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ChinaRisksBeingNextProperty-BubbleBlowUp
BEIJING

A RECENT DECLINE in Chi-
nese real-estate prices is
starting to shake confi-

dence in the country’s eco-
nomic vitality and open a de-
bate about whether the
country’s economy is over-lev-
eraged. That’s what made the
real-estate bubble’s aftermath
so painful for the U.S. and Ja-
pan.

Just two months ago, China
expert Nicholas Lardy dis-
missed concerns about what he
labeled a “so-called property
bubble” during a conference at
the Peterson Institute for In-
ternational Economics in
Washington.

Now, he says a housing
downturn could produce a
“major, major economic cor-
rection” in China.

What changed? A growing
realization that much of
China’s massive stimulus
spending and lending of 2009
and 2010 ended up in land pur-
chases, driving up prices in an
unsustainable fashion. And a
recognition that the Chinese
economic system routinely
produces bubbles and is un-
likely to change any time soon.

The government keeps bank
deposit rates well below the
rate of inflation to benefit
state-owned banks and other
firms, which have the political
power to defend the status quo.

With few financial alternatives
to beat inflation, Chinese savers
buy real estate, even if supply
soars ahead of demand.

D URING THE NEXT three to
five years, says UBS
economist Wang Tao,

prices are bound to head
sharply upward again because
of the paucity of alternative in-
vestments for Chinese savers
and the reliance of local gov-
ernments on land sales for rev-

enue. At some point, she fig-
ures, the boom could give way
to a bust.

Mr. Lardy expects the cycle
to play out more quickly. A
number of events could trigger
a big selloff, including a sharp
rise in interest rates.

Estimates of how badly the
economy could be damaged by
a real-estate slump reflect dif-
ferent views of the structure of
the Chinese economy.

The strength of the real-es-

tate market directly affects the
construction, steel, concrete,
power and appliance indus-
tries. In all, about 50% of
China’s GDP is linked to the
fate of its real-estate market,
says Standard Chartered econ-
omist Stephen Green.

Mr. Green said a downturn
wouldn’t be as devastating as
the burst bubbles in the U.S.
and Japan. In those cases, fall-
ing real-estate prices caused
bad debt to mushroom and

cripple the banking industry.
However, in China, far fewer

consumers use debt to buy
homes.

O THER ANALYSTS SAY there
are many more lever-
aged purchases of real

estate than recognized in the
official statistics.

To fight the global down-
turn, Chinese state-owned
banks loaned about $3 trillion
mostly to giant state-owned
enterprises. The money was
reported to have largely fi-
nanced infrastructure projects.

But many of the loans
wound up financing real-estate
purchases instead, said Deng
Yongheng, director of the In-
stitute of Real Estate Studies
at the National University of
Singapore.

Prices at auctions for resi-
dential land in eight major cit-
ies doubled in 2009 largely be-
cause of highly leveraged
purchases by state-owned com-
panies, he and three co-au-
thors calculate. In March 2010,
state-owned companies bid up
the price of one piece of Bei-
jing land to 10 times the ask-
ing price, according to one an-
alyst.

The magnitude of the lever-
aged purchases is hard to
gauge. One indication: Shortly
after the Beijing land sale, the
Chinese agency that oversees

state-owned companies, or-
dered 78 firms—whose char-
ters had nothing to do with
real estate—to cease buying
and selling property. Nearly a
year later, in February 2011,
state-owned Xinhua news
agency reported that just 14
firms had left the business and
another 20 were expected to
get out later in the year.

A spokesman for the agency
said that the firms needed
time to finish their projects.

Over the past year, Beijing
has put in place measures to
temper real-estate sales, includ-
ing raising the minimum down-
payment for mortgages on sec-
ond homes to 60% and enacting
China’s first property tax.

But few expect the anti-bub-
ble measures to last, given
concern by the government
and Communist Party about
sustaining growth, which they
see as a key to social stability.

Charlene Chu, a Fitch Rat-
ings Service analyst in Beijing,
said state-owned firms have
taken on heavy real-estate
debt. Thus a sharp fall in
prices would produce a raft of
nonperforming loans and
“would have an outsized im-
pact on Chinese banks.”

In other words, a real-estate
collapse could lead to a bank-
ing crisis—the kind of woes
that have undermined the U.S.
and Japan.

Sources: Kazuo Ueda, Tokyo University (original analysis and methodology; China and Japan data); Robert J. Shiller, Irrational Exuberance (U.S. data)

When Real-Estate Prices Soar
How China’s current property-price cycle compares with the Japan’s boom that peaked in 1990 and the
U.S. cycle that peaked in 2006.

Property prices
Measured as a percentage of level at peak:
peak=100%

Prices relative to national income
Change from ratio at start of each cycle; the
higher the value the more the growth of prices
outpaces that of the economy
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enough to get growth back on
track, economists say. Central-
bank efforts have boosted finan-
cial markets in the short term—
raising stock prices and
significantly lowering interest
rates—but they have been un-
able to push people and govern-
ments to whittle down debt.

Quite the opposite has been
the case. The lowered cost of
borrowing has enabled individu-
als and governments to delay
taking measures to change the
way they spend and save.

Given the difficulties of pay-
ing down debt, “you have to get
comfortable with the idea that
it’s going to take a long time for
the markets to adjust and the
economy to get back on solid
footing,” says Tom Luster, direc-
tor of investment-grade-bond re-
search at Eaton Vance Invest-
ment Managers.

Carmen Reinhart, a senior fel-
low at the Peterson Institute for
International Economics, has
said that the experience of past
financial crises suggests the un-
winding of debt on average takes
seven years, with debt ratios not
coming down significantly until
three years after a crisis.

“The issue with debt is you
can’t get rid of it quickly and
you can’t get rid of it nicely,”
Ms. Reinhart says.

Ms. Reinhart looked at 15
post-World War II financial cri-
ses and found that seven in-
volved a double-dip back into re-
cession. She says the current
economic weakness highlights a
feature of the post-financial-cri-
sis landscape that investors and

ContinuedfromPageOne

businesses need to become ac-
customed to: “The ability to ab-
sorb shocks that you normally
could withstand…is much more
limited,” she says.

“If your household is already
feeling the weight of an under-
water mortgage…you’re going to
feel differently about adding
more debt to absorb the cost of
gas,” Ms. Reinhart says.

Since the autumn of 2008
there have been repeated at-
tempts by central banks and

governments to cushion the
blow of the debt-cutting process.
In the U.S., efforts included the
Fed’s first round of so-called
quantitative easing, in which the
Fed essentially printed money
through purchases of more than
$1 trillion of mortgage-backed
securities. There have been mul-
tiple rounds of stimulus by the
federal government. The Euro-
pean Central Bank, along with
the Bank of England, also em-
ployed quantitative easing.

This week the Fed is set to
end its second round of quanti-
tative easing, known as “QE2,”
which pumped $600 billion into
the financial markets since last
autumn. All told, the Fed has
flooded the markets with
roughly $2 trillion since August
2008.

Yet U.S. consumers have 37%
more credit-card, auto and other
nonmortgage debt than a decade
ago, before adjusting for infla-
tion, according to the Fed. That
is down 6% from its peak of $2.6
trillion hit in September 2008,
but most of that decline took
place within the first 12 months.
Over the past year, consumer
credit has been essentially flat
at around $2.4 trillion.

The news is especially grim
when it comes to mortgage debt.
Nearly 23% of mortgages are un-
derwater, according to data com-
piled by J.P. Morgan Chase.
Meanwhile, there is still more
mortgage debt outstanding than
there was five years ago, roughly
$9.9 trillion, according to the
Fed. The result is consumers
find it harder to tap home-equity
credit lines or sell their houses.

Pumping money into the fi-
nancial system “doesn’t stop the
need for the private sector to
heal itself,” says Dominic Wilson,
chief global-markets economist
at Goldman Sachs Group Inc.
“We’re still facing the headwinds
of an economy that is struggling
to get on its feet without stimu-
lus.”

On the fiscal front, the out-
look is worsening. The U.S. gov-
ernment debt-to-GDP ratio will
hit 100% this year, up from 62%

in 2007, according to the IMF
The core of Europe is seeing

fiscal balances worsening as
well. Germany’s debt-to-GDP ra-
tio is expected to be 80% this
year, up from 65% in 2008.
France will reach 88%, up from
64%, according to the IMF.

The Congressional Budget Of-
fice last week forecast that the
amount of government debt will
reach its highest point relative
to the size of the economy since
just after World War II.

This environment is a stark
contrast to the so-called “Great
Moderation” of the late 1980s
and 1990s when economic ups
and downs were shallower. That
economic resiliency “had a lot to
do with increased ability to ac-
cess the credit markets,” says
Jason DeSena Trennert, chief in-
vestment strategist at Strategas
Research Partners. “Without the
benefits of that cushion…the vol-
atility of economic growth is go-
ing to be greater.”

The uneven economic per-

formance is translating into fre-
quent sharp reversals of senti-
ment in markets. Goldman’s Mr.
Wilson says it is most evident in
the short-term bond markets.

“It’s definitely a start-and-
stop flavor for the markets,”
says Mr. Wilson.

Another effect is that interest
rates could stay exceptionally
low for much longer than would
usually be the case, says former
World Bank official and author
Liaquat Ahamed, whose book
Lords of Finance examined mon-
etary policy in the 1920s and
1930s. He notes rates have been
essentially zero in Japan since
1995 and that during the Great
Depression, the Federal Reserve
cut the discount rate to below
2% in 1934 and it held at those
levels until the mid-1950s.

History shows “that when
people have borrowed too much,
they stop borrowing and interest
rates stay very low for a very
long time,” he says. “So you can
forget about investing in bonds.”

Debt of Nations and Consumers Hamstrings Global Recovery
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Rep. Paul Ryan is a congress-
man from Wisconsin. In some
editions Saturday, a U.S. News
article about a House vote on
Libya policy incorrectly identi-
fied Mr. Ryan as a representative
from Ohio.

CORRECTIONS 
AMPLIFICATIONS

Readers can alert The Wall Street
Journal to any errors in news articles

by emailing wsjcontact@wsj.com or by
calling 888-410-2667.

Sources: Strategas Research Partners, Federal Reserve, BEA; Banco de Espana;
Agence France Tresor; Deutsche Bundesbank

Note: Seasonally adjusted

MaxedOut
Consumerand government debt has remained high since the financial crisis
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The 2011 Jaguar XF Premium fuses sports-car styling and power with the refinement and space of a luxury sedan. The advanced interior styling
and dynamic ride give new meaning to the term sporting luxury. And every XF Premium comes exceptionally equipped with standard luxuries
like a Blind Spot Monitor, front and rear park sensors with rear camera, Navigation System, Bi-Xenon™ headlamps and 3-stage active ventilated
heated and cooled front seats. See how Jaguar outperforms the competition during the Exceptional Performance Sales Drive.

“A MODERN INTERPRETATION YET AN INSTANT CLASSIC.” CAR CONNECTION

» Visit your local Jaguar dealer or JaguarPerforms.com to learn more.

2011 XF PREMIUM

$599»
39-MONTH LEASE*
$3,995 + TAX, TITLE AND FEES
$0 SECUR IT Y DEPOS I T
BASED ON $56,500 MSRP* * *

PER
MONTH 0%

UP TO 60 MONTHS* *

APR

For well-qualified buyers as determined by approved lender. Dealer determines price. Residency restrictions apply. Take new retail delivery from dealer stock by 06/30/11. See your participating Jaguar dealer for complete details,
visit JAGUARUSA.COM or call 1.800.4.JAGUAR. *2011 Jaguar XF Premium $3,995 due at signing includes $2,601 down, $0 security deposit, $795 acquisition fee and first month’s payment; excludes dealer fees, taxes, title and registration fees.
Actual rates and payments may vary. Lessee responsible for excess wear and mileage over 32,500miles at $0.30/mile. Lessee has option to purchase vehicle at lease end at price negotiated with dealer and approved lender at signing.
**2011 Jaguar XF, XF Premium, XF Supercharged and XFR. 0.0% APR for 60months at $16.67 per month per $1,000 financed regardless of amount of down payment. No down payment required. Jaguar or approved lender may rescind or
amend this offer without notice. ***MSRP excludes destination/handling, tax, title, license, dealer fees and optional equipment. Dealer terms and vehicle availability may vary. ©2011 JAGUAR LAND ROVER NORTH AMERICA, LLC
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