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CHINA'

REAL ESTATE
CHALLENGE

Kenneth Rogoff and Yuanchen Yang

Sliding property prices may presage a

painful economic adjustment

re China’sreal estate problems different?

When we published our paper “Peak

China Housing” (based on pre-COVID

data) in 2020, our thesis—that China

was facing a difficult transition from
real-estate-led growth to more balanced growth—
was far out of consensus. Most experts believed
that any slowing of China’s property price and con-
struction boom would be very gradual, with little
impact on trend growth.

True, China’s house prices had risen tenfold
since the early 1990s—an order of magnitude
greater than the housing price increases experi-
enced by Ireland, Spain, and the United States in
the run-up to the 2008-09 global financial crisis.
But China’s prices were growing from an extremely
low base, with the price of a one-bedroom apart-
mentin the center of Beijing still only 25 percent of
a similar apartment in Manhattan. Moreover, the
Chinese economy had enjoyed spectacular growth
for four decades, and most experts were projecting
only a modest slowdown.
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Real estate bubbles have played a central role
in postwar financial crises, not only in Europe and
the USbut alsoin East Asia and Japaninthe 1990s.
This Time Is Different (Reinhart and Rogoff 2009)
showed the remarkable quantitative similarities
in the aftermath of financial crises across time
and across countries, not only in the effects onreal
estate prices, but on growth, unemployment, stock
prices, and public debt. Although many research-
ers have since explored alternative approaches to
marking the onset of crises, focusing mainly on
growth, few have challenged that book’s broader
narrative on the economy-wide effects of credit-fu-
eled real estate bubbles.

Chinese exceptionalism

Yet most researchers and commentators argued
that China was different, on top of its extraordi-
nary growth trajectory. For one thing, learning
from Western financial crises, Chinese policy-
makers adopted much more stringent rules on
down payments, typically requiring 30 percent or
more. Before the subprime mortgage crisis in the
US, banks sometimes dropped the down payment
requirement entirely. With rising prices, borrow-
ers would have substantial equity in their homes
after a few years anyway, or so the theory went.

Equally important, China’s government had
consistently shown enormous competence and
flexibility in dealing with financial problems, for
example in sorting out the corporate bankruptcies
that had occurred in the 1990s following the uni-
fication of China’s exchange rate regime in 1994.

After all, one of the reasons that financial cri-
ses lead to such deep and lingering effects on
growth is that it can take years to apportion the
losses from bankruptcies after real estate prices
drop. With its strong central government, China
could be expected to shortcut such problems.

Last but notleast, restrictions on the range of
assets that Chinese citizens are allowed to hold
could be expected to continue channeling alarge
percentage of wealth into housing.

What then were some indicators five years
ago that a real estate problem might be brewing,
with broad systemic implications, even if it did
not take the form of a conventional Western-style
financial crisis? There were many.

First, home-price-to-income ratios in Beijing,
Shenzhen, and Shanghaihad reached levels nearly
double those of London and Singapore, and three
times those of Tokyo and New York. There is no
question that in the long run, apartment costs in
China’s marquee cities should have been on par
with those in other great cities of the world, but
prices seemed to be getting ahead of themselves.
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“Real estate bubbles have played a central role In
postwar financial crises, not only in Europe and the
US but also in East Asia and Japan in the 1990s.”

Second, the pace at which Chinese house-
holds have been taking on debt is remarkable,
with the household-debt-to-GDP ratio tripling
from less than 20 percent in 2008 to more than
60 percent by 2023.

And third, inequality in China had risen (like
everywhere else), so that many families were
starting to hold multiple homes that lower-in-
come families could not necessarily afford to rent.
Our paper pointed to many other factors as well.

Diminishing returns

The most powerful argument, though, was evi-
dence suggesting that China might be running
into diminishing returns. As Table 1 illustrates,
real estate, including both residential and com-
mercial real estate—and taking into account both

Real estate contribution

~

Real estate and infrastructure contribute a significant share
to China’s economy.

(real estate and infrastructure as a percent of GDP, including direct and
indirect demand, in 2021)

Direct Total
value added final demand
(percent) (percent)

Real estate construction 4.9 16.5
Real estate services 6.8 5.0
Imported component n/a 2.9
Total real estate activity 11.6 244
Infrastructure construction 21 73
Real estate and infrastructure 137 N7

contribution to economy

SOURCE: Rogoff and Yang 2024b.
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direct and indirect demand—accounted for 25 per-
cent of China’s economy in 2021 (about 22 percent

excluding imported content). The share rises to

31 percent if infrastructure is included. This far
exceeds the United States (18 percent combining

real estate and infrastructure) and rivals Spain and

Ireland at the peak of their construction booms.

The issue is not only the scale of current con-
struction, but also the fact that it comes on top of
two decades of rapid buildup, particularly since
2010, when China’s much-lauded stimulus plan
to counter the global financial crisis turbocharged
the construction sector.

Anyone who has traveled to China is aware of
its world-class infrastructure, even in its outer-
most provinces. The buildup of real estate across
small and medium-size cities in China is remark-
able both in quantity and quality. Indeed, per cap-
ita housing space in China now exceeds that of any
major European country, even though China’s per
capita GDPis only a third as high.

Even five years ago, it should have been clear
that a significant adjustment was inevitable, or at
least so we suggested. But some scholars coun-
tered that China’s adjustment to a smaller real
estate sector could in principle be very gradual, if
resources were deployed for rebuilding substan-
dard housing over a period of decades.

This view does not stand up to scrutiny, how-
ever. Much of China’s housing is relatively new at
this stage, and many of the dilapidated units are
in parts of the country where the population has
long been shrinking.

More recently, others have suggested that
China can repurpose its construction sector to
deal with the green transition. But real estate and
its related sectors, which account for about 15 per-
cent of employment, are just too big to be easily
absorbed elsewhere.

In fact, very few countries have found it easy to
maintain growth when the real estate sector runs
into trouble, often leading to a financial crisis. Sin-
gapore is perhaps an exception. But the city-state
is a small open economy with a population less
than half a percent of China’s.

China can also build up its exports. One would
think that countries serious about the green transi-
tion would welcome its low-cost electric vehicles.
However, geopolitical frictions and populist poli-
tics in the US and Europe make this shift difficult.

City-by-city approach

What evidence is there that China’s slowing
growth has actually been the result of diminish-
ing returns and not, say, of recovery from the pan-
demic? Looking at detailed city-by-city growth

~

Price variation
China’s smaller tier 3 cities have seen the sharpest slide in
property prices.
(house price changes by city tier; Jan. 2021 = 1)
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SOURCES: National Bureau of Statistics of China; and author calculations in Rogoff and Yang 2024a.

and real estate investment data, and constructing
measures of cumulative real estate construction,
it’s possible to test the diminishing returns effect
over time and space.

We did thisin a November 2024 paper, making
use of appropriate instruments and controls. We
found that cities that have already substantially
built up their real estate stock do indeed gain sig-
nificantly less benefit from new real estate invest-
ment. These cities have also had greater problems
with high local government debt, in part because
growth has not come to offset the investment costs.

As Chart 1 shows, our calculations make it pos-
sible to compare the evolution of prices over the
past couple years across China city groupings,
where tier 1 cities correspond to Beijing, Shen-
zhen, Guangzhou, and Shanghai and tier 2 cities
are provincial capitals and administrative cities,
while tier 3 cities represent the smaller and gen-
erally poorer cities.

Pricesintier 3 cities, which account for 60 percent
of China’s GDP, have been falling. It’s quite normal
forreal estate problems to be concentrated in certain
parts of the country. During the US subprime finan-
cial crisis, for instance, the problems were acute in
only four or five states. However, this still led to a
banking crisis that spread across the country.

By the same token, not all China’s tier 3
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“Like many other countries in the past, China too
Is facing the difficult challenge of countering

the profound growth and financial effects of a

sustained real estate slowdown.”

citieshave been experiencing real estate collapses.
Some smaller cities, in the south especially, are
thriving. A great many others, though, are suffer-
ing from an exodus of young people and jobs.

Chart 2 shows another measure of strain, the
ratio of construction projects outstanding in a
given year to completed projects. The rising ratio
over time suggests an increase in projects going into
default, buyers pulling out, or properties under dis-
pute. We have concentrated onreal estate, but there
are many measures suggesting that infrastructure
is also overbuilt in some parts of China.

CHART 2

Unfinished projects

~

(housing under construction over housing completed)
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A rising ratio of houses under construction to houses
completed points to an increase in troubled projects.
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SOURCES: National Bureau of Statistics of China; and author calculations in Rogoff and Yang 2024b.
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Difficult transition

All this points to the difficulties of the transition
out of real estate, even without a Western-style
financial crisis. Our original 2020 paper, based
on aggregate input-output data, calculated that
a 20 percent fall in the size of China’s real estate
sector would lead to a 5-10 percent fall in output,
cumulatively over a number of years, even absent
afinancial crisis.

Our more recent work, based on growth
regressions covering about 300 Chinese cities,
shows that diminishing returns onreal estate can
account for perhaps 2 percent of the slowdown in
China’s growth rate. Again, this finding does not
take into account financial problems such as the
fragility of local government debt, or the effects
on consumption if housing prices fall further, so it
should be considered alower bound on the poten-
tial growth impact.

We will not speculate here on policy going for-
ward, although it appears that aloss of confidence
inreal estate has significantly impacted consump-
tion, and that the financial problems facing local
governments are formidable. Regardless, it is
now painfully clear that China is not as different
as most scholars still thought just five years ago.
Like many other countries in the past, it toois fac-
ing the difficult challenge of countering the pro-
found growth and financial effects of a sustained
real estate slowdown. F&D
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