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In this technology-enabled world, even amnesia 
happens faster than it used to. The market recov-

eries last week in Shanghai and New 
York created a festival atmosphere in 
which everyone seems to have forgot-
ten that they had worried just two days 
earlier about a crisis in China and a con-
tagion throughout the world. A crash 
last Monday and Tuesday that dragged 
down the world’s second-largest equity 
market by 15% in two days was deemed 
unimportant, and respected commenta-
tors like Fred Hu published op-eds with 
titles like, “Why It Is a Loser's Game to 
Bet Against China's Leadership.”

The renewed faith in Chinese economic management 
was helped along by a spate of arrests over the week-
end of “market manipulators” and “rumor mongers,” 
ensuring that there will be uniform joy expressed 
as China nears the September 3 military parade in 
Beijing. Today, the market declined less than 1%, 
lifted from a 4% downturn in a frenzy of selling in 
the final two hours. That is the way the daily rescue 
rhythm works.

This sort of faith is the currency on which China 
depends, a currency at least as important as the 
actual Forex reserves. This bankable faith underwent 
a sharp devaluation in July when the government so 
publicly declared that it would bring the Shanghai 
index back to 4500 and then, having squandered 
hundreds of billions of dollars, found that the index 
had returned precisely to the level at which interven-

tion started.

This Thursday’s military parade now 
more than ever represents the central 
government’s attempt to recapture that 
faith. The “Victory Day,” a holiday no 
one had heard of before last May, marks 
the Party’s claim to have had the deter-
mination and the ability to defend China 
against foreign enemies. As with the 
Olympics, the Shanghai Expo, and Shen-
zhen Olympiad, and other spectacles, 

this is more than a stimulus program: it is the public 
representation of the Party’s honor and competence 
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‣ Chinese authorities will use every means, 
administrative and fiscal, to drive the Shanghai 
market higher and to support the currency this 
week before Victory Day on Thursday. 

‣ After the holiday ends on September 5, Beijing 
could stop the A shares from being active 
stock markets. That is the only way to stop 
continued declines.

‣ From now on, the question is whether Chinese 
demand undergoes five- to 10-year erosion or 
experiences a sharp and sudden contraction.

https://jcapitalresearch.box.com/s/65cy7z1br7ropy1usrw1rv927z3tx1ej
https://jcapitalresearch.box.com/s/ksnvgifdr3zw776joxn6ivfy30xtfg8v


Anne Stevenson-Yang     +852 2534 7405     anne@jcapitalresearch.com 2

August 31, 2015

and therefore the one event that cannot fail. (For 
photos of past military parades, see this site.) Before 
Thursday, any amount of money is justified if spent 
in pursuit of an optically successful stock market 
recovery operation, and brokerages and funds will al-
most certainly toe the line. They have been reminded 
that the price of failing to support the National Team 
this week may be criminal charges. The lack of leg-
islation constraining or even prohibiting the sale of 
publicly traded shares was not a concern when the 
Party leadership launched an all-out effort to reduce 
the downward pressures on the A-share markets. The 
response was to a perceived threat to national secu-
rity.

But going forward, the A shares, left to their own 
devices, will fall. Indeed, this bounce, like every en-
gineered bounce in assets in China, only deepens the 
downside risk and worsens the potential adjustment. 
Even the Party understands this, and they know 
that fear will not work long term to stem the selling. 
Authorities then are faced with two choices: let the 
index drop or essentially end the A share experiment 
by dramatically curtailing sales that transit the 
exchanges. In the early days of China’s stock market, 
traded shares were treated like bonds, purchased 
for dividend yield, and there was very little trading 
liquidity. Those days could return.

The reputation for economic omnipotence to which 
Fred Hu’s recent article alludes in fact relies on the 
discretionary curtailment of market activity when 
the market starts to show a nasty tendency to act 
contrary to government goals. Investors throughout 
the world believe that China can have no financial 
crisis because its government controls too many of 
the country’s economic levers—the banks, the cur-
rency, even the statistical system. But the means 
by which control is effected are simple: markets 
may only operate within the parameters specified 
by the government. In an oft-alluded metaphor, free 
markets are the bird; the government is the cage. If 
property prices decline, for example, price floors are 
put in place and sales may not be registered unless 

they occur at the targeted price. If the currency, once 
moved to a “market fix,” declines, then Beijing tries 
to clamp shut the channels through which compa-
nies sell their Renminbi. And when the stock market 
falls, an array of agents is stuffed with new cash and 
mandated to buy shares and sellers are clapped into 
jail.  

These moments of unwanted asset price declines—
market forces—were engaged ever so slowly in 
the gradualist reform process then suddenly over-
whelmed the management tools the government had 
at hand. When the current phase of market interven-
tion is no longer affordable or effective, then then the 
forces of the market themselves must be harnessed.  
This is why, given that the current market-driven 
direction of the economy is negative, we can expect 
not a reform of China’s economy but its gradual 
retraction from market mechanisms and eventually 
from international for a, even as these organizations 
await with increasing impatience more liberalization 
of key market interfaces.

The Market
Ostensibly, the CSRC is stepping back from large-
scale stock purchases, and the government is relying 
on administrative measures to push up the market, 
threatening criminal penalties for failing to support 
the national program of “buy high, hold indefinitely.” 
Vice Public Security Minister Meng Qingfeng has 
been assigned to head a team that will arrest people 
who break the “buy and hold” rules. Eight executives 
of Citic Securities have reportedly been arrested for 
market manipulation, which a few months ago would 
have been called “selling shares.” CNN reported that 
200 people were arrested this weekend for various 
economic crimes, mostly spreading false rumors 
about the stock market or alleged illegal trading. 
Among them was at least one prominent financial 
journalist and several securities regulators.

New measures to stabilize the stock market, accord-
ing to commentary on Chinese blog sites that pur-
ports to be from China Securities Regulatory Com-

http://english.cri.cn/12394/2015/08/28/3441s893584_1.htm
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mission (CSRC) Chairman Xiao Gang include new 
controls on brokerages and shadow-market institu-
tions that provide leverage; requiring more broker-
ages to own stocks; encouraging listed brokerages to 
buy back their own stock; asking brokerage employ-
ees to buy the company’s stock, and encouraging the 
shareholders of listed companies to increase their 
holdings.

Everyone Loves a Parade
This week will begin a three-day holiday in honor of 
“Victory Day,” marking the end of World War II. This 
new holiday is all the more remarkable for coming 
only one month before the week-long National Day 
break that we have come to call Golden Week. Just 
six years ago, President Hu Jintao commemorated 
National Day with a phenomenally elaborate mili-
tary parade. This year Xi Jinping gets his turn, and 
66 being an inconvenient anniversary, has chosen 
the even number 70 for a World War commemora-
tion. The parade offers a more contemporary way to 
remind the public that the Party is defender of the 
nation’s dignity, because it is being called the “vic-
tory of the Chinese people’s war of resistance against 
Japanese aggression.” Japan, thanks to frequent re-
minders by Beijing, is a common target of public ire 
and the very core of the Party’s claim to have stood 
up for the people against foreign aggression. In the 
face of a visible lack of control of the financial sector, 
the Party’s show of control over China’s territory and 
sovereignty has become mandatory.

For this week, then, we must all believe that the 
Party chooses agendas that are for the good of the 
Chinese people and that it will overcome any obsta-
cle to achieve them.
 
Capital Flight
The façade is expensive to maintain: the cost of a 
successful September parade may turn out to have 
exceeded even the extravagant 2008 Olympics, 
which reportedly cost over USD 40 bln. At least the 
2009 spending spree left behind it new stadia and 
infrastructure in the capital. There is nothing being 

built for the parade, though one imagines many mil-
lions spent on junket trips and feasts in the capital 
for military brass. But the indirect costs of maintain-
ing a proud stock market and unassailable currency 
in the run-up to the event will have been at least 
USD 100 bln, given that currency defense is report-
edly costing at least USD 10 bln per day and that 
stock market purchases, reported to have been USD 
200 bln in July, can only be stepped up now to coun-
ter the natural downward tendency of the market. 

After this week, the government hopes that criminal 
penalties for selling and rewards for purchases will 
be sufficient to keep the Shanghai market from drop-
ping again. Currently, anticipating or gaming the 
government’s next moves has become the only im-
portant driver of A share values. If the government 
were really to end its control of the market, the index 
seems certain to fall back to its pre-2014 average in 
the 2500 region. If that is too great a loss of face for 
the authorities, the markets can only become window 
displays, with subdued trading activity.

What Bankers Say 
It seems that the great majority of resources in the 
financial system now are dedicated to the singular 
purpose of avoiding defaults that could further erode 
confidence in Chinese assets, operations, markets, 
and currency. In July, mid-tier and small banks, 

Parade practice in July | Photo: Agence France-Presse
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brokerages, fund managers, and insurance compa-
nies took roughly RMB 21 trn in total short-term 
loans from central government agencies and the Big 
Four commercial banks, up by about 30% from April. 
Despite this huge ramp-up in interbank lending, in 
August, monetary authorities again dropped both 
interest rates and the bank reserve ratio to make 
more money available for lending. And yet banks say 
they are lending less. The clear reason is that they 
are seeing sharp increases in their non-performing 
loan ratios and, to maintain their numbers at the 
quota level, they must pump more and more money 
into rollovers. All the new money is just churning 
through the system to meet maturing debt before it 
is reissued.

Loan officers consistently tell us that there are few 
qualified borrowers and that they themselves have 
become more risk-averse. Bankers say demand for 
foreign currency is up by about 30% this month but 
loans are flat. “We just do the low-risk loans, like 
discounting bank acceptances,” said one banker in 
Dongguan. “All the banks have rising levels of bad 
loans, so they have become very cautious about is-
suing new loans,” said a banker in Guangzhou. In 
Shenzhen, another said, “At the moment, there’s so 
much risk in the financial system that banks don't 
want to lend.”

Crisis or Slow Erosion?
Economic indicators across the board have been lag-
gard for some time, but the stock market decline and 
the near-miss debt crisis represent a decisive turn-
ing point. Despite universal expectations of a new 
stimulus, authorities are in crisis mode and have an-
nounced no new initiatives in the One Belt, One Road 
or the “international cities” infrastructure programs. 
There is little interest in the latest Five Year Plan. 
Who has time? The question now is whether crisis 
is indeed imminent or whether China instead faces 
a long, perhaps interminable grind-down of its de-
mand, spending, asset values, and economic prosper-
ity. That question has analysts beginning to explore 
the amount of Forex reserves China really has at its 

disposal to continue this level of asset and currency 
price support. As that reserve spend-down continues, 
very difficult choices on priorities will need to be 
made, or, even riskier, avoided.

It is uncontroversial that the Chinese property mar-
ket and industries across the board suffer from over-
capacity and that the raging commodities demand 
created by the real estate build-out must decline. 
Should demand for property and associated materi-
als and services return to the level of 2008, as seems 
reasonable, then steel and cement production will de-
cline by roughly one-third. Since this is a very plau-
sible scenario, the question is whether such a steep 
reduction will occur slowly, over a period of five or 
10 years, or suddenly, in conjunction with a financial 
crisis that will make it impossible for producers to 
access the credit that enables them to produce. 

Slow erosion will occur if China is able to maintain 
its current exchange rate, which will happen only 
by keeping domestic interest rates reasonably high 
and refusing to add more money to the monetary 
system via things like reverse repos. Only by keep-
ing the currency supply tight can China keep a lid on 
demand for foreign currency. But we can be certain, 
based on the long history of government interven-
tion to prop up building materials, that steel mills 
will not close until governments simply run out of 
the money to support them, and so allowing rates to 
rise and credit to become tighter seems unlikely.

More likely is that the government will continue its 
busy activities to put money into the interbank sys-
tem and make sure that everyone has cash on hand. 
That will put natural depreciation pressure on the 
currency and will accelerate capital flight.

The most important sign for determining whether 
the “crisis” scenario is unfolding is capital flight. I 
have previously given a rough estimate of USD 650 
bln in exiting capital over the 12 months from June 
2014 through June 2015, and China’s sales of U.S. 
Treasuries suggest that July and August saw a mini-
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mum of USD 100 bln in additional flight capital. The 
familiar argument, moreover, that people are not 
really carting out their money but that the reduction 
in reserves actually results from valuation changes 
does not hold water. Most of the estimate comes from 
looking at “missing” US-denominated trade sur-
pluses and the “errors and omissions” line in China’s 
national balance sheet.

Capital flight inexorably grows with the surfeit of 
Renminbi and the sense of instability domestically; 
no amount of administrative control can really end 
it. Indeed, the more visible the exertions of admin-
istrative control and intervention, the faster confi-
dence in the currency wanes. Wealth is very highly 
concentrated in China, and it would take just a few 
connected companies and individuals to move bil-
lions. Capital flight is also the one number that the 
Chinese authorities are unlikely to tolerate for long—
possibly not even much longer after the Victory Day 
parade. The Forex reserves are large, of course, but 
there are portions that are hard to liquidate: large 
shareholdings, for example, in shares of publicly 
traded Chinese banks, whose prices would collapse if 
the government sold out. 

In addition to capital flight, property prices and 
transaction volumes will be a key indicator of Chi-
nese distress. As investor confidence declines, selling 
pressure will begin pushing down prices, and prop-
erty markets that theretofore have hovered without 
change could begin a steep descent.

Should the government try to keep the supply of 
Renminbi reasonably tight by refraining from lend-
ing a lot of new money into the interbank market, 
then loans defaults are the likely outcome. The ac-
celerating buying of RMB for USD that are part of 
the capital flight process is itself constraining liquid-
ity in the domestic market.  Defaults of bank wealth 

management products and failures at small banks 
would be more harbingers of a pending crisis.

Two Kinds of Ugly
The grind-down scenario entails negative Chinese 
growth for at least five years if not more, a trajectory 
that has already begun and could continue, absent a 
crisis. As evidenced by the interviews with bankers 
and by a dozen key measures of underlying sluggish-
ness in the real economy, stimulus no longer works. 

A financial crisis would necessitate a quick currency 
depreciation of at least 10-15%, enough to make 
buying USD and moving money over the border 
seem unattractive. A depreciation of that magnitude 
would immediately impact currencies across emerg-
ing markets, from the peso to the real to the baht 
and rupiah. Even with a relative depreciation, China 
seems unlikely to raise its share of international 
trade: underneath statistics heavily adulterated by 
flows of hot money that conveniently use the trade 
accounts, China probably has maximized its share of 
the low end of world exports. Exporters may improve 
margins, but they are unlikely to increase volumes. 
The ruder shock to world economies will be the fall-
ing demand for commodities; once Chinese marginal 
demand falls back to pre-expansion levels, the world 
may find that it is consuming only as much crude oil, 
iron ore, copper, and other commodities as it was in 
about 2007.  

And in considering that possibility, we can fairly 
ask what impact the quadrupling of some commod-
ity prices driven by Chinese demand has had on the 
growth of other developed and emerging economies, 
one and all unable to fund the levels of investment-
driven growth China has. And then consider that 
there might well be some substantial boost to 
growth in other parts of the world from a slowdown 
in China’s.
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Foreign direct investment into China has grown 
moderately this year, by 8% year to date, but 

most countries have shown decline. Hong Kong is 
always the most reliable supplier of FDI to China, 
as Chinese money can most conveniently round trip 
there, and Hong Kong FDI rose 14% through July, to 
USD 5.8 bln, according to the Ministry of Commerce. 
The United Kingdom saw mild growth, at 3% YTD 
through July. But the real growth engine was France. 

French direct investment in China has risen by 80% 
this year through July, to USD 150 mln.

The sharpest decline in FDI came from the U.S., for 
which USD 190 mln in FDI has been reported, down 
by 29% compared with the same period in 2014. Ja-
pan showed a 24% declines, to USD 130 mln for the 
first seven months.

Data Matters

French Investment Growth
Country Hong Kong Taiwan Japan U.S. Singapore

January 43% -29% 3% -62% -21%

February 4% 13% -32% 2% -41%

March 9% -13% -7% -60% -32%

April 16% -29% 5% 34% 20%

May 2% -12% -15% -58% 244%

June 14% -48% -47% -61% -35%

July 6% -9% -70% 171% 1%

YTD Growth 14% -22% -24% -29% -4%

YTD Total in 
USD mln 5,830 300 130 190 740

Country Singapore South Korea U.K. Germany France

January -21% 65% 35% 0% 0%

February -41% -21% -26% -30% 0%

March -32% -6% 167% -20% 0%

April 20% -21% 142% 8% -90%

May 244% -46% -84% -57% 2000%

June -35% -27% -55% -8% -62%

July 1% 142% 900% -70% 0%

YTD Growth -4% -8% 3% -8% 80%

YTD Total in 
USD mln 740 290 100 30 150

Source: Ministry of Commerce



Anne Stevenson-Yang     +852 2534 7405     anne@jcapitalresearch.com 7

August 31, 2015

  September Trips
Property Completions: 
Elevators, Ceramics, and 
Copper Demand
Shunde, Guangzhou, 

Hangzhou, Wuhan. We will focus on declining 
completions and the demand for the late cycle building 
materials like elevators, ceramics and copper.  We will 
visit south, east and central China.  We will meet with 
property developers, distributors, agents and producers 
of equipment to understand what is happening with 
orders and sales in the peak construction period.  For 
copper we will speak with traders and processors of 
copper to get an understanding of the end demand for 
copper this year.
‣   Led by Tim Murray, September 14-16.

Coal Supply
Baotou, Ordos, Taiyan. Poor demand and oversupply 
of coal in China has pushed down demand and volume 
of seaborne thermal and metallurgical coal.  We aim to 
understand the Chinese domestic supply response and 
the outlook for demand.  

We will first visit the key coal mining areas of Baotou 
and Ordos in Inner Mongolia to look at supply response. 

We will then visit the core coal mining region of 
Shanxi and visit met coal miners and coke processors.  

We want to find out what is driving coking exports 
and how miners are eking out marginal profits from met 
coal. Susannah Kroeber, commodities analyst, will lead 
the trip.
‣   Led by Susannah Kroeber, September 16-18.

Finance: How Deep Are the Stresses?
Hebei, Shanghai, Shenzhen. Meetings with 
brokerages, banks, shadow banks, and LGFVs to 
understand current credit conditions and stresses on the 
currency.

‣   Led by Anne Stevenson-Yang, September 21-25.

  October Trips
E-Commerce
Hangzhou, Wuhan, Tianjin. We will be taking clients to 
take a closer look at the e-commerce ecosystem to have 
an update on profitability level, revenue overstatement 
and what the real businesses of these players actually 
are.
‣   Led by Anne Stevenson-Yang, October 12-15.

Thermal Coal
Ordos, Xian, Tianjin. This trip aims to understand the 
current state of thermal coal mining and imports in 
China.  We will visit the key mining areas of Ordos, Inner 
Mongolia and Xian, Shaanxi and the key trading port of 
Tianjin.  We will visit miners, traders, power companies 
and importers.  
‣   Led by Susannah Kroeber, October 19-21.

Methanol and Olefins
Inner Mongolia, Shandong, Zhejiang. China is the key 
growth market for methanol and olefins.  We will look 
closely at how Chinese domestic production of these 
key petrochemicals is displacing imports.  We will visit 
companies that operate or are planning coal to olefins 
projects.  We will also visit methanol to olefins projects 
in coastal China that are using imported feedstock.  
‣   Led by Tim Murray, October 26-28.

  November Trips
Infrastructure
Urumuqi, Chongqing, Tianjin. China has announced 
enormous infrastructure spending over the last 9 
months.  We are yet to see a substantial increase in new 
infrastructure projects.  We will visit Chongqing where 
there are new projects, Urumuqi where there should 
be OBOR projecs and Tianjin to see how much of the 
RMB 42 trillion is signed up and ready to go.  Financing 
of infrastructure has been slow.   We will check actual 
progress on infrastructure projects as we expect finance 
to projects to improve dramatically by Q4 2015. 
‣   November 2-5.

UPCOMING 
J CAP 
EVENTS
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8

Political Power Struggles
Beijing, Guangzhou, Hong Kong. We will explore the 
current state of the anti-corruption campaign, SOE 
reform, and proposals for structural change. 
‣   Led by Anne Stevenson-Yang, November 10-14.

  Please email Brian Emanuelson (brian@jcapitalresearch.
com) if you’d like to see a preliminary agenda for any of 
the listed trips, or share with us any trip bespoke ideas 
you might be thinking about.
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