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Concerns about China’s economy have made
headlines in recent weeks, as the country’s
interbank and money market interest rates
soared to record highs last month. The spike
in rates along with weakening economic data
has fueled investors’ anxiety about the safety
of China’s banking system and the sustainabil‐
ity of the country’s economic growth.

er influence on interest rates). Also in March,
Li Keqiang was elected by the Chinese
Congress as Premier (China’s head of govern‐
ment and an influen al driver of economic
policy). Like Mr. Xi, Mr. Li has vowed to reduce
the government’s role in the economy and
supports private enterprise and fiscal reform.
These recent changes in leadership seem to be
shi ing the trajectory of the Chinese economy
to some degree. Policymakers appear willing
to accept short‐term pain for longer‐term
gains.

A ghtening in liquidity, along with an appar‐
ently deliberate move by the People’s Bank of
China to hold back on providing s mulus,
drove overnight repo
rates to surge as high as
China’s new leadership Over the past decade,
China’s economic growth
30% in June, essen ally
freezing credit markets may be willing to tolerate had been fueled by a
in China. The run‐up
number of factors includ‐
higher interest rates and ing massive state spend‐
in rates was driven by
ing, strong export growth
a number of factors,
including fears that lend‐ slower economic growth in (supported by low‐cost
labor), a burgeoning real
ing ac vi es had become
pursuit
of
ﬁnancial
sector
estate market and easy
overstretched, specula‐
on in the media that deleveraging and reform. access to credit. Howev‐
er, it appears that these
China could be facing a
factors are now decelera ng.
banking crisis, as well as ac ons by Chinese
authori es to induce monetary ghtening and
In 2012, China’s GDP grew by 7.8%. It was the
discipline speculators in the country’s shadow
banking system. While China’s central bank
first me growth had come in below 8% in
eventually injected liquidity into the system at
more than a decade. For the second quarter
the end of June and interbank lending rates
of 2013, economists are forecas ng GDP
have since eased, it has become evident to
growth of roughly 7.6%, a decelera on from
market par cipants that China’s new leader‐
first quarter growth of 7.7% (which was below
ship may be willing to tolerate higher interest
expecta ons of 8%). Growth is expected to
rates and slower economic growth in pursuit
decelerate further in the third quarter to
of financial sector deleveraging and reform.
7.4%, according to Bloomberg. While GDP
growth of more than 7% may seem strong
when compared to GDP growth of roughly 2%
Last November, Xi Jinping was named head of
in the U.S., it represents a slowdown for
the Communist Party in China and subse‐
China.
quently became President in March. Since he
has taken oﬃce, Mr. Xi has indicated that he
wants to revamp China’s economic structure
and move toward greater interest rate liberali‐
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za on (allowing market forces to have a great‐

Meanwhile, Chinese exports declined 3.1% in June on a
year‐over‐year basis compared to 1% year‐over‐year
growth in May. In addi on, Chinese imports fell 0.7% in
June, reflec ng weaker demand. Sluggish global economic
growth, including an ongoing recession in Europe, has put
pressure on China’s exports, which has nega vely impacted
China’s manufacturing sector and contributed to the coun‐
try’s overall slowdown.
We believe the most immediate risks related to China’s
slowdown are to commodity prices (where we have already
seen significant vola lity) and to second quarter corporate
earnings (and second half 2013 forecasts) for companies
that generate a significant por on of
their revenues in China and/or compa‐
nies that have been coun ng on China
to be their growth‐driver. We believe
the slowdown in China also has the
poten al to spill over to other econo‐
mies, especially in countries like
Australia, South Korea, Taiwan, Indo‐
nesia, Japan, and Singapore. Europe,
which is already struggling, is also like‐
ly to feel addi onal pain from China’s
slowdown. In terms of the U.S. econo‐
my, the fact that China’s policymakers
seem to be backing away from providing s mulus at the
same me the U.S. Federal Reserve is mapping out its own
exit from s mulus does, in our view, add risk to the sustain‐
ability of our economic recovery.

This week, the Interna onal Monetary Fund lowered its
growth forecast for the global economy to 3.1% in 2013
from its previous forecast of 3.3%. The IMF cited slower
growth in developing economies such as China, as well as a
deepening recession in the Eurozone, as reasons for the
downward revision. The IMF cut its growth forecast for
China to 7.7% in 2013 from its previous forecast of 8.3%.
The downward revision to the IMF’s growth forecast for the
U.S. was less severe, down just 0.2 percentage points to
1.7%.
Overall, we believe the structural changes taking place in
China will be a headwind to the global economy over the
near term. However, we believe the
country’s new leadership regime is
focused on pu ng China on a longer‐
term path to stability and consumer‐
led (rather than government‐led)
economic growth.

We believe the
structural changes
taking place in China
will be a headwind to
the global economy
over the near term.

We believe specula on in the media about a poten al
banking crisis in China may be overblown. The diﬀerence
between what happened in the U.S. during the financial
crisis and the trouble that appears to be brewing in China is
that all big Chinese banks are owned, or are at least par al‐
ly controlled, by the government. As such, we believe it is
unlikely that Chinese authori es would allow a systemically
important bank to fail. Nevertheless, Chinese policymakers
have signaled less willingness to provide ongoing s mulus,
and any risk to the financial stability of China’s banks is a
headwind for economic growth in our opinion.
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RISKS AND OTHER IMPORTANT CONSIDERATIONS
This report is provided for informa onal purposes only and should not be construed as specific investment or legal advice. The informa on contained herein was obtained from sources
believed to be reliable as of the date of publica on, but may become outdated or superseded at any me without no ce. Any opinions or views expressed are based on current market
condi ons and are subject to change. This report may contain forecasts and forward‐looking statements which are inherently limited and should not be relied upon as an indicator of fu‐
ture results. Past performance is not indica ve of future results. This report is not intended to cons tute an oﬀer, solicita on, recommenda on or advice regarding any securi es or invest‐
ment strategy and should not be regarded by recipients as a subs tute for the exercise of their own judgment. Fixed income investments are subject to interest, credit, and market risk.
Interest rate risk: the value of fixed income investments will decline as interest rates rise. Credit risk: the possibility that the borrower may not be able to repay interest and principal. Low
rated bonds generally have to pay higher interest rates to a ract investors willing to take on greater risk. Market risk: the bond market in general could decline due to economic condi‐
ons, especially during periods of rising interest rates.
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