatic than destabilizing.  I am 
definitely not an expert on China, so this point is much more suggestive than authoritative.  But I 
remember clearly from the US experience with deleveraging involved the growth shock coming long 
before the recorded deleveraging even started. As Jason Benderly explained and predicted very 
presciently, subsequent automatic deleveraging would not have much effect on growth, even (particularly) 
in the sectors most exposed to credit, which is basically the goods side of the economy.  China hands 
may want to make sure they are applying the right arithmetic when assessing China from this perspective. 
In the US, after 2009, many local experts did not.  

Finally, and related, Lardy documents that the leveraging story, wherever we are in it, relates much more 
to SOEs than to the private sector, where financial performance metrics in aggregate are quite 
respectable.  Again, I am no expert there, but I had not previously seen that emphasized and figured it 
was worth mentioning. Lardy’s discussion is adjacent to his discussion of deleveraging generally.  

My own takeaway  

I don’t feel competent to weigh in on whether Lardy is mostly on the right track here. The purpose of this 
note is more to highlight that his book is out there and to encourage you to get it and incorporate its 
insights into your own thinking, which may be much more informed on China than mine.   

But reading the book reinforces in me a bias not to expect a sustained growth re-acceleration in China, 
regardless of the temporary effects of the most recent fiscal stimulus efforts. From a markets perspective, 
I would think this would have a greater effect on commodity prices and global bond yields than on equity 
valuations.  Current valuations can easily live with sclerosis in China, just as they lived with (qualitatively) 
the same in Japan for many years.  So long as the growth weakness is persistent, reflected in bond 
yields, and not the source of shock, then it can be handled, at least by US equity markets. 

The retort is that downward pressure on global growth, underlying returns and risk-free interest rates may 
encourage bubbles.  That would be fair, and something to worry about if and when it develops.  
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 To be clear, on Lardy’s accounting, shown on page 11, the rising “debt burden” is an enduring negative for China’s growth 3

prospect. Perhaps he disagrees with me or has a broader conception of what debt is relevant here. China’s fiscal deficit, for 
example, is getting rather large. 
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