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Over the long run, the Chinese economy is facing two key challeng-
es: declining potential growth and a deteriorating external environ-
ment. Our growth potential model suggests China’s GDP growth is
likely to average between +3.8% and +4.9% over the coming dec-
ade (after +7.6% in the 2010s), due to declining labor supply and
slowing productivity and capital investment. Meanwhile, China is
also bracing for a long-term standoff with the U.S., which is currently
its top export destination and the most innovative country at the
global level. Looser economic ties with the U.S. will thus pose addi-
tional risks to China’s slowing economy.

In this context, the “dual circulation” strategy is likely to take center
stage in China’s 14th five-year plan as a way towards more sustain-
able growth, making the country less reliant on factors outside of its
control. First introduced by President Xi Jinping in May 2020, this
strategy prioritizes “domestic circulation” (increasing domestic de-
mand and lowering dependence on foreign inputs), while
“international circulation” (maintaining export market shares and
liberalizing capital flows) works as a complement. While rebalanc-
ing towards domestic demand is not a new principle in China’s eco-
nomic planning, China will aim in the long run to use domestic pro-
duction to provide for increasing domestic demand, rather than
imports.

Taiwan, Malaysia, Singapore, Thailand and Chile are set to incur
the most potential losses in the medium run as China moves to-
wards industrial autonomy. Conversely, goods from the U.S., Japan
and Germany are exposed to very limited risk of being substituted
by Chinese goods in the medium term, thanks to their technological
advancement. Losses for the Eurozone overall could amount to up
to 0.9% of GDP in the medium run, with machinery & equipment,
construction, agrifood and electronics the most exposed sectors.

China is likely to increase direct investment into innovating emerg-
ing economies, such as the electronics sector in Indonesia, Indig,
Thailand, Mexico and Chile. Chinese outward investment has
slowed but not stopped in the past years, and the Belt and Road
Initiative remains part of Chinese authorities’ long term vision. Im-
plementation challenges (e.g. related to financial risks) mean that
Chinese policymakers are likely to aim for outward direct invest-
ment to be more disciplined around national economic targets (e.g.
industrial autonomy).

Long-term risks include rising debt, zombification and slow techno-
logical advancement. China’s R&D spending relies far more on gov-
ernment funding compared to the U.S,, Japan and Germany. Strong
government intervention could risk leading to overcapacity issues
and resource misallocation towards the overall less profitable and
less innovative state-owned enterprises.
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China's average growth over the coming decade,
compared to 7.6% in the 2010s.
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EXTERNAL HARDSHIPS

The fifth plenum of China’s Communist
Party Central Committee draws to a
close on 29 October 2020 after four
days of discussions partly focused on
the 14th five-year plan, which will de-
fine the economic policies and targets
for 2021-2025. The details will be fina-
lized and made public in March 2021
but we expect the “dual circulation”
strateqy, first introduced by President Xi
Jinping in May 2020, to take center
stage. This strategy aims to respond to
two key challenges that China is facing
in the long term: declining potential
growth and a deteriorating external
environment.

Figure 1: China GDP - actual growth, forecasts and potential growth

estimates
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Sources: . China National Bureau of Statistics, IMF, Euler Hermes, Allianz Research

The Chinese economy has been on a
declining trend over the past decade,
with GDP growth averaging +7.6% in
the 2010s, compared to +10.3% in the
2000s. The downward trend is likely to
continue in the coming years as China
deals with structural issues, including
capital misallocation, overcapacity and
an aging population. However, policy
measures such as reducing debt levels
(of firms and local governments),
boosting labor mobility and human
capital and upgrading the manufactu-
ring base should help cushion the de-
cline in China’s capital and productivity
growth. As such, using our proprietary

model for potential growth, we have
devised two scenarios, with (1) suc-
cessful structural reforms and (2) no or
unsuccessful structural reforms (see
Figure 1). In both scenarios, the nega-
tive contribution of the labor supply will
deepen as a result of the aging popula-
tion and expected low fertility rates.
Capital growth and productivity growth
are set to decline less in scenario (1).
Overall, potential growth over 2021-
2030 should average +4.9% in scenario
(1) and +3.8% in scenario (2) (see Fi-
gure 2).

Figure 2: China potential growth estimates and breakdown

Sources: : China National Bureau of Statistics, IME, Euler Hermes, Allianz Research



Figure 3: Share (%) of surveyed who have an unfavorable view of China
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Meanwhile, China is also facing a dete-
riorating external environment, which
began with trade tensions with the U.S
in 2017. Since then, these tensions have
spread into technology, financial, me-
dia and geopolitical areas. Surveys
conducted by the American Chamber
of Commerce in China show that 37%
of respondents were planning no fur-
ther investment or declining investment
in their China operations in 2020, com-

pared with just 16% in 2013. This likely
protracted standoff could result in loos-
er economic ties in the coming years
with the U.S., which is currently China’s
top export destination and the most
innovative country at the global level
(considering R&D spending and patent
applications). The Chinese leadership
aims to prepare a sustainable response
to this long-lasting change, as the Polit-
buro meeting in August used the ex-
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France

pression of “protracted war” to describe
the problems the country is facing. Be-
yond the U.S, China’s external environ-
ment overall is also turning less favora-
ble, with a survey conducted in summer
2020 showing that the public percep-
tion of China has starkly deteriorated in
developed countries (see Figure 3).
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A MORE INWARD-LOOKING
GROWTH MODEL

The domestic and international con-
text, coupled with vulnerabilities unco-
vered by the ongoing Covid-19 pande-
mic, has prompted the Chinese lea-
dership to rethink the country’s econo-
mic growth strategy. The dual circulo-
tion strategy hinges on a model where
“domestic circulation” is the focus and
“international circulation” works as a
complement. The rationale is to esto-
blish more sustainable growth in the
long run, making China less reliant on
factors outside of its control.

More precisely, domestic circulation
implies targets and reforms on both the
demand and supply sides of the
Chinese economy. On the demand side,
the aim is to capture consumer spen-
ding domestically and to increase in-
vestment in specific types of infrastruc-
ture (e.g. related to environmental pro-
tection, digitalization, internet of things,
etc.). On the supply side, the aim is to
encourage Chinese industrial firms to
become less dependent on foreign sup-
plies and inputs.

Meanwhile, international circulation
means that China will continue to pro-
mote external flows of goods and capi-
tal. Exports should remain an additio-
nal driver of growth (and China has
been winning export market share this
year). Reforms to liberalize the capital

6

account will keep going as China aims
to attract foreign investment and dee-
pen its capital markets.

It is important to point out that the prin-
ciples behind the dual circulation stra-
tegy are not entirely new for China. The
country has been aiming to rebalance
its economy towards the domestic mar-
ket for well over a decade - the Global
Financial Crisis (GFC) having been the
trigger for such a change. As in-
vestment and consumption grew faster
(+8.7% and +12.0%, respectively, in real
terms on average over 2009-2019), the
share of exports in total GDP declined
from 35% in 2008 to 24% in 2019. In the
meantime, the share of imports in total
GDP has been relatively stable over the
past decade, hovering between 22%
and 25% over 2009-2019. This means
that the rest of the world has benefited
from China’s economic rebalancing
and comparatively higher regime of
growth.

What is now different compared to the
post-GFC rebalancing is that China will
aim in the long run to use domestic pro-
duction to provide for increasing do-
mestic demand, rather than imports.
Such a strategy change has actually
been in the works since 2015, when
authorities introduced the Made in Chi-
na 2025 program. Its aim was to up-
grade China’s manufacturing base and
allow some key sectors to become
more autonomous, i.e. less reliant on
foreign inputs. While Made in China
2025 in its exact form is not mentioned
by Chinese authorities anymore (being
a point of tension with the US), the
principles of indigenous technology
and industrial autonomy live on with
the dual circulation strategy. This new
thrust towards self-sufficiency will hap-
pen at the expense of China’s current
trading partners.
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Figure 4: China’s dual circulation strategy

DOMESTIC CIRCULATION

Targets and reforms:
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Which economies would particularly
suffer as China moves toward autono-
my? To gauge this we start by looking
at countries’ exposure to China not
simply in terms of trade, but in terms of
value-added actually contributed into
China’s domestic final demand (i.e. fi-
nal goods or services purchased by
domestic households, government and
business investment). We find that
foreign value-added contributes to 14%
of China’s total final demand, out of
which the US. (2.1%), Japan (1.3%),
South Korea (1.0%), Germany (0.9%)
and Taiwan (0.7%) are the top five con-
tributors. These numbers may suggest a
relatively small exposure of China to
foreign value-added and technology,
but they are aggregates that mask
strong disparities across sectors. For
example, 44.8% of domestic final de-
mand in China’s electronics sector con-
sists of foreign value-added, in which
South Koreaq, Taiwan and Japan are the
top contributors (see Figure 5).

ARE SET TO
INCUR THE MOST POTENTIAL
LOSSES IN THE MEDIUM RUN

To estimate China’s trading partners’
substitution vulnerability in each sector,
we analyze the innovation potential
and distance to technology frontier of
each economy. More precisely, we look
at the number of patent applications
and we assume that a country’s market
share in a sector in China is vulnerable
when it has filed consistently fewer pa-
tents than China over the past ten
years. While such a measure for inno-
vation potential has some drawbacks,
we consciously chose the data on pa-
tent applications filed under the Patent
Cooperation Treaty! to partly correct
for patent quality issues. Furthermore,
the number of patents filed also re-
flects China’s sectoral priorities in terms
of a technology catch-up. Figure 6
shows that the U.S, Japan and Germa-
ny are featured among the top three
countries with the most patent applica-
tions filed in almost all sectors.

As a result, according to our methodo-
logy, the U.S, Japan and Germany are
exposed to very limited risk of being
substituted by Chinese technology and
goods in the medium term (see Figure
7). Conversely, Taiwan, Malaysia, Sin-
gapore, Thailand and Chile are the five
economies most at risk of losing market
share in China as it moves towards in-
dustrial autonomy, with losses in the
medium run of up to 10.3%, 6.5%, 5.6%,
5.1% and 5.0% of GDP? respectively.
Losses for the Eurozone could amount
to up to 0.9% of GDP in the medium run,
with machinery & equipment, construc-
tion, agrifood and electronics the most
exposed sectors. The most exposed
countries in the area are Slovakia (1.9%
of GDP at risk in the medium run), Ire-
laond (1.8%), Malta (1.6%), Finland
(1.4%) and Austria (1.4%).

! The treaty makes it possible to seek patent protection for an invention simultaneously in a large number of countries (more than 145 contracting states) by filing a single “international” patent

application.

% These numbers can be seen as the maximum share of GDP lost in the medium run as a result of China’s industrial autonomy. More precisely, we calculate them for each sector by assuming that
an economy’s value-added contributed into China’s final demand in a given sector falls to 0 when it has persistently filed fewer patents in that sector than China over the past ten years.



Figure 5: Contributors to China’s domestic final demand, by sector
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o . Share of domestic #1 foreign value- #2 foreign value- #3 foreign value-
% of China's final demand ) } i
value-added added contributor added contributor added contributor
Electronics 55.2 South Korea 92 Taiwan 83 Japan 51
Transport Equipment 67.6 us. 129 France 3.6 Germany 25
Paper 721 us. 52 Canada 18 Japan 17
Automotive manufacturers 754 Germany 41 Japan 35 us. 35
Machinery & Equipment 765 Japan 35 us. 26 Germany 24
Chemicals & Pharmaceuticals 784 us. 30 Japan 17 Germany 13
Transport 80.2 us. 32 Japan 14 Hong Kong 10
Household Equipment 80.8 us. 23 Japan 17 India 13
Metals 80.8 us. 21 Australia 20 Japan 15
Energy 811 Saudi Arabia 2.0 Russia 15 us. 11
Software & IT services 839 us. 24 India 22 | South Korea 13
Retail 845 us. 33 Japan 17 Germany 10
Textile 859 us. 13 | South Korea 10 Japan 09
Commodities 875 us. 13 Australia 09 | SaudiArabia 08
Agrifood 89.3 us. 18 Brazil 11 Australia 0.5
Construction 90.0 us. 11 Japan 08 | South Korea 0.7
Computers & Telecom 90.5 us. 14 | South Korea 0.7 Taiwan 0.7
Sources; OECD, Euler Hermes, Allianz Research
Figure 6: Patent applications filed under the Patent Cooperation Treaty, by sector
. #1 patent #2 patent #3 patent #4 patent #5 patent
% of world total L L o L L
applications filed applications filed applications filed applications filed applications filed

Electronics us. 267 Japan 197 China 196 | South Korea 7.0 Germany 57
Transport Equipment usSs. 180 China 119 Japan 112 Germany 112 France 79
Paper us. 211 Japan 184 Germany 146 France 52 Finland 50
Automotive manufacturers Japan 310 Germany 232 us. 134 France 71 China 46
Machinery & Equipment Japan 231 us. 195 Germany 129 China 108 | South Korea 56
Chemicals & Pharmaceuticals us. 291 Japan 194 Germany 98 China 68 | South Korea 51
Household Equipment us. 335 Japan 158 Germany 72 China 63 | South Korea 53
Metals Japan 230 us. 175 Germany 139 China 73 | South Korea 59
Energy us. 397 Japan 72 Germany 63 China 49 France 49
Software & IT services us. 402 Japan 121 China 112 | South Korea 102 UK 29
Textile us. 316 Japan 160 | South Korea 81 China 73 Germany 61
Agrifood us. 220 Japan 156 China 108 | South Korea 55| Switzerland 54
Construction us. 327 Japan 136 Germany 74 China 63 | South Korea 58

Sources: OECD, Euler Hermes, Allianz Research

Figure 7: Share of GDP (%) at risk in the medium term due to China’s industrial autonomy drive (G20 countries and large emerging economies)
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While China’s ultimate industrial auto-
nomy will be detrimental to the rest of
the world, the dual circulation strategy
could have positive implications before
China reaches that target. Indeed, as
China aims to upgrade its manufactu-
ring base and improve productivity,
firms may look abroad in order to ac-
quire technology. This is in part the rea-
son why China’s outward direct in-
vestment has increased so much in re-
cent years, in particular in Europe and
North America (see Figure 8), where
innovation-leading countries at the
global level are located. However, as
the U.S. and the EU aim to protect local
technology, scrutiny over foreign acqui-

Figure 8: Outstanding outward foreign direct investment from China,
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Sources: : Ministry of Commerce of China, Fuler Hermes, Allianz Research
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TO ATTRACT CHINESE
INVESTMENT

sitions has increased in recent years.
Along with domestic regulation in order
to control capital outflows in the wake
of the currency scares in 2015-16, this is
why China’s outward foreign direct in-
vestment has slowed overall in the past
few years.

However, it has not stopped, and the
Belt and Road Initiative remains part of
Chinese authorities’ long term vision.
Indeed, it has been discussed at the
fifth plenum of China’s Communist Par-
ty Central Committee. That said, given
implementation challenges since it was
first introduced in late 2013 (related to
financial, legal and political risks),
Chinese policymakers are likely to aim

for outward direct investment to be
more disciplined around national
economic targets. In particular, in-
vestment that helps advance the coun-
try’s industrial autonomy is likely to be
encouraged. As such, we looked into
which economies have exhibited the
most dynamism in terms of innovation
(patent filings) in the electronics sector,
which is currently the sector in which
China relies the most on foreign value-
added. Outside G7 countries, which are
likely to scrutinize more investment
from Ching, Figure 9 suggests that Chi-
na could increase direct investment into
Indonesia, India, Thailand, Mexico and
Chile.

Figure 9: Innovation (index of number and dynamic of patent filings,

electronics sector) vs. direct investment from China (total)
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RISING DEBT,
ZOMBIFICATION, SLOW
TECHNOLOGICAL ADVANCEMENT

Figure 10: R&D spending breakdown in 2018
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Figure 11: China total debt breakdown (% of GDP)
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China’'s  R&D spending has been
growing very rapidly, reaching 2.2% of
GDP in 2019 compared with 1.4% in
2008. This is also already slightly higher
than the level in the EU, although still
falling short compared with the global
innovation leaders (the U.S,, Japan and
Germany). Another important diffe-
rence is that a larger share of R&D is
carried out through public spending in
China, amounting to 41% of the total in
2018, compared with 23%, 15% and
28% in the US, Japan and Germany,
respectively (see Figure 10).

This structure of R&D spending in China
means that policy mistakes could
create long-term risks of accelerating
debt, zombification in some sectors,
and slow technological advancements.

Total debt: 279% of GDP in Q1 2020
Shadow banking, 23%

Bonds, equities, 33%

Bank loans: State companies, 62%

Bank loans: Private companies, 46%

Bank loans: Households, 57%

Government, 58%

Sources: . BIS PBOC National Bureau of Statistics of China, Ministry of Finance of

China, Euler Hermes, Allianz Research

First, R&D financing could become in-
creasingly difficult, as public debt is al-
ready high. As of Q1 2020, we estimate
that government and state-owned en-
terprises’ debt amounted in total to
120% of GDP (see Figure 11). This ratio
is only set to increase in the coming
years (particularly for government
debt) as fiscal support is still necessary
to help the economy sustainably
emerge from the Covid-19 induced
economic crisis, and the government
needs resources to implement other
long-term reforms (infrastructure in-
vestment, urbanization, social welfare
system expansion, etc.).

Second, a strong involvement of the
government in the development of a
sector could risk leading to resource

misallocation, overcapacity and zombi-
fication issues. This is a problem that
China had encountered in the early
2010s in the solar panel industry. Heavy
subsidies and tax incentives could lead
to artificially maintaining an unprofi-
table company alive for longer than
would be advised.

Finally, government funding of R&D
could be biased towards state-owned
enterprises (SOEs). This could be a hur-
dle against China’s technological ad-
vancement as SOEs tend to be less pro-
ductive and profitable than private
firms3, and there is also evidence that
they produce research of lower quality
compared with private firms*.

3In 2016, return on asset of private industrial firms stood at 10.6%, compared with just 3% for SOEs according to “The state strikes back: the end of economic reform in China?”, N. Lardy (2019).
* For example, “Analysis on the enterprises’ innovation quality based on the patent value: a comparison between public and private enterprises in China”, D. Huang, H. Duan and G. Zhang (2020).
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uncertainties. Actual results, performance or events may differ materially from those expressed or implied in such forward -
looking statements.

Such deviations may arise due to, without limitation, (i) changes of the general economic conditions and competitive situa-
tion, particularly in the Allianz Group's core business and core markets, (ii) performance of financial markets (particularly
market volatility, liquidity and credit events), (iii) frequency and severity of insured loss events, including from natural ca-
tastrophes, and the development of loss expenses, (iv) mortality and morbidity levels and trends, (v) persistency levels, (vi)
particularly in the banking business, the extent of credit defaults, (vii) interest rate levels, (viii) currency exchange rates
including the EUR/USD exchange rate, (ix) changes in laws and regulations, including tax regulations, (x) the impact of
acquisitions, including related integration issues, and reorganization measures, and (xi) general competitive factors, in
each case on a local, regional, national and/or global basis. Many of these factors may be more likely to occur, or more
pronounced, as a result of terrorist activities and their consequences.

NO DUTY TO UPDATE

The company assumes no obligation to update any information or forward-looking statement contained herein, save for
any information required to be disclosed by law.
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