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When will China recover from the 
cyclical downturn? 

China's economy has been experiencing a structural slowdown, but 
what is causing concern now is that it is also slipping below its potential 
and undergoing a cyclical downturn. The faster deceleration in 
investment compared to consumption, along with weak CPI data, 
provides already evidence of China’s negative output gap. 

To assess empirically where China stands with its cycle, we use a model 
developed by Holston-Laubach-Williams (2023) to simultaneously 
estimate China’s output gap and natural interest rate. Our results show 
that China has been in a negative output gap since the second quarter 
of 2022, which briefly turned positive in the first quarter of 2023 when 
the economy opened following the zero-Covid policy, but has since 
declined further.  Moreover, our estimation of the cumulative output 
gap suggests that China has not yet fully recovered from the 
pandemic-related fall in activity. 

Related to China’s negative output gap is the rapid fall in the natural 
interest rate (or equilibrium interest rate), which is now significantly 
below the current real interest rate. This is mainly due to the stubbornly 
stagnant nominal interest rates, coupled with negative inflation. The 
fact that the real interest rate is higher than the natural rate points to a 
tight monetary environment in China these days leading to many 
market participants to call for substantial interest rate cuts.  

Against the backdrop, there are two possible scenarios down the road.  

If the PBoC moves quickly to substantially cut real interest rates in the 
current first quarter of 2024, it could bolster a swift cyclical recovery 
through the remainder of the year. To achieve this, the real interest rate 
needs to significantly decrease, either through a reduction in the 
nominal interest rate or a rise in inflation rate. However, increasing the 
inflation rate without support from a reduction in the nominal interest 
rate may not be easy. 

If the PBoC does not act as swiftly, given the low probability of a rapid 
inflation boost in the near term, the deflationary situation could 
prolong more than in previous episodes, adding challenges to the 
Chinese economy in 2024. 
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The Chinese economy experienced another slowdown in 2023, continuing a trend 
that began in 2010. This economic deceleration has been driven by structural factors 
such as growth convergence, an aging and shrinking working-age population, 
geopolitical tensions, and global supply chain fragmentation. However, the current 
rapid deceleration, coupled with stagnant PMI data, provides evidence of China’s 
negative output gap in the business cycle. 

Consumption remains resilient but investment sentiment continued to decline 

The first evidence to justify the cyclical downturn is the more rapid decline in 
investment compared to consumption. 

China's fixed asset investment has decelerated since the pandemic, with a year-on-
year (YoY) growth of 3% in 2023, compared to 5.4% YoY before the pandemic (Chart 1). 
This decline is largely due to the real estate investment slump, which has persisted 
since the Evergrande crisis, but many other sectors also followed suits. Manufacturing 
investment remained relatively strong, but the global competition amid the 
geopolitical tension poses challenges down the road. Our Natixis investment 
sentiment indicator indicates that investor confidence hit a new low at the beginning 
of 2024 (Chart 2). 

 

  

 
However, the investment collapse does not fully align with the consumption trend. 
China's consumption contributed 4.3 percentage points to the GDP in 2023, a 
significant increase from 2019 (3.48 percentage points) and the same as 2018 (4.3 
percentage points) (Chart 3). During the Chinese New Year in 2024, domestic travel 
saw a 34.3% increase from 2023 and a 19% increase from 2019, with total domestic 
travel spending reaching 632.7 billion RMB, up 47.3% from last year and 7.7% from 2019. 
Overseas travel also showed signs of recovery, with inbound and outbound trips 
during the holiday reaching nearly 90% of the 2019 level. In addition, box office 
revenue reached a record high of 8.02 billion RMB, marking increases of 18.5% and 
26.4% from last year, respectively (Chart 4).  
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The deflationary pressures 

Another indicator of the cyclical downturn is the deflationary pressure, showing 
weaker demand compared to supply. China's year-on-year (YoY) Consumer Price 
Index (CPI) has been in negative territory for four consecutive months since October 
2023 (Chart 5). In the meantime, the negative Producer Price Index (PPI) has been 
even more persistent, remaining negative since October 2022 (Chart 6).  

 

  

 

Quantifying China’s output gap and natural interest rate 

We use a model developed by Holston-Laubach-Williams (2023) to simultaneously 
estimate China’s output gap and natural interest rate. The findings (depicted in Chart 
7) first indicate that China's output gap shifted to negative territory from Q2 2022, 
briefly turning positive in Q1 2023 when the economy initially opened following the 
zero-Covid policy. However, it reverted to negative for the subsequent three quarters, 
suggesting that China has been experiencing a cyclical downturn for almost two years. 
If we look at the cumulative output gap since the start of the pandemic, China has not 
yet fully recovered from the cyclical recession. 

When compared to previous episodes since 2014, this current period of negative 
output gap is one of the longest over the past ten years. Between 2014 and 2019, two 
episodes of negative output gap lasted consecutively for four quarters before 
returning to around 10 quarters of positive output gap. If past experience is a reliable 
indicator, the first half of 2024 will be critical for the Chinese economy to emerge from 
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the negative output gap. This is why there has been growing demand in the market 
for more accommodative monetary policies, such as interest rate cuts, for some time. 

Using the Holston-Laubach-Williams (2023) model, we also calculate China's natural 
interest rate. We define the real interest rate as 3-month SHIBOR minus inflation 
expectation. Ideally, the best benchmark interest rate is the loan prime rate (LPR), but 
the LPR index is only available since 2019. Thus, we use the interbank SHIBOR as a 
proxy. Chart 8 illustrates that since Q4 2021, China has maintained a higher real 
exchange rate than its natural interest rate, with the gap widening further in Q4 2023. 
This suggests that a tight liquidity environment for the Chinese economy has been 
affecting the economy, with a potential 70 basis points for the real interbank interest 
rate to decrease to reach the current natural interest rate level. In fact, for the previous 
episodes of negative output gap from 2014 to 2019, China was able to lower the real 
interbank interest rate below the natural interest rate by about 10 bps to stimulate the 
economy, indicating that a reduction of possibly 80 basis points may be necessary. 

 

 

 

Conclusion: two possible scenarios down the road 

Against the backdrop, there are two possible scenarios down the road.  

If the PBoC moves quickly to substantially cut real interest rates in the current first 
quarter of 2024, it could bolster a swift cyclical recovery through the remainder of the 
year. To achieve this, the real interest rate needs to significantly decrease, either 
through a reduction in the nominal interest rate or a rise in inflation rate. However, 
increasing the inflation rate without support from a reduction in the nominal interest 
rate may not be easy. 

If the PBoC does not act as swiftly, given the low probability of a rapid inflation boost 
in the near term, the deflationary situation could prolong more than in previous 
episodes, adding challenges to the Chinese economy in 2024.
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you confirm that you are aware of the laws in Colombia relating to the promotion and marketing of 
financial services products and you warrant and represent that you will not pass on or utilize the 
information contained in this document in a manner that could constitute a breach of such laws by 
Natixis, its affiliates or any other person. Any securities or products mentioned in this document 
have not been and will not be registered with the National Register of Securities ("Registro 
Nacional de Valores y Emisores") maintained by the Colombian Financial Superintendency 
("Superintendencia Financiera de Colombia") and may not be publicly offered or sold in Colombia. 
This information does not constitute and should not be construed as an offer to enter into any 
agreement, or to purchase or subscribe any securities. The information is provided for information 
purposes only and does not constitute investment, legal, tax or other advice or any 
recommendation to buy, sell or otherwise transact in any of the funds or securities mentioned. 
Prospective investors should take appropriate professional advice before making any investment 
decision. 
Chile: This communication and any accompanying information (the "Materials") are intended solely 
for informational purposes and do not constitute (and should not be interpreted to constitute) the 
selling, or conducting of business with respect to such products or services in Chile (this 
"Jurisdiction"), or the conducting of any brokerage, banking or other similarly regulated activities 
in this Jurisdiction. Natixis ("Bank") is not registered (or intended to be registered) in this 
Jurisdiction.  The Materials/information is/are private, confidential and are sent by the Bank only 
for the exclusive use of the addressee. The Materials must not be publicly distributed and any use 
of the Materials by anyone other than the addressee is not authorized.  The addressee is required 
to comply with all applicable laws in this Jurisdiction, including, without limitation, tax laws and 
exchange control regulations, if any.  
Peru: The products/information mentioned here has/have not been registered under the Peruvian 
Securities Market Law (Supreme Decree N° 093-2002-EF) or before the Superintendencia del 
Mercado de Valores (SMV). There will be no public offering of the shares in Peru The SMV has 
not reviewed the information provided to the investor. This material is only for the exclusive use of 
Institutional investors in Peru and is not for public distribution." 
Panama: This document and its content are for information purposes and shall not be interpreted 
as banking or financial intermediation, business solicitation and/or public offering of any kind. Any 
and all services provided by Natixis are provided on a cross border basis outside of Panama.   
Natixis is not authorized by the Superintendence of Banks nor the Superintendence of the 
Securities Market to carry out any activities locally in Panama. 
Brazil: There are no products mentioned here which have been issued, placed, distributed or 
offered in the Brazilian market.  Documents relating to these products, as well as information 
contained therein, may not be supplied to the public in Brazil nor be used in connection with any 
offer for subscription or sale of financial products or services to the public in Brazil.  These products 

will not be offered in Brazil, except in circumstances which do not constitute any breach or 
noncompliance with the Brazilian applicable legislation.   
Mexico: “As per your request, this information is delivered to you, which strictly pertains to activities 
performed by Natixis, a Foreign Financial Entity in its country of origin, such institution is herein 
represented by its Representation Office in Mexico. This information is being delivered to you for 
information purposes only. Please note that the Representation Office in Mexico is prevented from 
negotiating, executing, or participating in (i) operations related to listed derivatives; and (ii) 
securing funds from the general public in Mexico.” 
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