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Summary

« A few years ago China announced ambitious reforms to rebalance its economy away from investment

and towards consumption-driven growth.

» While some steps have been taken, overall progress remains limited.
» The Chinese economy remains heavily reliant on investments, which have become increasingly credit-
intensive. Far-reaching measures are needed to tackle China’s growing debt problem.

Rebalancing of the Chinese economy is at the forefront of
many policy debates, because of the impact it will have on
the Chinese economy itself, but also on the global
economy. In this article, we will be focusing on the why and
how of China’s change in growth strategy. We will argue
that the progress on rebalancing is still limited and that
risks have mounted due to the credit-intensive nature of
investment growth in recent years.

Why China wants to rebalance

For decades, China’s growth has been driven largely by
investments and export. It managed to maintain high GDP
growth of 10% per year for almost three decades. Now
China is the second-largest economy in the world
measured in current dollar value and the largest in dollar
PPP-adjusted terms. China’s growth policy was supported
by the movement of huge numbers of workers from the
countryside to the towns and cities, allowing strong
growth in urban employment with modest increases in

wages.! Its export-oriented policy was supported by an
undervalued renminbi, which was pegged against the
dollar. Its accession to the World Trade Organization
(WTO) in 2001 turned it into a major assembling hub.
China nowadays has a global export market share of 6.8%.
This means it exerts a strong influence over world trade
movements.

The current Chinese growth model is not sustainable.
Therefore, there has been a shift in thinking in the Chinese
leadership about how future growth should be attained. A
major objective is that it wants to transition to a more
sustainable growth path, with consumption becoming the
main growth driver and investment slowing. The Third
Plenum meeting of the Central Committee in 2013 was an
important milestone for reform-making.2 The overarching

! Garnaut (2015), The New Model of Growth and the Global Resources
Economy, In: Song, Garnaut, Fang and Johnston (eds), China’s Domestic
Transformation in a Global Context, Australia National University
Press.

2 Plenums are meetings of the Communist Party’s Central Committee.
The Third Plenum of the 18" Party Congress held in 2013 is often seen as



idea of the reforms proposed in 2013 was that the market
should play a greater role in the allocation of resources
while conceding an important influence for the
government on the management of the economy. The
plans also expressed ambitions of liberalizing exchange
rates, interest rates and the capital account.

There are several reasons as to why China wanted to
change its growth strategy. In China, some 45% of GDP is
devoted to fixed capital investment, a level well above its
East Asian neighbours in their high growth periods. This
does not mean that there is a lack of investment
opportunities - China’s capital stock per worker is still
significantly below that in advanced countries (it is 30%
below the US level). However, there are clear signs that
investment has been going to less efficient uses.

One way to see this is to look at total factor productivity
growth, which is a measure of an economy’s long-term
technological dynamism. Chinese TFP growth has been
levelling off, reaching close to 0% in 20133 The
productivity slowdown was in part the result of
overinvestment and excess capacity in a number of
important industries, in particular the construction sector
and upstream industries such as steel, cement and coal.
Investments in China in recent years have largely been
credit driven (as opposed to coming from retained
earnings). This has raised concerns that part of these loans
will not be commercially viable and need to be written off.
In recent years, there are signs that this is increasingly
happening.*

Another reason for the change in growth strategy was that
investment-driven growth impeded the growth of personal
consumption. China’s consumption share in GDP has
declined gradually over past decades. The share of
household consumption in GDP reached a low of 35.5% in
2010 and has increased only slightly afterwards (Figure 1).

Figure 1 Consumption share remains low
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China’s consumption share is lower than even some of its
poorer neighbouring countries. For instance in India, the
consumption share is 59.7%, despite the fact that India has
a much lower GDP per capita (only one fifth of that of
China). In the US, the consumption share is even higher
(68.8%). Growing private consumption is seen as a way by

the starting point of major reforms that aim to make Chinese growth
more sustainable.

3 Garnaut (2015)

4 IMF (2016), Resolving China’s corporate debt problem, IMF Working
Paper, WP/16/203
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the Chinese authorities to generate employment growth
and reverse growing income inequality. At an estimated
46.9%, the Gini° coefficient in China is relatively high by
international comparison (it ranks 28% in a list of 145
countries).®

A final reason for deciding on a change in growth strategy
is the detrimental effects that energy-intensive investment
growth has had on the environment. China is the world’s
largest emitter of greenhouse gases and has a number of
cities with very bad air pollution.” Lowering capital-
intensive growth should lead to a reduction in emittance.

Progress on rebalancing

To see how far rebalancing has progressed, one can begin
by looking at GDP and the contributions of the different
spending components. In all economies the expansion of
GDP is the sum of growth of consumption (private and
government) plus investments plus net exports of goods
and services. GDP growth in China has levelled off from
10.7% in 2010 to 6.9% in 2015. Moreover, a strong case can
be made that these official figures are overstating the
actual growth rate.®

After the global financial crisis of 2008, GDP growth was
more or less evenly driven by consumption and
investments. However, in 2011 consumption overtook
investment as the primary source of growth. Real wage
growth is allowing for a larger portion of GDP to be spent
on consumption. The share of household consumption in
GDP went up from 35.5% in 2010 to 38.1% in 2015. While
growth has become less investment-driven in recent years,
the share of total investments in GDP remains high at 45%.

Figure 2 GDP growth levelling off
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On the supply side, the size of the secondary sector
(industry) relative to the total economy has declined over
the past couple of years, whereas the tertiary (services)
sector has increased (Figure 3). Hence, an increasing

5 A well-known measure of inequality. A Gini coefficient of O represents
perfect equality (all residents have the same income), whereas a
measure of 1 represents perfect inequality (one person has all the
income, while everyone else has zero income).

¢ CIA World Factbook, https://www.cia.gov/library/publications/the-
world-factbook/ (accessed Sep-16)

7WHO Global Urban Ambient Air Pollution Database (update 2016),
http://www.who.int/phe/health_topics/outdoorair/databases/cities/en

See for instance ‘The country that tricked the world’, Washington Post,
8 January 2016



portion of growth is driven by the services sector. This fits
the demand side story, as a more consumption driven
economy will have less demand for heavy industrial goods,
and increasing demand for consumer goods, including
services. Higher demand for services is a sign that China is
growing more developed and is moving up the global value
chain.?

Figure 3 Growing importance of services
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The trade balance (exports minus imports) in China
declined in recent years, after reaching a peak of 8.6% in
2007. Over the past four years, it has been hovering in the
range of 2.4 to 2.7% of GDP. Both export and import
growth have levelled off since 2010. China’s role as a
global assembling hub means that exports and imports
move in tandem.

Closely related to the trade balance is the current
account.’® After peaking at 10% in 2007, the current
account surplus first decreased considerably, due to the
global financial crisis of 2008. After 2013, the current
account balance recovered gradually (reaching 2.8% in
2015), reflecting mainly an increase in the goods trade
balance. The services balance declined, and has turned
negative even since 2008, due to growing demand for
services, which was also visible on the supply side.

China has made a number of steps in liberalizing the
exchange rate and opening up the capital account. In 2005,
the peg of the Renminbi (RMB) from the US dollar was
lifted. The RMB is now moving in a managed float. In
December 2015, the People’s Bank of China signalled that
it was managing the RMB’s exchange rate within an
undisclosed band against a basket of currencies rather
than against just the US dollar. On the other hand, it also
claims to be committed to exchange rate liberalization. On
1 October 2016, the RMB was formally recognized as a
global reserve currency by the IMF.2 It is also increasingly
opening up its local bond and stock markets to foreign
investors. However, the central bank continues to

9 This is important because at some point - also called the ‘Lewis
Turning Point’ - the mobilization of labour from rural to urban areas
can no longer drive growth. In order to compensate for rising urban
wages and to sustain growth, Chinese firms will need to increase
profitability by moving up the value chain (i.e. expanding into more
profitable industries).

10 The current account balance is defined as follows: trade balance + net
income from abroad + net current transfers.

' This means it was added to a basket of now five currencies that back
the Special Drawing Rights (the IMF’s own currency).
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intervene in the currency market and to exert strict control
over capital outflows.

Figure 4 Current account
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What is clear from the above is that the progress towards
rebalancing is still limited on some key indicators. It is fair
to say that consumption has become a more important
growth driver in recent years. However, the consumption
share in GDP has not increased to a great extent since its
2010-low, especially given the substantial decline in the
period before. The contribution of investment to economic
growth has declined in recent years, but the investment
share in GDP remains very high in an international
perspective. The most progress with the Third Plenum
reforms was made on non-economic reforms, such as the
government’s anti-corruption campaign.'? Also, some
progress was made in liberalizing the exchange rate and
opening up the capital account.

Risks are increasing

Investment growth has been increasingly credit-driven and
is going to less efficient uses. The most troubled are state-
owned enterprises (SOEs). These have reported higher and
faster rising leverage compared to the private enterprises,
and significantly weaker profitability. It is not so much the
size of China’s total debt which creates this risk, but its
high growth rate. One way to see this is to look at the so-
called credit gap: the difference between actual debt-to-
GDP and the long-term trend of debt-to-GDP (Figure 5).
The credit gap reached 30.1% over the first quarter of this
year, much higher than what is thought to be sustainable.
The current pace of credit expansion is reminiscent of pre-
crisis behaviour in countries like Thailand and Spain.:3

12 A Progress Report of China’s Third Plenum Reforms, CKGSB, 15 March
2016

3 IMF (2016), Resolving China’s corporate debt problem, IMF Working
Paper, WP/16/203



Figure 5 Growing credit gap
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The credit-driven investment rise in China was made
possible by high household savings. There is a clear reason
why Chinese households are such big savers. Given the lack
of a developed health care and pension system, Chinese
households are forced to self-insure. The Chinese regime
has kept interest rates artificially low, effectively forcing
households to save against negative real interest rates. In
the past, households have responded to lower real interest
rates by setting aside an even higher share of disposable
income. In other words, they are considered to be ‘target
savers’. This system is very inefficient, as saving for old age
individually (without longevity risk being shared) pushes
many households to save more than is necessary to enjoy
a good pension.}

To tackle the issue of debt overhang, Chinese authorities
would need to take measures that further the process of
rebalancing. This can be done through supply-side
measures, by extending social welfare and creating a lower
necessity for households to save out of a precautionary
motive. If the savings rate goes down, the debt problem is
alleviated as well. A demand-side approach would warrant
include measures to reduce overcapacity in certain
industries and cover associated losses in the financial
system. Authorities are making some progress in the right
direction, by addressing overcapacity in industries such as
coal and steel. However, a more comprehensive and
centrally-led approach is needed.

Disclaimer

Conclusion

China has taken some steps towards rebalancing its
economy, but overall progress is limited. Consumption as a
share of GDP has increased slightly, but is still very low,
while investment remains the primary driver of growth.
The absence of a developed social welfare system keeps
the savings rate high and prevents consumption from
picking up further. Most progress has been made through
non-economic reforms, such as anti-corruption measures.
Significant steps have also been taken in opening up the
capital account and lifting the peg of the renminbi. While
policymaking thus far has avoided a hard landing, it has
failed to effectively address the rising debt levels which
continue to put a brake on GDP growth.

This report is provided for information purposes only and is not intended as a recommendation or advice as to particular transactions, investments or
strategies in any way to any reader. Readers must make their own independent decisions, commercial or otherwise, regarding the information provided.
While we have made every attempt to ensure that the information contained in this report has been obtained from reliable sources, Atradius is not
responsible for any errors or omissions, or for the results obtained from the use of this information. All information in this report is provided 'as is’, with
no guarantee of completeness, accuracy, timeliness or of the results obtained from its use, and without warranty of any kind, express or implied. In no
event will Atradius, its related partnerships or corporations, or the partners, agents or employees thereof, be liable to you or anyone else for any decision
made or action taken in reliance on the information in this report or for any consequential, special or similar damages, even if advised of the possibility of

such damages.

Copyright Atradius N.V. 2016
Atradius N.V.

David Ricardostraat 11066 JS
P.0. Box 8982 - 1006 JD
Amsterdam

The Netherlands

Telephone: +31 20 553 9111
Fax: +3120 553 2811

4 The Chinese Can't Kick Their Savings Habit, Bloomberg, 1 May 2015
Atradius Economic Research



