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Overview

China’s economic growth is gradually slowing as the structural transformation of the economy continues.
Output grew by 7.7 percent in 2013, matching its 2012 growth rate and exceeding the government’s 7.5
percent indicative target. Stable growth partly reflected the effects of mid-2013 growth support
measures. Nevertheless, recent growth rates have been significantly below the levels observed over the
past decade as drivers of economic growth continued to shift from manufacturing to services on the
supply side, and from investment to consumption on the demand side, and as measures to rein in the
rapid accumulation of credit came into force. The impact of decelerating growth on labor markets has
been so far relatively small due to the structural shifts of economic activity toward labor-intensive
service sectors.

The rebalancing is not smooth, and quarterly growth is volatile. In part this volatility reflects tensions
between structural trends and near-term demand management measures taken by the government.
Growth slowdown in the first quarter reflected a combination of dissipating effects of earlier growth-
support measures, subdued external environment, and tighter credit, especially for real estate activities.
In recent months economic activity, including industrial production, started to show signs of
acceleration. The recent acceleration, expected to continue into the next two quarters of this year, is
partly reflecting the effect of new growth-supporting measures, robust consumption, and a recovery of
external demand.

China’s growth will continue to moderate over the medium term, and the structural shifts will become
more evident. Growth in China is expected to decrease marginally to 7.6 percent in 2014 and 7.5
percent in 2015, from 7.7 percent in 2013. A planned decline in investment growth will be largely offset
by a gradual increase in consumption growth, the latter supported by an increase in household incomes.
The fundamental drivers of the global recovery remain intact and should provide a favorable tailwind to
China’s net export growth. However, headwinds from a gradual deceleration of credit growth can be
expected to weigh on domestic economic activity.

Risks to orderly and gradual adjustment remain. The main channels of a possible disorderly unwinding
are related to local government financing, which in case of a disorderly deleveraging could trigger a
sharp slowdown in investment growth, and to prospects of select sectors, particularly real estate, which
in case of an abrupt change in the cost of capital could significantly reduce economic activity. Additional
risk is related to the expected recovery of net exports, which may not materialize if the recovery in
advanced countries weakens. China has considerable buffers needed to address these risks, and the
adjustments should be orderly, and structural adjustment gradual—though an abrupt unwinding of
accumulated imbalances cannot be completely ruled out.

Fiscal and financial sector reforms are needed to address financial stability risks in the medium run. The
first task involves effectively managing the process of rapid credit growth, including less well-regulated
shadow banking system. The second: gradual and orderly deleveraging of large stock of local
government debt accumulated through off-budget and quasi-fiscal platforms. A sustainable resolution
of these issues would require reforms in the financial sector and in fiscal policy. Both of these reforms
could potentially be disruptive to growth in the short run. Therefore, reforms likely to support growth in
the short term, such as promoting competition, eliminating entry barriers in select sectors, and reducing
administrative burden on businesses, should be implemented in parallel.
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1. Recent Economic Developments

Economic growth is gradually slowing as a structural transformation of the economy
continues

China’s annual economic growth remained robust in 2013, but growth continues to gradually slow.
Growth was stable at 7.7 percent for the year, matching 2012’s rate and exceeding the government’s
indicative target of 7.5 percent. Moderation of growth rates from a decade of average annual growth of
about 10 percent reflects a structural transformation of the country’s growth model. A rebalancing of
growth from investment to consumption and from industry to services continues, but there are
challenges and rebalancing is slow. Investment returned as the main growth driver, helped by an uptick
in investment in infrastructure and real estate in 2013.

Quarterly economic growth has become more volatile indicating that rebalancing is not progressing
smoothly. The first half of 2013 marked a deceleration of economic activity, largely related to a
weakening of domestic demand, though an economic support program centered on boosting public
infrastructure expenditures and tax incentives for small and medium enterprises (SMEs) lifted growth in
the second half. The growth momentum has since started to slip again as accommodative fiscal and
monetary policy impulses are fading. Growth in the first quarter of 2014 decelerated to 7.4 percent
(year on year) or 1.4 percent (quarter on quarter) from 7.7 percent or 1.7 percent (quarter on quarter)
in the last quarter of 2013. Recent monthly indicators suggest that growth has stabilized and growth
momentum is expected to accelerate in the second quarter of 2014.

The slower momentum in the first quarter of 2014 was mainly due to decelerating investment growth,
and a worsening external balance. On the demand side, net exports remained a drag on growth,
subtracting 1.4 percentage points from growth in the first quarter. Gross capital formation continued to
weaken, contributing only 3.1 percentage points to growth in the first quarter of 2014 against 4.2
percentage points in the whole of 2013 (figure 1.1). As a result of weaknesses in demand growth in
manufacturing and services slowed in the quarter, but agriculture saw a slight improvement.

Figure 1.1: A slowdown in growth momentum is led primarily by decelerating investment growth,

declining net exports, and moderating industrial activity
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Tightening credit conditions weighed on real estate investments, which increased by only 15.2 percent
(year on year) in the first quarter of 2014.

Figure 1.4: Infrastructure investment stays robust

FAI nominal growth by sector, quarterly, year on year Contribution of infrastructure to nominal investment
growth by sector, quarterly, year on year

25 ~ B o
N
I I l 4 -
o] N |
t 22
810 g
& 214
5 0 -
2012 2012 2013 2013 2013 2013 2014
-1 4 Q3 Q4 Q1 Q2 Q3 Q4 Q1
0
2012 2012 2012 2012 2013 2013 2013 2013 2014 -2 A
Ql Q2 Q3 Q4 Ql Q2 Q3 Q4 Ql
5 -3 -
B Manufacturing M Infrastructure Real estate B Other M Transport W Utilities Water and environment
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In a highly leveraged economy, monetary policy is kept accommodative as credit
growth is reined in

Monetary policy stayed accommodative, but the credit impulse is fading as administrative regulations
rein in credit growth. Broad money (M2) growth remains robust, and the authorities have introduced
measures easing liquidity conditions. In April M2 growth increased to 13.2 percent (year on year) from
12.1 percent in March. The growth of aggregate financing (stock)—formerly called total social
financing—decelerated from 19.4 percent (year on year) in 2012 to 17.8 percent in 2013. Bank loan
growth (in RMB and foreign currencies) edged down to 13.5 percent from 14.1 percent in 2012. But
credit products associated with China’s shadow banking system continued to surge (figure 1.5), by 31
percent in 2013. Barely available a decade ago, shadow banking credit now accounts for a fourth of
aggregate financing. In the first quarter of this year, the growth of aggregate financing (estimated stock)
decelerated further to 16.2 percent (year on year), with bank loan growth coming off further to 13.2
percent (year on year). Shadow banking growth also decelerated, to 24.8 percent (year on year), as the
authorities introduced additional administrative regulations to limit nonbank credit growth. A
weakening of the credit impulse is a drag on investment. Since the global economic crisis, China’s FAl
growth has become increasingly dependent on growth in aggregate financing, a trend not seen before
2008 (see figure 1.5).
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Figure 1.6: China’s economy is still highly leveraged, but central bank interventions have helped calm

interbank rate volatility
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Despite an increase in the monetary base, inflation stabilized in 2013 and inflationary pressures are
subdued. Annual consumer price index (CPl) inflation eased marginally from 2.7 percent in 2012 to 2.6
percent in 2013, largely due to moderating price increases of food products. CPI inflation declined to 2.3
percent (year on year) in the first quarter of 2014 due to a moderation of food prices. In April CPI
inflation decelerated further to 1.8 percent, in part due to seasonality.

Fiscal policy is still accommodative but has been considerably scaled down compared
with earlier years

Fiscal policy, including quasi-fiscal activities, remains accommodative. Preferential tax policies were
introduced in April to support SMEs—value-added tax (VAT) and business tax thresholds for small and
micro business were raised—benefiting more than 6 million businesses. In addition, a pilot project to
replace business tax with VAT in the transport and other service industries was rolled out nationwide,
cutting their tax burden by more than RMB 140 billion in 2013. Moves to abolish central and local
government administrative fees continued, reducing the administrative burden for the private sector.

Moderating economic activity in the first half of 2013 translated into slower revenue growth, but that
growth accelerated in the third and fourth quarters. Fiscal outcomes for 2013 were broadly in line with
the budget outlined in March, 2013: the fiscal deficit widened from 1.2 percent of GDP in 2012 to
2.1 percent in 2013, largely due to increased expenditures—central and local spending went up by 0.7
percentage points of GDP. Revenues remained broadly stable, though revenue growth lagged GDP
growth. Against the budget, collection of VAT was 2.0 percent lower and domestic excise tax collection
3.7 percent lower, shortfalls mainly due to weaker imports and price changes on selected
commodities—VAT and excise tax revenues on imports were 11.8 percent lower than budgeted, and
customs duties came in less than expected. However, corporate income tax revenues were 10.1 percent
higher than budgeted, partly due to collection of overdue taxes from previous years and other one-off
factors. Land concession fees still account for more than half of local government revenues. Gross land-
lease revenues maintained their upward trajectory, exceeding 8 percent of GDP in the first quarter of
2014 (figure 1.7). However, in some municipalities, a decline in real estate activity has started to put
pressure on land-lease revenues, which still average more than half of local government revenues.
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Box 1.1: Local government debt—indebted east, burdened west

In late January 2014 local governments published separate audit reports detailing their combined public debt and
contingent liabilities. These reports were based on an extensive review undertaken by the NAO in 2013, a
summary of which was released in December 2013. The audits show that the wealthiest eastern provinces are the
most indebted, but repayment burdens are higher in poorer, western provinces (box figure 1).

Box figure 1: Debt and contingent liabilities as of June 30, 2013
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In particular, while Jiangsu, Guangdong and Sichuan are the most indebted in absolute terms (these eastern
provinces account for almost a third of all local government debt liabilities), as a share of provincial GDP, Guizhou,
Chongging, and Yunnan have higher debt burdens (box figure 2). Provincial government debt ratios are negatively
correlated with their per-capita income levels.

Box figure 2: Debt per capita and as a share of revenues as of June 30, 2013
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The labor market is strong despite decelerating growth

A dynamic labor market has helped maintain growth in jobs and income. In 2013, 13 million new urban
jobs were created, slightly more than in 2012. In the first quarter of 2014, urban employment increased
by 3.44 million, on track to achieve this year’s government’s indicative target of 10 million new urban
jobs. Increased urban employment is associated with continued structural transformation of the labor
market (box 1.2). Annual migrant inflows to urban areas slowed in 2013 to 6.3 million (for a stock of
268.9 million) from 12.5 million in 2010, as migrant wage rises decelerated (figure 1.8).
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Figure 1.8: Labor market robustness still in evidence
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Healthy labor market dynamics have translated into a decline in urban—rural income and consumption
gaps. Growth of incomes and consumption in rural areas is faster than in urban areas, and the urban—
rural income gap declined from about 2.7 in the first quarter of 2011 to below 2.5 in the first quarter of
2014. Although the urban—rural income gap narrow in 2009 and the consumption gap began to shrink as
early as 2004, convergence in income levels has been slow (figure 1.9), in part due to rigidities in
geographic labor mobility arising from the household registration system (hukou).

Figure 1.9: Slow convergence in urban—rural incomes
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The external position temporarily weakened in early 2014

The current account surplus declined slightly to 2.1 percent of GDP in 2013 from 2.3 percent in 2012. In
the third and fourth quarters of 2013 this metric went below 2 percent as investment strengthened and
imports climbed. The surplus had progressively shrunk from a peak of 10.1 percent of GDP in 2007 to
1.9 percent in 2011 as China’s investment-led stimulus response to the global financial crisis fueled
imports (figure 1.10). But the merchandise trade balance continued rising, reaching 3.9 percent of GDP
in 2013. Exports grew by 7.9 percent and imports by 7.3 percent that year. While the goods trade

11
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2. Economic Prospects

Improving global activity should provide a tailwind to China

The fundamental drivers of the global recovery remain intact. Despite a bumpy start to 2014, global
growth should gather pace as activity firms in high-income economies. Global risks have declined and
financial markets have recovered from the turbulence of late January, but prospects remain sensitive to
volatility and eventual tightening in financial markets as monetary policy in high-income countries
continues to normalize. Improving external demand should provide a tailwind to China’s exports. At the
same time, the impact of eventual tightening in global financial markets on China will be limited as it has
relied mainly on its domestic savings.

Global growth is projected to accelerate gradually from 2.4 percent in 2013 to 3.5 percent by 2016, with
the bulk of the acceleration in high-income countries (notably the United States and the Euro Area)
(World Bank 2014). A reduced drag on growth from fiscal consolidation, improving labor market
conditions, and a steady release of pent-up demand in these countries are projected to overcome first
quarter softness and lift high-income GDP growth from 1.3 percent in 2013 to 1.9 percent in 2014 and
to about 2.5 percent in 2016. The U.S. economy is projected to show growth, after 1.9 percent in 2013,
of 2.1 percent in 2014 and 3.0 percent in 2015 and 2016. The weak first quarter of this year will weigh
on its annual growth in 2014, even as quarterly growth accelerates to close to 3 percent, responding to
less drag from fiscal consolidation, better labor market conditions, and an upturn in investment
spending. In the Euro Area, reduced fiscal drag is also projected to support an acceleration in activity
from -0.4 percent last year to 1.1 percent in 2014 (the first annual increase in three years) and firm to
1.7 percent in 2015. The recovery will be supported by positive reform momentum (including the recent
formation of a banking union), and the gradual establishment of a virtuous circle of rising confidence,
asset values, employment, and private demand. Japan is expected to slow this year (to 1.3 percent vs
1.5 percent in 2013), partly due to the fading growth impetus from earlier monetary policy and partly
due to a fiscal drag from the April sales tax hike. Growth is expected to recover to about 1.5 percent in
2016, supported by structural reforms.

Despite firming activity in high-income economies, challenges remain. For example, the United States
has made little progress in bringing fiscal policy back to a sustainable medium-term path, and although
unemployment is down, long-term unemployment is at a record high, raising concerns that workers may
suffer from deskilling and permanent labor-market scarring. The Euro Area is still in the early phases of
recovery and a return to full employment will require continued (and possibly more) monetary support.
Persistently low Euro Area inflation is a concern, complicating the task of dealing with high public debt
burdens and still high levels of private sector indebtedness in some peripheral economies. Increasingly,
there is speculation that the European Central Bank will move to loosen policy even further, possibly
introducing some form of quantitative easing of its own. In Japan the extremely strong acceleration of
output growth in Q1 (to 5.9 percent annualized) reflected a one-off front-loading of demand by
consumers before the April sales tax hike, and extremely strong business spending. Fiscal drag from the
April tax increase will slow growth, although the effects of this will likely be partially offset by further
fiscal and monetary stimulus. The medium-term growth outlook will depend on the effective
implementation of structural reforms.

Global financial conditions will tighten in the medium term. The recent resurgence in capital flows,
coupled with expectations of a further easing of monetary policy in Europe have relaxed financial
conditions and unwound about half the tightening that occurred during the summer of 2013. These
conditions should support developing country demand in the short-run, but are likely to tighten over

14
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the longer-term. The United States is already bringing its quantitative easing programs to a close, and
has indicated that a gradual tightening of traditional monetary policy could begin as early as mid-2015.
If the Euro Area recovery firms as expected, policy there is also likely to begin normalizing, if toward the
end of the projection period. In Japan monetary policy is likely to remain loose, reflecting the need to
proceed on fiscal consolidation. To what extent financial conditions will tighten is still unclear. As U.S.
long rates rise, there is likely to be additional adjustment of global asset portfolios and tightening of
financial conditions. China, which has relied mainly on domestic savings, is likely to be less affected by
the tightening of global financial conditions.

Geopolitical risks remain elevated, with rising tensions in Ukraine since the start of the year eclipsing
older risks stemming from the conflict in the Syrian Arab Republic. A further sustained escalation in
tensions in Ukraine—either militarily or in the form of tit-for-tat sanctions—could have significant
impacts on global economic confidence, especially if it increases uncertainty to the point that investors
and consumers hold back spending. The physical disruptions of energy and grain supplies would take a
further toll on the already weak economies of the Russian Federation and Ukraine, and set back a
nascent recovery in the Euro Area (a major buyer of Russian energy), though heavy mutual
interdependence in energy markets reduces the likelihood of such disruptions.

China’s growth is likely to ease moderately; downside risks remain

Growth in China is expected to decrease marginally to 7.6 percent in 2014 and 7.5 percent in 2015, from
7.7 percent in 2012 and 2013. In March the authorities announced an indicative growth target for 2014
of about 7.5 percent, identical to one announced for 2013, and exceeding the growth target of 7.0
percent identified in the 12 five-year plan. This target is likely to be met. A planned decline in
investment growth will be offset by a gradual increase in consumption growth, the latter supported by
an increase in household incomes and a gradual narrowing of the urban-rural income gap. The
contribution of net exports is seen increasing gradually as external demand in advanced countries
continues to improve. Industrial production is expected to gain momentum in the rest of the year,
supported by recently taken growth-supporting measures (see section 1). Growth is forecast at 7.5
percent in 2015 and 7.4 percent in 2016, assuming a robust but slightly moderating growth path
(table 2.1).
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increase more than expected due to the tensions in Ukraine and El Nifio phenomenon, which appears
increasingly likely this year and could cause considerable damage on crop yields. The adverse weather
conditions and the associated uptick in global food prices at the start of the year have been linked to the
El Nifio phenomenon. Yields during El Nifio years could suffer considerably, leading to production
declines at a global level. World yields for rice, which typically grow at 1.7 percent a year in normal
years, grew only 0.7 percent during the five strong El Nifio years. Further upside price risks also stem
from tensions in Ukraine. Between 2010 and 2013 Russia and Ukraine accounted for 11 percent and 5
percent of global wheat exports, and Ukraine accounted for more than 14 percent of global maize
exports. While the risks of disruption are low, any shortfall in supplies that occurs in tandem with the El
Nifio phenomenon could lead to significantly higher prices.

The labor market is set to remain robust. Decelerating economic growth could, though, pressure
inflation, as labor demand in urban areas has already started to soften.

There are downside risks to the 2014 projection. Three risks stand out. First, those related to local
government financing and rapid credit growth may bring further uncertainties to growth. In particular, a
disorderly deleveraging could trigger a sharp slowdown in investment growth. Second, a sharp
slowdown in growth in some sectors, particularly real estate, or abrupt changes in the cost of capital
could generate debt-service difficulties for local governments and the corporate sector, triggering an
increase in nonperforming loans that would limit banks’ lending capacity. The buildup of financial risks is
reflected in the aggregate increase in corporate and local government debt, and in the buildup of excess
capacity (see section 1). Third, the expected net export recovery may not materialize if the recovery in
advanced countries weakens.

The overall macroeconomic stance is seen staying accommodative

The overall macroeconomic stance is seen staying accommodative in 2014. The government’s indicative
growth number for this year, which is higher than the one in the five-year plan, signals the priority the
authorities put on growth and employment. Monetary policy will likely remain neutral, but measures in
shadow banking to strengthen regulation and promote transparency are likely to be introduced
gradually. Government plans indicate a target of M2 growth of 13 percent in 2014, identical to 2013’s
target (table 2.2). Fiscal policy is expected to remain supportive to growth, especially using public
investments as a policy lever to maintain a stable growth trajectory. But the government could
introduce steps that limit quasi-fiscal activities of local governments.

Table 2.2: Key official targets

2013 target 2013 actual 2014 target

GDP growth (%) 7.5 7.7 7.5
Change in CPI (%) 3.5 2.6 3.5
M2 growth (%) 13.0 13.6 13.0
Fiscal deficit (% of GDP) 2.0 2.1 2.1
Fixed asset investment growth (%) 18.0 19.6 17.5
Retail sales growth (%) 14.5 13.1 14.5
New urban employment (million) 9.0 13.1 10.0
Source: World Bank staff calculations based on official government documents.

Policy coordination in the financial sector will require work, as despite recent calm, interbank market
volatility might return. Further regulatory moves, including introduction of financial sector reforms
(including steps to liberalize interest rates), could lift liquidity and credit volatility in 2014. An increase in
the exchange rate volatility may help discourage one-way bets on the RMB’s appreciation that
contributed to speculative inflows in 2013. Although the central bank has yet to abandon its practice of
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Box figure 1: Convergence of per capita GDP and physical capital stock has become more pronounced since 2008
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However, this convergence has come at the great cost of economic efficiency. Returns to capital at the provincial
level exhibit growing dispersion, which signals a greater degree of factor misallocation. The returns to investment
are declining more steeply in western and central regions than in the coastal region because labor and human
capital are moving from western and central China, where physical capital is accumulating fastest (box figure 2).
This misalignment of factor flows indicates greater efficiency loss.

Box figure 2: Returns to capital have fallen faster in western and central regions
Returns to physical capital measured as marginal product of Distribution of college graduates
capital less depreciation
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As underdeveloped regions become less attractive for private investment, local governments will find it harder to
sustain GDP growth through high public investment. In the past, many of them boosted short-term growth by
directly investing in infrastructure and real estate (at the cost of raising debt and weakening their balance sheets—
see Section 1). In the future, rapid declining investment returns will require even higher investment to drive GDP
growth in underdeveloped regions, and local governments will soon find themselves too financially constrained to
rely on public investment as the engine of economic growth.

Regional economic balancing can, however, be both efficient and sustainable when central and local governments
switch focus from sustaining economic growth to providing efficient social services for all residents. Local
governments should minimize heterogeneity in social benefits and access to medical care and education for all
residents across regions, which can mitigate inefficiencies stemming from production-factor mismatches by
ensuring that labor and human capital move to seek higher returns to work as opposed to better public services.
For local governments to change their roles, the central government must change the existing governance
structure to provide them with appropriate incentives to reach social objectives.
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Reforms in the financial sector and fiscal policy are needed to address financial
stability risks in the medium run

The government unveiled an ambitious and comprehensive reform agenda in November 2013 that
provides a roadmap for structural reforms. The package covers 16 areas and 60 individual items. The
main idea is to reduce government interventions in the market economy and state-introduced
distortions in China’s markets. An important step to deepen economic reforms will be redefining the
relationship between the government and the market overall. If executed well, the reforms will have a
profound impact on China’s land, labor, and capital markets, and enhance the long-term sustainability
of economic growth. All these reforms require significant changes in China’s fiscal system so that
expenditure responsibilities are matched by fiscal powers and that the interests of central and local
governments are balanced. The authorities are also trying to address other areas such as education and
health services, social security, the one-child policy, institutional governance, and further opening of the
economy. Notably they have pledged to promote reforms to enhance the social safety net and reduce
income disparities. The plan is to give priority to low-income groups and expand the size of the middle
class. Measures include increasing labor compensation and property-related income for rural
households. Income redistribution through taxes, transfer payments, and redistribution of profits from
state-owned enterprises will also be considered.

The weakening trend in growth may put more pressure on the government to conduct more and
stronger growth-supportive fiscal and monetary policies. One prevalent concern is that macroeconomic
policies may remain growth-oriented and that China may fail to push through the reforms required for a
more sustainable development path. The prospect of growth falling below the government target will
likely trigger accommodative fiscal and monetary policies. The government should have sufficient room
for those policies, but they may perpetuate China’s traditional growth model that relies on government-
led investment fueled by credit expansion.

The favorable external environment provides an opportunity to go ahead with structural reforms. Some
reforms are likely to support growth in the short term. For instance, removing entry barriers and
reducing regulatory and administrative burdens will enhance incentives for private investment. Likewise,
consolidating the business tax with the VAT will lower the tax burden and promote investment,
particularly in transportation and financial services. Making more land available for commercial
activities will also improve the prospects for services sector growth. However, the reform process is
likely to be gradual, with more detailed follow-up implementation plans expected as the year goes on.

To move forward with its comprehensive structural reform program, China should consider addressing
two near-term risks to financial stability. The first is the rapid growth of credit in the economy, including
credit from less well-regulated shadow banking. The second is the rapid accumulation of debt by local
governments, operating through off-budget, quasi-fiscal platforms. This will require implementing
comprehensive reforms in the financial sector and in fiscal policy. China has the deep buffers needed to
address these growing risks, and the adjustments are likely to be orderly and to progress steadily,
though an abrupt and disorderly transition cannot be ruled out.

Fiscal policy and financial sector reforms remain the immediate priority. Fiscal and tax reforms will
underpin overall reform, including making fiscal policy a better fit to a changing growth model. There
should be four key fiscal reforms: improving local governments’ revenue base, improving the
intergovernmental grant system, establishing an explicit framework for local government borrowing,
and tightening financial discipline among local governments. The government has outlined priorities for
2014, which focus on optimizing the structure of government expenditures, tightening fiscal discipline,
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making the budget more transparent, and strengthening local government debt management. In the
financial sector reforms should include:

e Getting prices and incentives right. This includes interest rate liberalization and the removal of
“soft budget constraints” and implicit guarantees.

e Improving the effectiveness of regulation and supervision as the financial system evolves while
operating under less government control. This entails development of safety-net arrangements
and a failure-resolution framework.

e Strengthening the commercial orientation of state banks to promote efficient resource
allocation and to broaden access to finance for SMEs and households.

e Diversifying the financial system by promoting development of well-regulated nonbank financial
institutions and proper classification, regulation, and supervision of shadow banking activities.

e Promoting equity and bond markets to broaden financing sources for the corporate sector and
to enhance competition.

Delays in implementing coherent reforms could perpetuate resource misallocation, undermine the
health of the banking system, threaten the debt sustainability of local governments, and increase the
fiscal costs of reforms. Managing the reforms will not be easy. Banks and borrowers still operate under
distorted prices and incentives that need to be corrected in a way that does not trigger a disorderly
adjustment. Thus reforms need to be carefully prioritized and sequenced.
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3. Special topic: Changing Food Consumption Patterns in
China: Implications for domestic supply and international trade

Rapid economic growth has changed Chinese diets—amount, quality, and composition—and will
continue to change them for a while yet, as many more consumers shift their diets from crop- to
livestock-based products and away from basic staples. Such a shift to a more “affluent” diet is adding
strains to agriculture because production of livestock-based food requires far greater resources and
causes more environmental damage than that of vegetable-based food. These factors will start to
constrain the country’s food-output capacity and availability over the coming decades unless tackled
now—hence the need to understand how China’s domestic demand for and supply of food will evolve, as
a basis for formulating policy.

Higher incomes have changed food consumption patterns

China’s rapid economic growth since the market-oriented reforms launched in 1978 has vastly improved
diets. Total calorie intake per capita a day has climbed by nearly half, from 2,163 kcal in 1980 to 3,036 in
2009. This is much faster than the world average, which grew from 2,490 kcal to 2,831 over the period
(figure 3.1 left panel). Calorie consumption is now roughly the same as in Japan and the Republic of
Korea, but still lower than in the United States and the European Union. Protein intake, too, climbed
sharply, nearly doubling from 54 g per capita in 1980 to 94 in 2009 (figure 3.1 right panel), with about
three-fourths of this growth coming from livestock-based products. Fat intake nearly tripled from 34 g
per capita to 96 over the period, again largely based on greater consumption of livestock products
(about two-thirds). Calorie intake among some high-income countries, notably the United States and
Japan, has declined somewhat over the last decade or so.

Figure 3.1: Growth in calories and protein in the Chinese diet, 1980-2009
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The majority of the increase in calories sourced from crop and livestock products in China, as with protein
and fat, has come from livestock products. The calorie intake from crops has been relatively steady at
around 2,300 kcal since the early 1990s. Calorie intake seems unlikely to rise dramatically but dietary
patterns are likely to adjust further as consumers increasingly source their calories from livestock products
that require far more resources per kilogram of food consumed. This continuing shift will raise further the
resources required to meet China’s food demand for an extended period, adding pressure to world food
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production, as upgrading diets based heavily on livestock products requires much larger increases in
agricultural resource use measured in cereal equivalent (CE) (Rask and Rask 2011).

China’s CE consumption® expanded nearly three times over 1980—-2009, from 407 million tons to 1,479
million tons (figure 3.2), at a time when the population rose from 1.0 billion to 1.4 billion. Of this CE
consumption growth, a third is attributable to population growth and two-thirds to diet change. And as
China’s population growth is slowing and is projected to peak in around 2025 (at about 3 percent higher
than in 2013), the primary driver of food consumption in the near future is likely to be growth in per
capita consumption.
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China’s per capita consumption levels for calories and CE have been consistent with global trends.
Although there is broad variation in the relationship between food consumption in CE and real income,
China’s food consumption is likely to increase substantially for some time as incomes continue rising,
given that CE food consumption is closely related to income (figure 3.3). Consumption of calories tends
to level off much earlier (figure 3.4).

Figure 3.3: CE food consumption and income Figure 3.4: Calories and CE consumption, 1980—-2009
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Growth rates of consumption and of output are likely to be broadly comparable as incomes grow to
around USD 20,000 in purchasing power parity terms. After that, it seems likely that consumption
growth will slow relative to production and the gap between supply and demand will begin to close. This
is, however, a tentative scenario. If, for instance, China slowed its investment in agricultural productivity,
or climate change cut productivity, the gap between supply and demand might increase.

China is also in a very different situation from some neighboring economies, such as Japan or Korea,
whose much smaller land endowments per person suggest that continuing large net imports are likely.
International comparisons reveal striking differences between countries in the extent to which food
imports as a share of total consumption have evolved. For rice, wheat, corn (maize), and soybean—
together “grain”—most lower income countries have maintained close to 100 percent self-sufficiency,
but this ratio has declined sharply in higher-income East Asian economies (Japan, Korea, and Taiwan,
China) (figure 3.5). China, given its larger per capita land endowment, seems unlikely to follow their
path, no doubt retaining much higher aggregate self-sufficiency in grain.

Figure 3.5: Self-sufficiency rates for grain, selected  Figure 3.6: Contribution to meeting supply-
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Supply constraints could undermine China’s food self-sufficiency

Strong growth in demand and increasing supply constraints potentially pose challenges for China’s
future self-sufficiency in food. The food self-sufficiency rate fell below 98 percent in 2010, while that for
grain alone fell to 92 percent in 2010 and to 88 percent in 2012. While domestic self-sufficiency in rice
and wheat—the most important food grains—remained at nearly 100 percent, soybean imports
reached 58.3 million tons in 2012. China has also shifted from being a net exporter of corn in the early
2000s to an importer in 2010, with a net import of 5.2 million tons in 2012 (figure 3.6). The driving
factors behind increasing demand (and domestic supply shortfalls) for soybean and corn are the growing
demand for animal products and the development of China’s livestock industries. Imports of sugar,
edible oil, dairy products, pork, beef, and mutton have grown to 3.7 million tons, 9.6 million tons, 6.2
million tons (fresh milk), and 0.7 million tons (pork, beef, and mutton), respectively, in 2012.

Concerns about constraints to sustainable food production due to urbanization are increasing. Domestic
production patterns have already shifted from naturally rainfed irrigated coastal areas to irrigated areas
on the North China Plain and in the Northeast as farmland has been converted to urban use in the
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central and southern coastal provinces. Urbanization is likely to further increase the amount of water
needed for domestic and industrial uses, raising intersectoral competition for water and reducing
China’s total irrigation area and crop yield (Du and others 2005; Wen and Ding 2011; Wang and others
2008).

Continued farmland conversion to nonagriculture uses may be of the likely scenarios. China’s
agricultural production may decrease with the continuing reduction in farmland area (Chen Zhigang and
others 2010; Huang, Chen, and Zhang 2011; Chen Feng-gui and others 2010) and grain production
potential may be threatened (Shu and Chen 2012) but urbanization may also intensify land use and thus
counteract the decrease in farmland through more efficient land use for housing, in both rural and
urban areas (Huang and others 2005). The comparative advantage of labor-intensive farming of grains
has greatly diminished. Increasing labor constraints and rising input prices (including labor, fuel,
pesticides, and farming tools) have lifted the cost of food production. Land-transfer costs and farm
overheads are also climbing quickly. With urbanization, rural labor will continue to move to the cities,
and migration will further drive up labor and production cost in agriculture (Li and Li 2012; Mu and
others 2013; Hu and Ni 2010). How these shifts will affect China’s domestic food production capacity
requires careful analysis.

Projecting gaps in food demand and supply

China’s food consumption and production are projected to stabilize after 2030. In 2030 food self-
sufficiency will still be above 90 percent. Over the next two decades per capita food consumption will
continue to grow rapidly, with somewhat faster growth during the coming decade, driven by income
growth. Per capita consumption of food grains such as rice and wheat will continue to decline, while
consumption of edible oils, sugar, vegetables, fruits, and animal and aquaculture products will rise
markedly as incomes continue going up. Growing demand for higher value meat, eggs, and dairy
products present challenges to the domestic supply of animal feed, in particular feed grains, rising
demand for which will pressure China’s overall food demand and supply balance. Domestic production
shortfalls of soybean, corn, edible oils, sugar, and dairy products will widen further due to demand
growth and resource constraints in the next 20 years (figure 3.7).

Figure 3.7: Projected supply shortfalls, selected
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Grains

China’s demand for grain is expected to grow far faster than domestic production. Total demand for
grain is projected to increase from 600 million tons currently to 670 million tons in 2020 and 700 million
tons in 2030. Grain production will grow far more slowly, reaching 568 million tons by 2020 and 563
million tons by 2030. Per capita grain consumption is projected to grow from 445 kg in 2012 to 479 kg in
2020 and 491 kg in 2030.

China will maintain high domestic self-sufficiency rates for rice and wheat but not feed grains. Through
2030, self-sufficiency is predicted to stay above 99 percent for rice and above 97 percent for wheat. By
contrast, that for corn is projected to decrease to 85 percent by 2030 from 98 percent in 2012.
Production is forecast to reach 220 million tons by 2020 and 243 million tons by 2030, while demand
will increase to 240 million tons and 285 million tons those years, widening the demand-supply gap. The
domestic supply gap in soybean (including soybean oil) is set to widen even further: imports are
projected to reach 80 million tons in 2020 and 90 million tons in 2030, for self-sufficiency of only 14
percent.

Livestock and fishery products

China will balance domestic demand and supply of pork—the most important animal product—and it
will also stay self-sufficient in poultry and eggs. Yet self-sufficiency rates for beef, mutton, and dairy
products will drop sharply. Dairy imports will see quick growth, and self-sufficiency will fall to 76 percent
by 2030. But as consumption increases, livestock production will also pick up (table 3.1).

China’s demand for fishery and aquaculture products is expected to surge, but will be largely met by
increasing domestic production. Per capita consumption of aquaculture products, including fish, shrimp,
crab, and shellfish, will grow from 22 kg in 2012 to 29 kg by 2020 and 35 kg by 2030. Domestic
production will rise from 33.2 million tons in 2012 to 43.8 million tons in 2020 and 51.6 million tons in
2030. Since demand for aquaculture products will grow slightly faster than production, export growth
for them will remain small, with imports continuing to grow. Low-price fish meal accounts for a
significant share of fishery imports, such that while imports and exports of fish and aquaculture
products are similar by volume, exports have a much higher value.

Vegetables and fruits

China has a comparative advantage in vegetable and fruit production, which has grown steadily over the
past decade. Its output will meet its demand for both, and even increase exports. While rising labor
costs will reduce its advantage, the country is likely to satisfy its rising domestic demand for vegetables
and fruits by further adjusting and expanding domestic production. Vegetable production is projected to
grow from 308 million tons in 2012 to 349 million tons in 2020 and 372 million tons in 2030. Vegetable
consumption will also be upward, increasing from 236 million tons in 2012 to 277 million tons in 2020
and 298 million tons in 2030. China will remain a major exporter of vegetables with exports projected to
increase from 6.1 million tons in 2012 to 8.5 million tons in 2030.

China’s production and consumption of fruits will also grow sharply, and imports and exports will
increase. Production is forecast to climb from 162 million tons in 2012 to 193 million tons by 2020 and
to 219 million tons by 2030. Fruit consumption will rise from 163 million tons in 2012 to 194 million tons
by 2020 and to 218 million tons by 2030. China’s imports of fruit—mainly tropical—are expected to
grow from 4.0 million tons in 2012 to 4.3 million tons in 2020, and then decrease to 3.7 million tons by
2030. Fruit exports, mainly temperate fruits (apples, pears, and citrus fruits) are projected to grow from
3.4 million tons in 2012 to 3.5 million tons in 2020 and 5.0 million tons in 2030. After 2020, fruit
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consumption growth will slow, while production will maintain rapid growth, giving China net exports of
1.3 million tons by 2030.

Table 3.1: China’s supply and demand of livestock and fishery products, 2012, 2020, and 2030 (thousand

tons, unless otherwise stated)

Dairy Fishery
Pork Beef Mutton Poultry Egg products products
2012
Production 46,159 5,296 3,409 17,319 19,998 38,680 33,178
Imports 522 49 119 49 0 6,181 2,208
Exports 66 12 0 181 61 105 3,253
Net imports 456 37 119 -131 —-61 6,076 —1,045
Total consumption 46,615 5,333 3,528 17,187 19,937 44,756 32,132
Food consumption 44,046 4,919 3,295 16,294 19,136 44,008 29,761
Per capita food consumption 32.6 3.6 2.4 12.1 14.2 32.6 22.0
(kg per person)
Self-sufficiency rate (%) 99.0 99.3 96.6 100.8 100.3 86.4 103.3
2020
Production 56,194 7,272 4,384 22,379 23,462 56,906 43,808
Imports 728 165 328 67 0 11,725 2,975
Exports 65 4 0 180 47 51 3,298
Net imports 664 161 328 -113 -47 11,674 -323
Total consumption 56,858 7,433 4,711 22,266 23416 68,580 43,485
Food consumption 54,289 7,019 4,479 21,373 22615 67,832 41,113
Per capita food consumption 38.6 5.0 3.2 15.2 16.1 48.2 29.2
(kg per person)
Self-sufficiency rate (%) 98.8 97.8 93.1 100.5 100.2 83.0 100.7
2030
Production 61,794 9,046 5,133 25,477 24,803 68,889 51,618
Imports 897 520 801 87 0 21,734 3,648
Exports 52 1 0 139 38 25 2,705
Net imports 845 518 801 -52 -38 21,709 942
Total consumption 62,638 9,564 5,934 25,425 24,765 90,598 52,560
Food consumption 60,070 9,150 5,702 24,532 23,964 89,850 50,188
Per capita food consumption 42.1 6.4 4.0 17.2 16.8 63.0 35.2
(kg per person)
Self-sufficiency rate (%) 98.7 94.6 86.5 100.2 100.2 76.0 98.2
Source: CAPSiIM simulation results.

Sugar

China’s sugar production is expected to grow slowly against a rapid consumption increase, resulting in a
bigger supply shortfall. Production is projected to climb from 16 million tons in 2012 to 17 million tons
in 2020 and to 19 million tons in 2030. Per capita sugar consumption is projected to increase
significantly, resulting in a total demand of 20 million tons by 2020 and 23 million tons by 2030, up from
16 million tons in 2012. Imports of sugar are expected to rise from 2.8 million tons (2012) to 2.9 million
tons 2020 and 4.3 million tons in 2030. By 2030, China is projected to meet 82 percent of its sugar
demand domestically.
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Oil crops

The production and demand of oil crops (other than soybeans) are expected to grow in parallel, though
China will face some domestic supply shortfall that will need to be met by imports. Total production of
oil crops is expected to rise from 8.7 million tons in 2012 to 10.2 million tons in 2020 and 10.8 million
tons in 2030. Domestic demand will continue to increase from 10.4 million tons in 2012 to 12.2 million
tons in 2020 and 13.1 million tons in 2030. Imports are predicted to increase from 1.4 million tons in
2012 to 2.0 million tons in 2020 and 2.4 million tons in 2030. China’s self-sufficiency rate in oil crops will
decline from 86 percent in 2012 to 82 percent in 2030.

Cotton

China’s cotton demand has been growing much faster than its production, with much of the demand for
production of exported clothing, and supply continues to fall short of demand. Demand for cotton will
continue to grow. Total demand is expected to increase from 8 million tons in 2012 to 10 million tons in
2020 and to nearly 13 million tons in 2030. Domestic cotton production and imports in 2020 are both
expected to be smaller than in 2012, mainly because of government purchasing and stockpiling of
cotton in 2012, which contributed to higher prices, higher domestic production, and strong import
growth. These impacts are expected to dissipate.

Policy implications: Fine-tuning China’s food security objectives

China’s past objective of maintaining overall food self-sufficiency warrants rethinking in view of the past
structural changes in production and consumption, and of the likely impacts of urbanization over the
next two decades. The objective of food security does not need to focus narrowly on achieving domestic
food self-sufficiency. To the extent that China’s policymakers focus on it, they may want to prioritize
basic food staples, particularly rice and wheat.

China might also consider departing from the objective of domestic self-sufficiency in corn and cotton
and allow imports to play a greater role. Such a realignment would help China preserve land and save
water, and reduce the share of resources devoted to nonfood crops. The present focus on feed crop
security should be rounded out with a stronger emphasis on improving the environmental sustainability
of China’s domestic livestock sector through improved protection and management of China’s vast
pastureland, and more widely, through reform of rural land markets and investment in managing
agricultural water resources.

China has scope to boost domestic grain production capacity. But to do so, it should prioritize
continuous productivity growth in agriculture. Unlike many other countries, China has large potential for
increasing labor and land productivity. The potential of productivity growth can be captured through
promotion of economies of scale in agriculture, primarily by increasing the scale of farming operations,
and through continued investment in research and development. Steady productivity growth in grain
production requires continuing technological advancements in agriculture, which in turn need increased
public spending on agricultural research and development, integrated programs to promote advanced
yield-enhancement technologies, mechanization in grain production, capacity building of farm
producers, adoption of modern biotechnology, and expedited breeding of new crop varieties.
Investments will also be needed for transforming low- and medium-yield farmland into land of higher
productivity and for expanding or rehabilitating irrigation infrastructure, and for developing water users’
associations that can help improve water-use efficiency in irrigation areas. Investments in improving
efficiency of on-farm water use through better technology are needed, and should be combined with
better water-pricing policies.
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China’s emphasis on food grain security should be matched by an equal focus on food safety to meet
consumer demand for safe food. Food safety is an integral part of food and nutrition security; food
security requires that citizens have access to sufficient quantities of safe and nutritious food that meets
their dietary needs and food preferences for an active and healthy life. (“Safe food” is defined as food
free of hazardous biological, chemical, and physical agents.) Most developed countries have systems to
ensure production of safe food, but China has yet to establish them. Once in place, they would help
increase domestic food production, make it easier for vulnerable groups to access safe food, boost sales
of domestic food products in the international market, and contribute to the security of the national
and global food supply. Simply producing more food without meeting minimal quality and safety
requirements would undermine China’s response to the global food and nutrition security challenge.

Food safety is becoming a more important factor in agro-food competitiveness, domestically and
internationally. Rising incomes and awareness of food safety will affect the competitiveness of China’s
domestic producers and processors. World trade in food continues to grow—with China as a global
driver—but countries’ concerns about food safety have to be assuaged. Food quality and safety are
critical for global market access and for including small producers in high-value markets. In nearly every
country, consumers’ access to safe and affordable food will increasingly depend on that economy’s
capacity to produce safe food that satisfies its own needs as well as its moves to open its market to food
imports.

China could consider the opportunities and challenges in international trade negotiations. It could take
more active part in negotiating global and regional policy portfolios of agricultural trade liberalization,
aiming at securing the sustainable increase of global agricultural trade and reducing trade risks under
the framework of fair global trade. China could make itself a leading partner in global agricultural
development efforts and investments; cooperate internationally with countries endowed with rich
agricultural resources in agricultural technology development and transfer; and help promote
agricultural productivity worldwide. It is in a position to support agricultural development globally
through investments that enhance productivity in countries with the potential to increase their own
supply of agricultural products.
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Notes

' The coverage of local government debt in the 2013 audit was broader than that in 2010. The later audit covered 62,215
governments departments, 7,170 local government financing vehicles, 68,621 budget-supported public units, 2,235 public
utility firms, and 14,219 other entities at all five tiers of government. It was the first time that debt of the central government
(including the Ministry of Railway) and township-level governments as well as debt from fiscal commitments on build, transfer,
and payment arrears was brought into coverage.

’To assess food consumption, production, and self-sufficiency issues for China, different food types are converted into CE,
taking into account the higher costs of producing livestock products relative to producing an equivalent weight of cereal
products (Rask and Rask 2011). The coefficients used in this report reflect the high costs of producing livestock products
relative to cereals, and the sharp differences between different animal products. Coefficients used: beef: 19.8; bovine meat:
19.8; mutton and goat meat 19.8; offal 12.8; other meat 12.0; pig meat 8.5; poultry meat 4.7; fish, seafood 3.3; other aquatic
products: 0.1; eggs 3.8; milk: 1.2; butter: 21.0; cream: 10.0; and other animal fat: 12.0.
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