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China’s Long-Term Game

“This guy wants to tell me we're living in a community? Don't make me laugh! I'm livin’ in
America, and in America you're on your own. America's not a country, it's just a business.”
— Killing them Softly, Andrew Dominik, 2012

When you are stuck in a Jackson Hole, keep digging. Over the past few decades, western
governments have prioritised short term economic gains over long term measures through a
combination of asset-based policies and de-regulation. Today, asset markets are at record
highs and interest rates at their lows — with the Fed, Bank of England and ECB unwilling to risk
a tantrum in order to bring policy back near normality. In addition, recent research by Atif Mian
et al. presented at the Jackson Hole Symposium confirms a relationship that we have long
argued since the onset of quantitative easing: rising inequality is not only a consequence of low
interest rates, but also the cause of more savings and, in turn, of low interest rates.

The rich get richer, and rates go lower. As the top earners can only consume so much, they
hoard wealth into unproductive investments: gold, bricks, space rockets — you name it. Secular
stagnation is the result: stagnant productivity, declining growth potential and public debt
overhangs were accumulated in the attempt to keep the economy going. The paradox — which
we have highlighted for years as QE infinity — is that asset-based policies and rising inequality
make secular stagnation self-perpetuating. Unfortunately, it is something the Fed and other
central banks seem to ignore. The US infrastructure plan and Europe’s recovery fund are
attempts to escape this QE infinity trap. However, without more targeted measures to rebalance
opportunity and investment, such as the ones proposed by Senator Warren, the stimulus plans
alone are unlikely to succeed.

China, instead, is trying something different. Like western countries, China also used credit to
boost growth over recent decades in a rapid urbanisation process. This led to debt overhangs
and a decline in the marginal impact of fiscal stimulus and credit. Today, China’s cross-cyclical
strategy pledges to play the long-term game, improving financial stability, prioritising reforms
and aiming at restoring equality and sustainability. In theory, this sounds like the opposite vs
the short-term asset-based emergency stimuli implemented by western governments and
central banks. In practice, however, the implementation of reforms has initiated a harsh
crackdown on several sectors, with markets and investors responding very negatively, including
Mr Soros in a recent article. Yet, these policies might be the much-needed micro regulatory
actions necessary to rebalance the economy — and might perhaps be more effective than the
one-size-fits-all monetary policy hammer.

Which policy mix will work against secular stagnation? How will the geopolitical balance evolve
after the Allies’ retreat from Afghanistan? And how should investors allocate capital? Buy
Biden’s or buy Xi's policies — or prepare for negative real rates, financial repression and
debasement of paper assets to continue?
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PBoC Wants Stable Macro Leverage
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Consumption as % of GDP Is Still Low
Final Consumption Expenditure, % of GDP
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Chinese Corporates Are Highly Indebted
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From Growth First to Common Prosperity

At the Party’s top economic commission’s meeting on 17" August, President Xi made a call for
increasing efforts to promote common prosperity. The term quickly caught market attention and
joined the latest catchphrases guiding China’s economic strategy, together with the so-called
cross-cyclical approach. Nevertheless, it is not a completely new concept but a more forceful
embodiment of the policy direction set by Xi four years ago.

Held every five years, the National Congress of the Chinese Communist Party (CCP) is
probably the most important event for any China-watcher to get a sense of the country’s
priorities and policy direction for the following years. The 19" National Congress, held in
October 2017, saw the incorporation of “Xi Jinping Thought” into the party’s constitution, a
similar status only enjoyed by Mao Zedong and Deng Xiaoping. It was also at this meeting
President Xi redefined the party’s principal contradiction — the ultimate issue characterising
each period of social development — to “the contradiction between unbalanced and inadequate
development and the people’s ever-growing needs for a better life.” This marks a significant
shift from the previous definition by Deng Xiaoping in 1981, which was between “the ever-
growing material and cultural needs of the people versus backward social production”. In other
words, China recognises that its growth first economic model supported by high investment
and credit expansion over the past decades is no longer appropriate. Addressing the many
economic imbalances and debt overhangs accumulated so far requires a fundamental shift.

Trend growth — time to rebalance towards the “average Xi”

A weak middle class has turned into a drag on economic performance, as China fails to boost
domestic spending. China’s consumption share of GDP currently hovers around 40-55%, vs
65-75% in large developed markets such as US or Germany. The consumption share has been
flat since 2012, and has fallen since 2000. The contribution of consumption to China’s growth
has thus been falling over time, in line with the slowdown in trend growth. In 2007, China was
growing at 9%, with 6% from consumption. In 2019, growth was down to 6%, with consumption
down to 3%. The lack of social development has thus turned into a serious macroeconomic
issue. As the industrial infrastructure reached capacity after 30 years catching up with the West
and export-led investments, the only source of growth can be the development of a healthy
domestic market. This is where policy makers will focus.

Corporate debt — too big or to fail?

The other side of “corporate-led growth” is a dangerously high level of private debt. China’s
non-financial corporate debt is 165% of GDP vs less than 100% in most developed markets.
Total debt is not higher than in developed market counterparts, but unlike those economies, it
is concentrated in the private sector. High corporate debt is an inheritance of the strong banks
and real estate de-regulation that accompanied the boom of the early 2000s. Corporate
leverage crowds out household debt, which in China is 20-30% lower vs mature markets, and
constrains monetary policy. As such, corporate balance sheets are vulnerable to any ‘pro-
consumer’ shifts from policymakers.

Monetary policy — from FX to onshore liquidity

High corporate debt and a slowdown in growth poses the question of how monetary policy
should be managed. In the past 20 years, the main problem of the PBoC was to pin down an
adequate level of reserves and to manage the yuan. Given the export-led nature of the
development model, CNY was all that mattered. In the current setup, internal economics will
matter more. So policy rates will gradually move to target onshore liquidity on top of offshore
targets and the exchange rates. A natural trade-off between growth and reserves policy will
emerge, and the PBoC will need to take a more marked stance.

Rising inequality threatens to stall growth and ignite social instability

Over the past decade, the number of billionaires in China grew fivefold to reach 626 in 2021,
while median annual urban household disposable income more than doubled to RMB 43,834
(~$6,800) in 2020. However, the growth in wealth and income has not been evenly distributed.
Over 600mn people earn less than RMB 1,000 a month (~$150), while median income of the
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top 20% of households is 6.2x of that of the bottom 20%. Great disparities also still exist across
regions and between urban and rural households. At the same time, those high-income
households living in Tier 1/2 cities have issue too — high and rising cost of living, especially for
the so-called “three big mountains” of housing, education and health care.

The Income Gap Is Widening Urban-Rural Gap Has Narrowed Regional Polarisation
Annual Disposable Income per Capita by Income Annual Disposable Income per Capita, Urban vs Annual Disposable Income per Capita by
Bracket, RMB 000 Rural, RMB 000 Province, RMB 000
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Homes Are Increasingly Unaffordable On the one hand, a weak tail of low-income households and sluggish growth in middle class
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Environmental problems add risks to long-term growth and public health
The environmental costs of China’s rapid industrialisation include mass greenhouse gas
0.0 emission, air pollution, desertification, water shortages and soil contamination, exposing the
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country to increasing risks of climate change and public health issues. Poor air quality and

Source: Algebris Investments, The World Bank. Data as of : . P e . . . . .
2020, Projections until 2050 deteriorating living conditions are also fuelling public dissatisfaction towards the government.
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Housing Market Cooling on Tighter Credit
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Intensified regulation reflects a stronger push in the new policy direction

Against this social and economic backdrop, it is not difficult to see how the regulatory tightening
over the past months is exactly targeted at the issues mentioned above to reflect the CCP’s
new policy direction. The goal of common prosperity is more sustainable and equitable growth,
while the cross-cyclical approach aims to be pre-emptive and anticipate systemic risks. More
specifically, tighter policy for the property market is aimed at keeping urban living costs in check
and prevent further wealth polarisation, while the banning of after-school tutoring attempts to
reduce education costs and promote demographics. The antitrust campaign, crackdowns on
big tech companies and shunning of the “9-9-6” work culture are efforts to reign in corporate
power and re-distribute economic value to workers and consumers. In addition, the 2060
Carbon Neutral pledge and accompanied reform plans reflect growing urgency to tackle
environmental issues and promote sustainability.

Implications of Common Prosperity

The August CCP _meeting states that rather than being egalitarian or there only being a few
people who are prosperous, common prosperity refers to affluence shared by everyone in both
material and cultural terms. A central pillar of the strategy is the creation of an olive-shaped
social structure with an expanded middle-income group, which would be achieved across both
incomes and living costs.

On the income side, the CCP called for a three-layer distribution system, where primary
distribution refers to a more progressive wage system, secondary distribution refers to
government interventions through transfer payments, enhanced social security and tax
adjustments, while third distribution refers to incentives for firms and high-income individuals to
give back to the society through charitable activities. On the cost of living, the key is reducing
people’s cost of living through public services and industry regulations.

In the long term, these measures should benefit China with a more balanced and efficient
economy, if implemented prudently with measurable targets met, such as those listed in
Zhejiang’s Province’s detailed pilot plan. Prominent Chinese economists also moved quickly to
clarify that the policy goal was not to “kill the rich to help the poor”. However, the risks are that
opaque policy communication, poor policy coordination or over-regulation could create undue
uncertainty and hurt private investor confidence, leading to short-term growth and market
headwinds.

KPls for Zhejiang’s Pilot Plan for Common Prosperity
Data as of 2020 unless specified otherwise

2025 Target Zhejiang National
Disposable income per capita reaches RMB 75,000 RMB 52,397 RMB 32,189
Share of labour compensation in GDP surpasses 50% 47.8% (2017) 52% (2018)

Share of households with annual disposable income

within RMB 100-500k and RMB 200-600K reaches 80%  <MB 100-500k:  RMB 100-500k:

0, 0,
and 45% >75% 29.4% (2018)
Urbanisation rate (based on usual residence) reaches 79.9% 60.0%
75%
Income ratio between urban and rural residences falls 1.96 —
below 1.9
Gross enrolment ratio in higher education exceeds 70% 62.4% 54.4%
Expected average years of schooling for children
reaches 15.5 14.8 N.A.
Share of personal healthcare expenditure in total 25,29 (2019) 27 7%

healthcare spending remains below 26%
Coverage ratio of urban housing support reaches 23% 23.9% >23%
Source: Morgan Stanley Research, Government Website
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The Demise of the USD as Reserve Currency
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Conclusions: Pick Your Version of State Capitalism

“Government is not the solution to our problem. Government is the problem.”
— Ronald Reagan, 1981

In this environment, the most important decision for investors will be to choose which policy
mix will succeed. The US and most western economies remain stuck in a variety of asset-based
policies. These have failed to improve growth potential and inflation — instead, they have
supported large firms in capital markets, incentivising concentration, reducing competition, and
boosting inequality, which in turns correlates with high savings and persistent low interest rates.
China, on the other hand, is using micro policy and regulation to resolve the many overhangs
accumulated during recent decades.

China: align with the Politburo

President Xi’s recent policy actions have negatively impacted almost all Chinese asset prices.
Chinese stocks’ valuations have cheapened but long-term risks persist. Xi’'s new policies aim
to address three points of concern: anti-competitive/monopolistic practices, data security and
inequality. Valuations are attractive, but prices are likely to stay volatile, as it is unclear what
sector Xi might target next. Chinese credit remains under pressure too, with spreads over twice
as wide as other high yield firms. The policy action in the property sector began with rules to
promote deleveraging but has since escalated to lending restrictions and higher mortgage
rates. Xi has since reiterated that “houses are for living not for investing”. As such, we think the
aim is to control house price growth, not to cause a large correction. However, the party might
be underestimating the risk of over-tightening spill-overs from defaults in large systemic firms.

United States: the Dollar has to give

In the short term, Xi’s policy actions may slow China’'s growth. Even though the PBOC might
start easing in the second half of the year, the slowdown is already a drag on global growth and
it is likely to result in a dovish bias from DM central banks. But unlike in 2015, when China’s
slowing growth resulted in a market crisis, global credit spreads and volatility are likely to remain
contained this time around for the following reasons. Firstly, China’s growth is slowing but
starting from a higher base; secondly, credit support is now embedded into DM central banks’
reaction functions, with even the Fed having bought credit in its Covid response. Over time, the
use of monetary policy tools and fiscal deficits a la MMT is likely to undermine the Dollar.

Europe: hang together or hang separately

Against a backdrop of a United States government dealing with a difficult economic
rebalancing, the recent withdrawal from Afghanistan represents the confirmation of a profound
turning point. Those US allies who thought the Biden administration would make a U-turn from
Trump’s hands-off foreign policy strategy will now have to revise their assumptions. Ukraine,
Taiwan, the Baltic states and the EU itself, will have to strengthen their defence capabilities.

We remain selective on bond yields and credit spreads, which remain near record lows. Over
the recent weeks of volatility, we have added upside through equity optionality in sectors linked
to economic reopening and Chinese firms.

The Silver Bullet is Algebris Investments' global credit investor letter.

Alberto Gallo is Head of Global Credit Strategies at Algebris (UK) Limited, and is Portfolio
Manager for the Algebris Global Credit Opportunities Fund, joined by portfolio managers/macro
analysts Aditya Aney, Gabriele Foa and Lennart Lengeling.

For more information about Algebris and its products, or to be added to our
Silver Bullet distribution list, please contact Investor Relations at algebrisIR@algebris.com.
Visit Algebris Insights for past Silver Bullets.
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Additional reading:

Atif Mian et al., What explains the decline in rx? Rising income inequality versus demographic

shifts, August 2021
Financial Times/George Soros, Investors in Xi's China face a rude awakening, August 2021

Xinhuanet, The implementation plan of Zhejiang's high-quality development and construction

of a common prosperity demonstration zone, July 2021

Forbes, The Countries With The Most Billionaires 2021, April 2021

European Council on Foreign Relations, China’s “New Era” with Xi Jinping characteristics,
December 2017

IMF, 100 Years of Dealing with Public Debt Overhangs, October 2012

Sources:
The source for all images is Wikimedia Commons unless indicated otherwise.
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This document is issued by Algebris (UK) Limited. The information contained herein may not be
reproduced, distributed or published by any recipient for any purpose without the prior written consent of
Algebris (UK) Limited.

Algebris (UK) Limited is authorised and regulated in the UK by the Financial Conduct Authority. The
information and opinions contained in this document are for background purposes only, do not purport to
be full or complete and do not constitute investment advice. Under no circumstances should any part of
this document be construed as an offering or solicitation of any offer of any fund managed by Algebris (UK)
Limited. Any investment in the products referred to in this document should only be made on the basis of
the relevant Prospectus. This information does not constitute Investment Research, nor a Research
Recommendation. Algebris (UK) Limited is not hereby arranging or agreeing to arrange any transaction in
any investment whatsoever or otherwise undertaking any activity requiring authorisation under the
Financial Services and Markets Act 2000.

No reliance may be placed for any purpose on the information and opinions contained in this document or
their accuracy or completeness. No representation, warranty or undertaking, express or implied, is given
as to the accuracy or completeness of the information or opinions contained in this document by any of
Algebris (UK) Limited , its directors, employees or affiliates and no liability is accepted by such persons for
the accuracy or completeness of any such information or opinions.

The distribution of this document may be restricted in certain jurisdictions. The above information is for
general guidance only, and it is the responsibility of any person or persons in possession of this document
to inform themselves of, and to observe, all applicable laws and regulations of any relevant jurisdiction.
This document is for private circulation to professional investors only.
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