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Figure 1: Stock market in China and the USA

Indixes – Shanghai Composite today: 1 July 2014=100, Shanghai Composite 2006–2008: 1 January 2006=100, 
S&P 500 1995–2000: 1 January 1995=100 

 
Source: Bloomberg, own calculations
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China’s stock market and, recently, 
the Chinese currency have been stir-
ring up global financial markets and 
creating uncertainty. The recent over-
heating on China’s stock market was 
modest in comparison with previous 
and other bubbles, meaning the cor-
rection was also manageable. For the 
time being, this episode is likely to 
leave few traces in Chinese consumer 
spending behaviour overall as the 
weight of the Chinese stock market in 
the household financial assets portfo-
lio is relatively low. Shares also only 
play a minor role in companies’ fi-
nancing mix. To foreign investors, 
China’s stock market has been and 
remains virtually closed anyway.  

On the real estate and credit markets, 
on the other hand, a potential for sub-
stantial future corrections has 
emerged as a consequence of the in-
vestment-driven growth of past years. 
This should not be forgotten. 

Many observers are worried about Chi-
na’s stock market. Within just a few 
months, China’s most important stock 
market index, the Shanghai Composite, 
rose by a good 150 % (from mid-2014 to 
the peak in mid-June 2015). This was 
followed by a decline of around one third 
(mid-June to early July 2015). The state 
then intervened to halt the meltdown, 
suspending trading, making support pur-
chases and reducing key interest rates. 

Stock market bubbles and their bursting 
normally have tangible consequences for 
the real economy. In boom phases, ris-
ing prices of stock portfolios can result in 
strong growth in household consumption 
if the asset position is an influencing fac-
tor for consumers’ spending behaviour. 

When the bubble bursts, consumers 
must adapt their spending behaviour rel-
atively quickly and this in turn has restric-
tive effects on the business sector. The 
stock market also has a general influ-
ence on sentiment. If share prices drop 
very sharply in a short period of time, 
households and companies also feel a 
surge in uncertainty, even those who are 
not directly involved in stock trading. This 
weakens overall economic demand addi-
tionally. Furthermore, the bursting of a 
bubble on globally important stock mar-
kets can spill over to other stock mar-
kets. 

The stock market bubble is too small 
and too young to be just that 

China’s stock market boom of the past 
months is the result of an interplay of 
several factors. First, the Chinese gov-
ernment strongly encouraged the ‘nor-
mal’ population to also invest in shares. 
That message fell on fertile ground be-

cause interest paid on savings in China 
is very low and the state pension insur-
ance system is patchy. The many mi-
grant workers, in particular, have hardly 
any prospects of receiving a state pen-
sion. So investing in the stock market 
presents itself as a retirement planning 
option with high returns. Additionally, 
there was a rapidly increasing volume of 
what is known as ‘margin debt’ – loans 
taken up to finance stock purchases. The 
outstanding volume of these loans 
soared from RMB 350 billion (around 
USD 55 billion) at the beginning of the 
year 2014 to around RMB 2,270 billion 
(some USD 365 billion) in mid-June 
2015, when the boom peaked. In the 
meantime, this volume has dropped 
again as a result of repayments and 
margin calls made in parallel with the 
stock market index (to RMB 1,425 billion 
or around USD 230 billion). Eventually 
even companies increasingly invested 
their profits in the stock market because 
the (allegedly) achievable returns have 
exceeded those of their actual business. 
That created a rapid increase in share 
prices that was accelerated by borrowing 
and disconnected from the development 
of the real economy – so the ingredients 
of a serious bubble were indeed there. 
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Figure 3: Structure of household 
financial assets 

Shares of asset categories in total financial assets (2013, 
in per cent) 

 

Source: CEIC, own calculations
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Figure 2: Stock market segments in 
China 

Index 1 January 2014=100 

 

Source: Bloomberg, own calculations
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The share price development in itself al-
so shows, however, that the boom did 
not last long enough to become a real 
threat (Figure 1). The dot-com bubble in 
the USA built up slowly but steadily since 
the mid-1990s and began to burst in au-
tumn of 2000. As a result, market capital-
isation collapsed from (an estimated) 
170 to 180 % (of nominal GDP) to just 
under 100 %. So, as a rough calculation, 
the US stock market lost around half its 
previous gains, or around USD 5 trillion 
to 10 trillion.  

In China, the most recent stock market 
developments have a different dimen-
sion. During its peak, the market capitali-
sation of the Shanghai and Shenzhen 
stock exchanges together represented 
80 % of nominal GDP before slipping to 
55 %. That is a drop of a good one third, 
or around USD 3 trillion, from the value 
increase since mid-2014. It is not only 
less than the decline in the USA but also 
less than throughout its own history. Just 
before the financial market crisis, China’s 
stock market capitalisation grew from not 
even 20 % at the beginning of the year 
2006 to 160 % within two years and then, 
in the course of the global financial crisis, 
dropped to approximately 45 % within 
less than a year. 

In summary, the recent developments on 
China’s stock market should not be a 
cause for major concern, particularly in 
light of their dimensions, as the govern-
ment has already stabilised the situation 
with the measures it has taken. These 
measures surely give rise to criticism as 
well because they run counter to China’s 
actual efforts to (cautiously) liberalise the 
financial markets but nevertheless they 
have, for the time being, put an end to 
the downturn on the stock market. Be-
sides, these interventions also testify to 
the fact that the financial system has so 
far only been partly liberalised. 

China’s stock market is hardly inter-
national 

From a financial market perspective, 
there is no major risk of contagion be-
yond China’s borders either as interna-
tional exposure to its stock market is 
very limited. In mainland China, interna-
tional investors are generally only al-
lowed to purchase what are known as ‘B 
shares’ – and these account for only 

roughly half a percent of total share capi-
talisation (on the Shanghai and Shen-
zhen stock exchanges). Foreigners are 
also eligible to buy and sell shares on 
the Hong Kong stock exchange (‘H 
shares’). The ‘A shares’ segment, which 
is intended for Chinese nationals, is now 
open to trading by international investors 
as well but they need government-issued 
licences. Accordingly, the different mar-
ket segments also show different index 
progressions (Figure 2). So long as the 
Chinese stock market is regulated in this 
manner, the extent of international spillo-
vers will remain low. 

It is unclear how wealth-dependent 
demand is 

Although the bursting of the (relatively 
small) stock market bubble therefore has 
only relatively limited potential to cause 
damage, it could nevertheless have con-
sequences for the real economy. That 
would be the case if households and 
companies responded to share price 
drops by adapting their spending behav-
iour to offset their financial losses. This is 
said not to be the case in China, after all, 
consumers had also not increased their 
spending as their share values (and thus 
private assets) were rising. If that corre-
lation is accurate, it presupposes sym-
metry in consumer behaviour. At the 
same time, it would also be conceivable 
that consumers behave differently when 
their share assets are declining than 
when they are rising and then reduce 
their spending nevertheless. A similar 
channel could open up for companies 
that have invested their profits in the 
share market and are now cutting back 
their investment demand to consolidate. 

Another effect can result from companies 
cancelling or deferring planned share is-
sues because the stock market environ-
ment is not ideal. That may also cause 
enterprises to change their investment 
plans. 

Ultimately, it is hard to determine the ef-
fect a falling stock market has on de-
mand and, thus, on growth, not least be-
cause reliable data is lacking. So far (as 
of the first half of 2015), the stock market 
has not had a noticeable impact on the 
growth of gross domestic product (GDP). 

Shares have little weight in assets 
held ... 

The effects of falling prices on demand 
behaviour in the private sector can be 
examined, however, by looking at how 
much importance the population attach-
es to stock market investments. They 
held financial assets of roughly RMB 75 
trillion (as at 2013) with around 70 % in 
liquid funds (cash and bank deposits), 
while shares accounted for 8½ %, more 
than insurance and bonds (Figure 3). 
Since 2013, however, the ratio of shares 
has most likely risen, possibly to over 
10 % (for comparison: in 2007, during the 
all-time high of the stock market in Chi-
na, their proportion of financial assets 
was 15½ %). Thus, a slump in share 
prices would not throw consumers’ as-
sets completely off balance but they 
would not escape unscathed either.  

… and in financing 

Moreover, China is a bank-based econ-
omy. Loans take up a proportion of close 
to 70 % of total social financing (TSF)1, 
which represents the supply of financial 
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Figure 4: Total Social Financing

Proportion of financing channels in total social financing 
(in per cent) 

Source: Datastream, own calculations 
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Figure 5: Lending and GDP

Average annual growth on previous year (in per cent) 

 

Source: CEIC, Feri, own calculations
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Figure 6: Private sector debt

In relation to nominal GDP (in per cent) 

 

Source: BIZ, Feri, own calculations
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Figure 7: Debt and GDP per capita

RMB thousands

 

Source: BIZ, Feri, own calculations
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resources for the private sector2, while 
shares account for only around 3 % (Fig-
ure 4). For the corporate sector that 
generally means very limited reliance on 
financing via the stock market. As a re-
sult, significant slides in share prices are 
a relevant problem only for (usually larg-
er) enterprises that may have to defer 
planned share issues. However, a gen-
eral problem for corporate finance in 
China cannot be inferred from this. 

Nevertheless, it is also evident that capi-
tal markets have become significantly 
more important for corporate finance in 
recent years. The proportion of shares 
and bonds in the TSF, which was still at 
around 4 % in late 2006, since then has 
trebled. In addition, instruments not trad-
ed on stock exchanges, such as debt 
certificates, bills of exchange or loans 
between companies, have also become 
increasingly important. If this trend con-
tinues, stock market turbulence may in 
future have stronger impacts on corpo-
rate finance and the real economy. 

Shares? Loans! 

The biggest threat to the Chinese econ-
omy is the credit market and the result-
ing indebtedness. Indeed, growth in ag-
gregate credit is not yet at 2009/2010 
levels, when growth rates in some 
months and specific types of credit were 
more than 50 %, a staggering proportion 
by Western European standards. But, 
while GDP growth is slowing steadily 
(much of which is intended by the gov-
ernment), credit dynamics have moved 
sideways (with fluctuations) since 2011, 
roughly along a line of 14 to 15 % p.a. 
Now credit dynamics are significantly 
above (nominal) GDP growth – in the 

mid-2000s this was still a different story 
(Figure 5). Lending is apparently starting 
to exceed the financing needs of the real 
economy. 

This development manifests itself in ris-
ing indebtedness, predominantly in the 
private sector. Private sector debt has 
risen from around 120 % of GDP in the 
year 2008 (and prior) to currently around 
190 % (Figure 6). The business sector 
accounts for the main portion (around 
80 %). In this process of rising indebted-
ness, the gap between per-capita in-
come and per-capita debt is widening as 
a result of slowing population growth 
(Figure 7). 

From our point of view, the credit sector 
in China therefore has greater potential 
to become a disruptive force than the 
stock market. This is due to the growth 
model of the past years and is the flip-
side of its success. The danger is that 
the increasingly unproductive use of 
these borrowed funds over the past 
years and a faster-than-intended slow-
down in growth might increase defaults 
on loans. The consequence would be 

that the sectors would need to make ex-
tensive balance sheet consolidations. 
This, in turn, would have more significant 
consequences for overall economic de-
mand and, thus, economic performance. 
Serious warning signs have already 
emerged. The rate of growth in non-
performing loans (NPLs) in China has in-
creased over the past two years and the 
volume of provisions for these loans is 
today more than twice as high as in 2009 
(+120 %), while the loan portfolio has ex-
panded by only 80 % during the same 
period.  

Banking sector appears to be stable 
(so far) 

Based on the official NPL statistics of the 
Chinese Central Bank, the volume of 
non-performing loans is just under 
RMB 1 trillion (as at 30th March), roughly 
one fourth of the capital base of the  
Chinese banking sector. This ratio has 
increased again since 2011 even though, 
at the same time, the banking sector has 
been better capitalised (Figure 8). Never-
theless, these figures show that the risk-
bearing capacity of the banking sector is 
secured. The NPL volume represents an 
NPL ratio of just under 1.5 % (of loans 
outstanding), an unremarkable figure but 
one that is rising.3 The core capital ratio 
is currently around 10½ %. It is hard to 
tell to what extent the official data on 
non-performing loans reflect the reality 
so it is difficult to draw a realistic image 
of the Chinese banking sector’s re-
sistance to shocks. 

If we were to classify the difference be-
tween credit expansion and nominal 
GDP growth as an overhang, then a 
‘healthy’ credit volume as at the end of 
2014 would have been around RMB 20 
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Figure 8: Capital and NPL 

Left axis: RMB in trillions; right axis: from one

 

Source: Bloomberg, own calculations 
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trillion lower (approx. one third of GDP) 
than is actually the case today. Assum-
ing a 10 % probability of default (PD) for 
this ‘surplus credit volume’ and a 50 % 
LGD value, the expected loss of the en-
tire portfolio would be approximately 
RMB 1.5 trillion.4 The current capital 
base of China’s banking sector could still 
cover this loss while meeting the need to 
recapitalise in order to fulfil all regulatory 
capital requirements. If the PD were to 
increase to 50 % (while the LGD re-
mained unchanged), that would not be 
the case any longer and the loss would 
then amount to RMB 5.5 trillion. These 
dimensions generally illustrate that  
China’s banking sector should still be 
stable enough to weather manageable 
credit crises, but that there is emerging 
potential for stress situations in the bank-
ing sector. 

As the banking and business sector is 
largely state-owned, however, it must be 
expected in any case that problems in 
the banking sector will be tackled by 
state support measures. (Uncontrolled) 
bank insolvencies are unlikely. Still, that 
does not change the fact that necessary 
balance sheet restructurings in the case 
of a credit crisis would generate noticea-
ble adjustment responses both within the 
banks and in the non-banking sector 
which would impact on the overall eco-
nomic context. 

China’s economy is restructuring 

The Chinese economy is embarking on a 
staggering restructuring process. Its core 
element is balancing the demand struc-
ture (moving away from strongly invest-
ment-driven demand) and making growth 
more sustainable, coupled with gradual 
and cautious liberalisation. This process, 
however, will also lead to uncertainties 
and friction which, given the size of Chi-
na’s economy, may have the potential to 
cause disturbances outside its borders. 

The developments currently taking place 
on the share and currency markets need 
to be seen in this light, as they are a re-
flection of this restructuring process. 
However, they have to be placed in the 
context of medium to long-term devel-
opments and objectives. Thus, the most 
recent devaluation of the renminbi by 
slightly more than 4 % in nominal terms 
against the US dollar has to be assessed 
in the context of exchange rate devel-
opments of the past years. Having been 
accused for many years of artificially un-
dervaluing the renminbi, China permitted 
an effective appreciation of nearly 30 per 
cent in real terms since mid-2010, so 
that the renminbi was last regarded as 
fairly valued. Accordingly, the recent cor-
rection reflects the lowered growth ex-
pectations and therefore does not justify 
excessive market reactions so long as it 
does not usher in the start of another 
controlled devaluation. 

The German and European economy 
must adapt to the reality that high Chi-
nese growth rates are a thing of the past 
and that (market) corrections do not al-
ways happen in complete silence. The 
economic restructuring process in China 
will have to lead to adjustments in the 
balance sheets of domestic sectors. As 
the Chinese financial system is still 
largely isolated, this is likely to have only 
a minor impact on foreign investors. 

 

The process of realigning China’s econ-
omy does not just pose risks, however. It 
also offers opportunities for its trading 
partners. If properly prepared, German 
and European companies can indeed 
participate in major environmental and 
social policy projects in China, such as 
realigning climate protection policy, im-
proving health services and setting up a 
nationwide pension system. 

Conclusion 

The extent of the recent turmoil on  
China’s stock market is generally not 
very problematic. Moreover, it does not 
carry a particularly heavy weight in Chi-
na, neither as a form of asset investment 
nor as a financing channel for compa-
nies. 

So there are many reasons why the sud-
den end of the stock market boom 
should have limited consequences for 
the real economy but this conclusion 
should not be drawn all too recklessly in 
spite of many investors’ high risk appe-
tite. Although it still carries relatively little 
weight, the stock market has significantly 
gained in importance in the past decade 
and is taking on macro-economically rel-
evant dimensions. 

In addition to observing the capital mar-
ket and the stock market in the narrower 
sense, in future particular attention 
should be paid to credit development be-
cause this is the more relevant develop-
ment in conjunction with economic condi-
tions and high private debt. The banks, 
of course, are at the heart of credit mar-
ket development. They currently appear 
to be stable enough to be able to absorb 
limited shocks on the credit market, not 
least because they can count on state 
support if worse comes to worst. ■ 

 

 

 

																																																								
1 Total Social Financing (TSF) is an aggregate for illustrating the supply of the Chinese economy with financial resources. The TSF is the sum of all financing sources: 
bank loans, bonds, shares, debt certificates/bills of exchange and loans between companies (sometimes arranged by banks). 
2 ‘Private sector’ here refers to the (aggregated) sector of private households and companies, taking into account that many enterprises in China are not privately but 
state-operated. The expression is nevertheless used to distinguish companies and households from the state sector in the meaning of territorial authorities and public 
administrations.  
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3 According to the most recent press reports, both the NPL volume and ratio increased again strongly as at 30th June 2015. The NPL volume is reported to have grown to 
some RMB 1.8 trillion, which would be nearly twice the volume at the end of March, and the NPL ratio is now said to be 1.8 %. The reports quoted the Chairman of the 
China Banking Regulatory Commission, Shang Fulin. These figures are not yet included in the available statistics. 
4 The three leading rating agencies currently rate the Chinese state AA- (S&P), Aa3 (Moody’s) and A+ (Fitch), which means a probability of default of roughly 0.1 %. As-
suming a probability of default of 10 % for China’s private sector in the scenario calculation performed here appears to be rather conservative, given a relatively high will-
ingness of the state to implement rescue measures, while 50 % is a relatively strong assumption. The 50 % LGD (loss given default, the portion of debt outstanding that is 
lost) is merely a ‘Solomonic assumption’ that selects the mean between zero and one hundred. It reflects the assumption that the RMB 20 trillion represents more risky 
lending business, although it must be considered that not all of these loans are uncollateralised. The expected loss incurred in the assumed ‘excess’ credit volume of 
RMB 20 trillion would then result from 0.1×0.5×20 trillion = 1 trillion. In the case of a 50 % PD, the result would be: 0.5×0.5×20 trillion = 5 trillion. In both cases the ex-
pected loss of the credit volume not assumed to be excessive (around RMB 70 trillion) has to be added, to which the official NPL ratio of 1.5 % has to be applied. That 
would then result in approximately RMB 0.5 trillion. 


