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Post 19th Party Congress:
Key Opportunities Lie in
Technology & Innovation
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he recently concluded 19th
Party Congress laid out new
directions and initiatives for
the country’s development

through  2035. To understand the
background of these initiatives, it is worth
looking back at the country’s achievements
since the beginning of the 21st Century, as
well as the problems it faces.

When we discuss China’s challenges, we
should put this in the context of its achieve-
ments.

* In 2000, even after over 20 years of
economic reform, China’s GDP was only
USD1.2 tn, still small compared to the
US (USDS8.9 tn) and EU (USD10.3 tn).
Also, China's banking system was having

are among the largest globally.

* According to International Monetary
Fund’s (IMF) forecast, China’s GDP will
reach USD17.7 tn by 2022, closely follow-
ing the US (USDI18.8 tn) and EU
(USD23.8 tn). In short, China has fully
emerged as a world economic power in
the past 20 years.

However, despite this massive economic
achievement, China faces some formidable
challenges.

Slowing Export Growth
First, although Chinese economic growth is
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still faster than most countries, it is weaker
than in previous years. For example, China’s
real GDP growth per annum for the
five-year period of 2013-17 (the 18th Party
Congress era) was around 7.1%, the lowest
of all five-year periods since economic
reform started in 1978 (Figure 1). Indeed,
this 7.1% growth was mainly achieved due to
high growth in 2013-14, with growth
weakening afterwards. With China’s slow
population growth and high leverage, we see
growth continuing to slow over the next few
years.

One key factor hindering China’s long-term

Figure 1: China’s GDP growth across eras
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growth momentum is slowing export
growth — from more than 20% p.a. in the
years after China joined the WT'O in 2001,
to low single digits in the past few years.
Three reasons lay behind this: a) weaker
global growth momentum after the global
financial crisis; b) reversing globalization
trends; and ¢) China’s market share gains
are peaking as its share of key export items
(like electronics) is already high in major
markets. In the foreseeable future, it will
be difficult to reverse these trends.
Increasing reliance on Domestic
Demand

China needed to rely more on domestic
demand to drive economic growth.

Infrastructure investment thus became
the major driver of the Chinese economy
in the past few years. Between 2012 and
2016, China’s nominal infrastructure
investment growth was 18% p.a., double
its 9% nominal GDP growth pace. The
rapid pace of infrastructure investment
drove down the profitability of infrastruc-
ture companies, particularly in inland
provinces with high construction costs
(due to difficult terrain) and low afford-
ability (due to lower levels of economic
development). According to Ministry of
Communication statistics, total revenue
for all highway companies in 2016 was
RMB455 billion (bn), but operating cost
was much higher at Rmb869 bn, and the
profitability trend was worsening. The
sharp rise in infrastructure investment
caused local government borrowing to
surge, which is in turn a key factor behind
the rapid increase of China’s leverage.
According to the Bank for International
Settlement (BIS), between the end of 2008
and 2016, total non-financial debt in China
rose 259% in USD terms, and China’s
debt-to-GDP ratio increased from 141%
at end-2008 to 257% at end-2016, the
fastest among all major economies during
this period. As a result, de-leveraging is
now becoming a key task for the Chinese
government.

Property is another sector driving growth
besides infrastructure. Strong household
balance sheets combined with urbaniza-
tion trends were widely seen as the major

driving force behind the property boom in
the past few years. These supportive
factors will likely continue. However,
property prices in lower-tier cities have
increasingly deviated from local income
levels. Given that land shortages are never
a problem for lower-tier cities in China,
whether property price increases can
continue in these regions depends a lot on
whether economic growth trickles down
from the large cities to these areas. This
might not necessarily be the case. Also,
property price and demand could be
subject to changes in interest rates as well
as government policy towards the market.

Relatively speaking, consumption is a
more stable and sustainable growth driver
in China in the long run, supported by
factors such as rising income growth,
strong household balance sheets, high
savings rates and an aging society, all of
which contribute to the rising share of
consumption in the economy. However, as
witnessed in other economies, whilst
investment, export and property sector
growth swing wildly from year to year, with
growth rate ranging from high-double
digit levels to zero (even negative),
consumption growth is usually stable, with
limited yearly fluctuations, especially
when consumption is not driven by house-
hold borrowing. Therefore, it is safe to
argue that consumption will help stabilize
the Chinese economy, but China's secular

growth trend will still slow, along with
export and investment growth.

We see the Chinese government begin-
ning initiatives to deal with these
challenges:

Belt & Road Creating New External
Demand

Apart from helping China’s geopolitical
pursuits, we believe that creating new
markets for Chinese products and services
is a key reason for the country’s “Belt and
Road” initiative. Over the past three
decades, huge Chinese savings have
transformed the country from a capital
importer to a capital exporter. Also,
China’s infrastructure has become much
better after its aggressive investment over
the past 10-15 years. This is not the case
for many emerging market economies.
Therefore, it makes a lot of sense for
China to help finance infrastructure
construction in these countries, which
could be an efficient use of its surplus
capital, while creating new demand for
Chinese products/services. Needless to
say, this could also boost China’s “soft
power” among these countries.

Investing in Research and Develop-
ment (R&D)

At the end of the day, economic growth in
any country can only be driven by a combi-
nation of three factors: labour; capital and
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productivity. China's slowing population
growth limits economic growth to be
contributed by additional labour. Also, with
excessive capacity and high leverage, it is
difficult for the country to rely heavily on
adding new capital to drive growth, as in the
past decade. Therefore, the only remaining
growth driver is productivity gains. As
experienced in developed world economies,
particularly in the US, technology innova-
tion is a key factor behind productivity gains.
Indeed, China’s massive success in
internet/e-commerce also points to the
same conclusion. Therefore, the Chinese
government has targeted to increase the
country’s R&D investment from 2% of GDP
now to 2.5% by 2020. Currently, China is
already the second largest country in the
world in terms of R&D spending, and could
surpass the US (on a purchasing power
parity adjusted basis) by 2020. Indeed,
venture capital investment in China (mainly
concentrated  in  Beijing, = Shanghai,
Shenzhen and a few other cities) is already
comparable to that in Silicon Valley. With the
expansion of university education from 2000
onwards, China has a huge talent pool to
support its technology pursuits.

De-emphasising growth, but highlight-
ing quality

One key policy direction after the 19th Party
Congress is that the country is placing
increasing importance on quality of growth
rather than growth momentum itself. To a
large extent, this is unavoidable. Given the
constraints highlighted above, the govern-
ment would find it impossible to keep GDP
growth momentum as high as in previous
years. Therefore, it is much better to
manage the general public’s expectations in
advance. As a result, the Chinese govern-
ment is now placing financial stability,
absolute poverty alleviation and environ-
mental protection as its major policy objec-
tives, which are increasingly perceived as
more important to the general public than
nominal growth itself.

Clean up the financial sector and
manage government debt

Shortly after the 19th Party Congress, the
Chinese government announced a compre-
hensive plan to clean up the large shadow
banking activities that emerged over the past

few years. It might be too early to call the
plan a success, but the intention to achieve
financial stability is clear. Also, the govern-
ment is increasingly emphasising the
importance of controlling the growth of
public debt, mostly by local governments. In
particular, rules are becoming stricter in
regulating borrowings under the Private-

Public Partnership (PPP) scheme to prevent
local governments from providing implicit
debt guarantees to these projects.

How Hong Kong can position itself?
The rise in mainland China in the past two
decades, along with Hong Kong’s relative
decline compared to cities like Singapore,
has triggered a certain sense of uncertainty
in the Hong Kong society. In USD terms,
Hong Kong’s GDP has been overtaken by
Shanghai in 2009, Singapore in 2010, Beijing
in 2011 and will likely be overtaken by
Shenzhen and Guangzhou soon.

However, beneath this gloomy picture, the
situation may not be as bad.

First, the relative weakness of the USD
against SGD and RMB in the past 20 years
was a key factor behind Hong Kong’s
decline in relative terms. In fact, due to the
strengthening USD since 2014, Hong
Kong’s GDP has overtaken Singapore again
from 2015 onwards, according to IMF data.

Second, Hong Kong and Singapore have
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similar growth rates in real GDP per capita
in the past two decades (Hong Kong grew by
68% and Singapore by 76% respectively).
The key reason behind the growth gap
between Hong Kong and Singapore is
population growth, with Singapore’s popula-
tion growing by 53% during this period
versus only 14% for Hong Kong. Real GDP
per capita growth was much stronger for
Shanghai (313%), Beijing (302%) and
Shenzhen (390%) during this period, but
they came from a much lower base
compared to Hong Kong and Singapore. By
2016, while per capita GDP of Hong Kong
and Singapore was USD43,528 and
USD52,961 respectively, per capita GDP of
Shanghai, Beijing and Shenzhen was still
much lower at USD17,097, USD17,246 and
USD25,196 respectively. From this perspec-
tive, Hong Kong’s economic performance is
not so bad taking into account its much
slower population growth, stage of develop-
ment and ultra-strong fiscal position.

Rethink Industrial Structure of Hong
Kong

Having said this, the bigger problem for
Hong Kong is its industrial structure, while
previous years' growth drivers lack momen-
tum. Hong Kong’s primary economic
drivers in the past 20 years were China trade
(reflected in Hong Kong’s export/import
sector), China tourism (reflected in Hong
Kong’s wholesale/retail and hotel/catering
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sectors) and finance (reflected in Hong
Kong’s financial and professional services
sectors). However, since 2013, with the
exception of finance, growth of sectors
related to China trade and tourism have
been slowing sharply.

Given the slowdown in China exports and
more tourist destinations opening to
Chinese tourists, we see the weakness in
these two key growth drivers continuing in
the years ahead. The outlook for financial
and professional services sectors is more
promising. Given the well-developed
financial and legal infrastructure, these
sectors probably will be key beneficiaries
of China’s “Belt and Road” initiative, as
well as the general trend of more Chinese
household and corporate investment
overseas, but finding sufficient growth
drivers to support the Hong Kong
economy in the years ahead will be
difficult. Indeed, since 2013, Hong Kong’s
economic growth was driven more by
public infrastructure (reflected in the
construction sector) and services spend-
ing, rather than private sector activities.
This could be a worrying trend.

Riding the Technology & Innovation
Mega Trend

One key question for Hong Kong’s future
would be how the city accommodates and
benefits from China’s drive in innovation
and technology development. Hong

Kong’s industrial sector (accounting for
around 3% of GDP) is much smaller than
the four Chinese cities we compared above
(all over 15% of GDP). From other
countries’ experience, industrial, commu-
nication and biotech sectors have been key
drivers of R&D spending and innovation
investment. With such a small industrial
sector, at around 3% of GDF, Hong Kong’s
business R&D spending is also low. At the
same time, due to the difference in legal,
regulatory and language environment, it is
also difficult to leverage Hong Kong’s
service sector innovation in the large
mainland China market. To facilitate
Hong Kong’s position among the major
hubs (Guangzhou and Shenzhen) in the
Greater Bay area, Hong Kong will need to
boost its R&D spending and innovation
capability in both public (mainly through
universities) and private sectors. B0

Mr Vincent Chan is the Managing Director
and Head of China Macro Research, of
Credit Suisse.
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Figure 4: China trade and tourism may no longer drive the Hong Kong economy
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