China’'s Differentiated Economic
and Market Outcomes and the Need

for Geographic Diversification

SEPTEMBER 30, 2020

JASON ROTENBERG
KATE DUNBAR
SIMIAO LI

o
/f/
o
%

© 2020 Bridgewater Associates, LP BRIDGEWATER



hough every economy and market in the world was largely subjected

to the same first-order effects of the pandemic, today both levels of

activity and the likely path forward are vastly different, predominantly
as a result of how policy makers responded. The current gap between levels
of activity in China and the rest of the world is huge in large part because
of an effective policy response. After an aggressive and early shutdown that
broughtthe pandemicunder control, swifteasingcoordinated across multiple
levers fostered a rapid recovery. Then policy makers pulled back somewhat
in order to avoid creating excesses, such as those seen in prior easings. The
difference in economic outcomes, combined with policy responses, led to
differentiated asset returns. The bond rally that happened in the rest of the
world was largely absent. The strong economy and tightening contributed
to one of the strongest currencies globally. Equity performance benefited
from a strong economy, but that was offset by the tightening and rising of
geopolitical tensions.

Looking ahead, unlike most of the world, China still has the monetary lever available. Today, China offers a
government bond yield of about 3%, making it one of the few places where bonds offer reasonable returns
and diversification benefits. China has a strong balance of payments and strong secular growth prospects.
These huge divergences in levels of activity coupled with the heightened potential for conflicts—both across
and within countries—increase the likelihood that economic and financial outcomes will continue to be less
correlated than they have been in recent decades. Geographic diversification has never been more important
for investors, and given its size, rapidly opening capital markets, different place in the business cycle, and non-
zero rates, tracking China closely has never been more important.
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Market action reflects these shifting fundamentals. The charts below show the performance of a selection of
Chinese assets against a basket of developed world assets. As you can see, China’s market outcomes have also
been meaningfully differentiated from those in the developed world. The rebound in the economy, control of
the virus, and continued fiscal policy easing have given policy makers enough confidence to reverse the prior
monetary easing. China is in the unique position of being one of the only major economies still offering a
reasonable yield, with enough fuel in the tank to offset further weakness by using the rates lever if conditions
warrant it. That combination of economic outperformance and a relatively higher yield has led to the divergence
of Chinese assets from the developed world.
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Chinese market and economic conditions have historically been lowly correlated to developed world conditions.
Geographic diversification can be a lifesaver in times of crisis, and even outside of major crisis-like events,
there is always a divergence between the best- and worst-performing economies over any given period. Given
that, a geographically diversified portfolio creates a more consistent return stream. This approach sidesteps
trying to predict whether China’s or other countries’ domestic or geopolitical problems are over- or under-
discounted and ensures that a localized crisis doesn’t have a disproportionate effect on portfolios.
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We show the historical correlations in the table below (going as far back as we could find reliable Chinese data).

Correlation to Rest of Developed World
Economic Conditions USA EUR JPN CHN
Growth 73% 73% 60% 16%

Equities 73% 35%
Bonds 65% 38% 1

China’s policy makers are continuing to move aggressively to open their markets and capital account and
to strengthen the RMB as a world currency. At the same time, global capital inflows are being fostered by
increased shares of major market indices, and these markets are underinvested in relative to the markets in
developed countries (especially the US). The table below shows measures taken by policy makers this year to
further open the capital markets.

Assets

Examples of China's Recent Capital Market Reform and Opening

Date Measure

Sep 2020 The CSRC announced changes to the QFIl/RQFII program and significantly expanded the onshore investment scope to
foreign institutional investors. The new investment scope includes bond repo, futures and deliverable swaps, equity margin
trading, commodity futures, and private investment funds.

Sep 2020 Regulators added a $3.36 billion additional quota to QDII for first time since 2019.

Aug 2020 The Guangdong government released an implementation plan to further open up the financial industry and support
cross-border activities in the Greater Bay Area. Notably, it encourages investment managers to apply for QFIl, QDII,
or RQFII licenses. It also encourages cross-border financing activities, including offshore bond issuance and FX borrowing,
by local government and high-tech companies for their RD&D efforts.

Jun 2020 Regulators added Hainan FTZ to the QDLP and QFLP pilot tests. These programs allow foreign investors to invest in
Chinese assets and vice versa.

Jun 2020 Regulators released a large-scale plan to transform Hainan into a free-trade port, including special tax treatment.

Apr 2020 Regulators reported to be considering opening up the trust sector by lifting the $1 billion asset requirement for foreign
investors—another step toward China’s opening up of the domestic financial sector.

Mar 2020 The PBoC, CBIRC, CSRC, and SAFE jointly issued a new set of guidelines to support financial reforms and the opening up
of the Greater Bay Area.

Updated as of data available through December 2019. Growth data since start of reliable CHN data in 1991. Inflation data since start of reliable CHN data in 1985. Equity and bond data from
beginning of reliable CHN asset data in 2002. “Correlation to Rest of World” refers to the correlation of growth, inflation, or returns in that country to the developed world, excluding the
referenced country when that country is part of the developed world.
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A Deeper Look at How China Balanced Virus
Management with Economic Management

As noted at the beginning of this research paper, China stands out as one of the only economies where activity
has returned to near 2019 levels. Over the next couple of pages, we walk through the cyclical conditions and
the balance of policy levers that allowed for such a rapid recovery and we provide some perspective on what

we expect to see going forward.

China’s recovery has been predominantly led by strong production, while domestic consumption has recovered
at a somewhat slower pace. This dynamic is different from what we have seen across most of the rest of the
world, where the recovery in domestic consumption has led a recovery in production. In part, this reflects the
strength in manufacturing exports. It also reflects the composition of the easing—with policy makers in China
targeting businesses more directly. Below, we show the major Chinese stats against the same stats in the US

for perspective.
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At the same time, Chinese exports have also outperformed—recovering to well above levels seen in 2019—
while global levels of activity remain weak. This perspective is shown in the chart below on the left. This
has largely been a result of China’s swift reopening and ability to bring manufacturing online quickly to meet
global demand. Additionally, China was able to retool factories rapidly in order to provide COVID-related
supplies, and meeting that demand has been a major support. You can see this below in the chart on the right,
along with the fact that the exports gain has begun to grow more broad-based. Going forward, we expect some
of this support to fade—but the level difference between China and other countries’ exports is likely to be a bit
sticky, especially as the recovery slows everywhere and with most other economies still far from bringing their
full manufacturing capacity back online.
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The chart below helps to give more of a long-term perspective on how meaningful the boost in China’s export
market share has been during the COVID crisis. As you can see, this year marks one of the more rapid increases
in Chinese market share in the last two decades.
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But domestic consumption has lagged the recovery somewhat, especially in contact-intensive sectors that are
particularly sensitive to the virus, such as catering (which makes up 10% of retail sales). As you can see in the
chart on the left below, spending in other sectors has recovered considerably more. While income growth
declined in the first quarter, it never contracted in aggregate and has since improved. In urban areas, the
unemployment rate has come down in recent months after a jump during the COVID crisis.
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The composition of the recovery (stronger production, relatively weaker consumption) has been largely
a product of how fiscal easing has been directed so far, with most easing coming from direct government
spending and stimulus targeted at businesses, with very little direct support to households. This composition
is very different from what we have seen elsewhere, such as in the US. But the stimulus has still been significant
enough to help the recovery experienced in the second and third quarters.
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As Coordinated Policy Stimulus Has Driven the Economy
Back to Normal, Policy Makers Have Begun to Shift
Toward a More Neutral Stance

Looking back, Chinese policy makers dealt with the crisis with a package of coordinated fiscal, regulatory, and
monetary stimulus, preferring targeted over broad easing. China’s credit excesses of the last decade put it in
a different place than the West in terms of the mix of policies they want to use. There is much less tolerance
for allowing a rekindling of credit excesses. Even at the peak of easing in response to the pandemic, we saw
a much smaller monetary easing than in the global financial crisis. The charts below provide perspective on
Chinese debt levels.
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As you can see in the charts below, the bulk of the easing came from 1) regulatory easing on debt rollovers, etc.,
to stop the economy from free-falling; 2) direct fiscal spending, mostly on infrastructure; and 3) a combination
of regulatory policies and monetary accommodation to direct credit to private enterprises.
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So far, the tightening on the short end of the curve as well as continued regulatory policies have successfully
contained financial arbitrage activities and debt buildup in areas considered opaque and unproductive, without
draining the real economy—thanks to the targeted fiscal easing that encouraged on-balance-sheet financing for
infrastructure projects and directed credit to private businesses. The charts below show strength in credit creation
(especially government-related credit) and bank loans to private businesses. It’s encouraging that China has been
able to get more and cheaper credit to SMEs during the COVID crisis—interest charged on SME loans continued
to decline in the first half of 2020 compared to 2019—something that’s historically been hard to achieve.
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In order to prevent second-order effects from cascading, it is important in a crisis to make sure that small
businesses are covered. China is getting money to small businesses in a different way than the West, relying
more heavily on banks providing credit (often with the aid of fin-tech companies helping to assess credit
quality). In the West, we have seen more direct government transfers to small businesses. China’s banks are in
a relatively stronger position to make these loans today versus in prior years because, before the COVID crisis,
policy makers had been through a process of cleaning up the banking system. But if we ultimately see the
government stepping in to help to cover bank losses, the dynamics will be similar across regions.
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With the same long-term concerns about frothy financial conditions in mind, we have also begun to see
regulatory tightening in housing (mostly targeted at developer financing). Regulators have introduced three
new “red lines” to limit developers’ corporate debt, imposing caps on developers’ net new annual debt creation.
The chart below puts the tightness of property regulation in perspective. The moves so far have been a modest
tapping on the brakes as the need to ease has ebbed. In other words, China is trying to both get money into the
hands of those who need it while using macroprudential policies to prevent excesses. This balanced approach
looks quite different than what we are seeing in the US, where pockets of speculation have popped up in the
equity market.
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And we have already started to see the impacts of this policy flow-through, with housing activity stats coming
in weaker since the new regulation has been introduced.
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On net, we expect the mix of government policies to have a positive impact on growth, though a marginally
smaller one going forward. The quotes below (roughly translated) help to shed some light on how policy
makers are processing current conditions and planning to alter their stance going forward.

On continuing to direct the financial system to support the real economy:
“The financial system has played an important role in economic recovery. We must continue to maintain

the reasonable strength of financial support policies for the real economy, promote service innovation,
and expand inclusive finance. Prevent financial risks.”—Premier Li Keqiang

On preventing the risk of financial excesses:
“If the central bank’s monetary policy creates a lot of liquidity, no matter how well structural adjustments

are made, a considerable amount of capital will naturally flow into these asset areas, including real estate
and the stock market. Therefore, asset bubbles will inevitably emerge under the ‘flooding’ conditions.
This risk should be prevented.”—Ma Jun, member of the PBoC Monetary Policy Committee

Finally, on maintaining adequate fuel in the tank in case of downside risks:
“We don’t know whether Sino-US relations will deteriorate significantly in the coming period. We don’t

know whether something will happen to the small banks. We don’t know whether something will happen to
the local financing vehicles. We don’t know. If these things happen, we may have to have more ‘bullets’ and
use more monetary resources to deal with them. Therefore, it is impossible to exhaust all the ‘bullets.’ Some
have to be stored in case of an emergency.”—Ma Jun, member of the PBoC Monetary Policy Committee
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