CHINA

RECENT ECONOMIC DEVELOPMENTS AND

OUTLOOK

Changing composition of demand abates

overheating concerns

A rebound in investment in early 2005 raised concern
among analysts, but the trend remains one of a slowdown,
and the changing composition should give some comfort
to policy makers that the policies introduced in 2004 are
working. Fixed asset investment grew by 19.1 percent
year-over-year (yoy) in January-February in real terms,
which is up from the 15.5 percent growth in the last
quarter of 2004, but still lower than the 24.9 percent in
2004 (Figure 3). Moreover, the number of new projects

declined, with a 6.6 percent fall in new investment volume.

The differences in the pace across sectors reflect last
year’s administrative tightening policies: investment in
industries considered bottlenecks, such as coal mining, oil
refining and utilities, grew rapidly, while investment in
metals and non-metal mining industries, which were
considered as overheated in 2003 and 4, actually fell (yoy)
in the first few months of 2004.

A sector that has attracted the authorities’ attention is real
estate. Nominal investment in this sector grew 27 percent
in the first two months (yoy), amidst price increases of
around 10 percent for rents and housing prices according
to a recent NBS-NDRC survey. In real terms, real estate
investment growth is thus broadly in line with overall
investment growth. Moreover, possible regional bubbles
notwithstanding, double-digit growth in real estate is not
necessarily excessive, particularly for a rapidly growing
economy in which housing services still takes up a small
share of household consumption. Nevertheless, the
authorities announced steps to help damp investment in
this sector, including a tightening of credit and land
supply. Mortgage interest rates were increased, and the
recommended down payment on houses was increased
from 20 to 30 percent of the price. The city of Shanghai
announced that owners could only sell their property after
they have paid off their mortgage. While such steps will
take time to have effect, the announcement may already
affect market expectations, which in turn could help curb
real estate investment.

Household consumption has remained buoyant in the
wake of strong household income and employment.
Nominal retail sales grew by 13.6 percent in January-
February (yoy), compared to an average of 13.3 percent in
2004, boosted in part by a change in income tax treatment
of annual bonuses (Figure 4).

Figure 1: China’s trade surplus decomposed
by sector
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Exports have continued to soar in 2004, while imports
have slowed down significantly. This has provided a boost
to industrial production and overall GDP growth, but the
resulting rise in the balance of payments surpluses may
complicate monetary management, merchandise exports
rose by nearly percent in January-March 2005 (yoy),
whereas import growth slowed to 12 percent, reflecting an
easing of domestic demand growth, as well as a
particularly high base in early 2004 (Figure 5). As a result,
the trade surplus reached US$16.6 billion in the first three
months, compared with a US$[8.4] billion deficit in the
same period last year. If current trends were to continue,
the trade surplus in 2005 would reach well over $100 bn.,
compared to $32 bn. last year. However, a closer look at
the driving forces of the turn-around in the trade balance
indicate that a significant component is cyclical, and
should diminish in importance in the course of 2005.

Figure 2: China’s trade surplus decomposed
by region
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The turnaround in trade flows was particularly
pronounced in basic materials (Figure 1). ' Domestic

'SITC 6: including steel, aluminum, chemicals, cement.
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demand for these products cooled off as sectors such as
construction and cars were affected by the policy
tightening, and, in the case of cars, by the prospects of
reduced tariffs next year. In contrast, production capacity
had expanded rapidly due to high investment in previous
years. For example, crude steel output capacity will have
increased about 40 percent between 2003 and 2005. With
strong incentives to sell abroad, these industries suddenly
turned from net importers into large net exporters. A more
secular improvement in the trade balance of “machinery
and transport equipment” (SITC 7) is related to the rapid
development of the electronics industry in China.
Sourcing an increasing share of components from
domestic suppliers, this sector contributed over one-
quarter to the total turnaround. The increase in textile
exports after removal of the Multi-Fiber agreement has
made a more modest contribution. In fact, growth in
textile exports is lagging that of overall exports, and
China’s trade surplus in this sector declined in the first
few months of the year. But in markets previously
protected by the Multi-Fiber Accord, China’s market
share still grew rapidly.

China’s terms of trade deteriorated further in 2004.
China’s terms of trade deteriorated by about 5 percent,
which translates in a 1.5 percentage point of GDP
purchasing power loss. This was in spite of the fact that
prices for China’s exports in 2004 increased by some 5
percent over 2003. However, import prices, notably
commodity prices rose more rapidly, and China’s appetite
for commodities was contributing to this trend. Although
China’s share in the world demand for oil (7 percent) and
metals (19 percent) is still modest, the countries take in
the additional demand is high: about 1/3 of additional oil
demand and almost half of additional metals demand in
2004 (Figure 2).

Driven by strong external and to a lesser extent consumer
demand, industrial production rose 16.9 percent year on
year (yoy) in January-February, up from 14.4 percent in
December (Figure 6). The metallurgical and electronic
industries grew particularly rapid, by 26.8 percent and
19.1 percent, followed by the chemical industry,
electricity production, telecommunication instruments and
textiles industries, while automobile output was sluggish.

The strong showing of exports and industrial production
make it likely that GDP growth in the first quarter of 2005
will come out on the high side. Nevertheless, with a
significant component of the trade turnaround cyclical, its
impact on GDP growth should decline throughout 2005.

The impact on inflation of lower price increases of raw
materials and increasing competition has partly been

offset by the impact of rising wages. The increases in the
overall PPI and the PPI for raw materials declined to 5.4
and 9.8 percent (yoy) in February, from their peak in
October 2004 of 8.4 and 14.2 percent (Figure 7). Tariff
cuts, productivity gains, and intense competition
continued to push down many consumption goods
prices—including telecommunication equipment (-16.7
percent), cars (-3.6 percent), and electronic appliances (-
2.4 percent), prices of services increased by 4.2 percent
(yoy) in the wake of wage increases. CPI inflation was
3.9 percent in February, boosted by the spring festival
holiday.

The outlook remains favorable

The macroeconomic outlook for 2005 remains favorable.
Although world growth is likely to come down from the
record 3.8 percent in 2004, with 3.1 percent it is still
above trend. World trade is expected to grow by 7.7
percent, 2.5 percentage point below 2004 growth. On the
back of moderate credit growth and sliding profitability,
domestic demand is likely to ease, although it remains
robust. We expect moderate underlying inflation
pressures, and strong fiscal and external positions. The
authorities’ (indicative, non-binding) targets for 2005 are
a GDP growth rate of 8§ percent and average CPI inflation
of 4 percent. We project GDP growth of 8.3 percent and
average CPI inflation of 3.5 percent, recognizing that the
newly released data suggests upward risk to our projection
(Table 1).

But risks remain, domestically as well as on the
international front. Domestically, risks are still on the
upside, as a rebound in investment activity remains a
possibility as long as the incentives on local governments
to pursue growth remain unaltered and real interest rates
remain low. Internationally, the biggest risk is a
slowdown in growth in key markets, although China’s
strong external position (including low external debt)
provides a buffer. Further, the rapidly increasing trade
surpluses may yet compromise monetary management,
while it could also result in mounting trade tensions,
especially in sectors such as textiles, where China’s
exports shifted to markets previously protected under the
Multi-Fiber Accord.

In these circumstances, the prudent monetary and fiscal
policies the government has announced remain
appropriate, if this means that there is flexibility to adjust
the policy stance to changing circumstances. Over time,
implementing the Government’s goal of a more flexible
exchange rate regime would help in focusing monetary
policy more on domestic goals.
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A snapshot of the Chinese economy

Figure 3. Investment is slowing down
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Figure 4. Retail sales are strong
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Figure 6. Industrial output remains buoyant
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Table 1. China: Main Economic Indicators

2002 2003 20041/ 20052/ 2006 2/
The real economy (change in percent) 3/
Real GDP 8.0 9.3 9.5 8.3 7.5
Consumption 7.4 6.1 6.4 6.5 7
Fixed capital formation 141 19.9 16.8 14 11.8
Exports (goods and services) 29.4 26.8 26.7 19.7 14.4
Imports (goods and services) 27.5 24.8 25.2 23 19.3
Agriculture 29 2.5 6.3 3.5 2.8
Industry 9.8 12.7 1.1 9.5 8
Services 8.7 7.3 8.3 8.5 8.6
Consumer prices (period average) -0.8 1.2 3.9 3.5 29
Fiscal accounts (percent of GDP) 4/

Fiscal balance -3.4 -2.8 -1.5 -2.0 -1.8
Total revenue 18.2 18.7 20.5 201 20
Total expenditure 21.6 21.6 22.0 221 21.8
External account (US$ billions)
Current account balance 35 46 72 89 90
Capital account balance (including errors &
omissions) 32 71 135 125 85

of which FDI (net) 47 47 58 60 50
Change in reserves (decrease=+) -76 -117 -206 -214 -175
Other
Broad money growth (M2), e-o-p, in percent 16.8 19.6 14.6 15 15

Sources: NBS, PBC, and staff estimates.
1/ Estimate.
2/ Projection.

3/ The growth rates of the expenditure components of GDP are estimates and may not match overall GDP growth

rates,

Due to statistical discrepancies between the data from an expenditure perspective and from the production

perspective.

4/ IMF basis; central and local governments, including all official external borrowing. The data for 2004 includes
a repayment of arrears on VAT rebates of RMB 127.5 bn (0.9 percent of GDP). Treating this as a "below the line"

transaction would reduce the deficit by 0.9 percent of GDP.

ECONOMIC AND SOCIAL POLICIES

Macroeconomic management
Fiscal policy—intended to remain prudent

In 2004, fiscal policy started to withdraw stimulus from
the economy. Of the RMB 406 bn. (3 percent of GDP) of
higher than budgeted revenue, RMB 248 bn. (1.8 percent
of GDP) was spent, of which RMB 128 bn. (0.9 percent of
GDP) on repayment of arrears on VAT rebates and the
remaining RMB 120 bn. (0.9 percent of GDP) in other
spending. If the latter payment is considered to be a
repayment of debt, and therefore a below-the-line item,
the deficit was, with 0.6 percent of GDP, considerably
smaller than the 2.8 percent recorded in 2003, as well as
the planned [2.4 percent] of GDP for 2004.

Fiscal policy is to be “prudent” in 2005, as announced in
Minister Jin’s report to the NPC plenum. Targets for
2005 include a fiscal deficit of 2 percent of GDP, and a
decrease in the issuance of construction bond to RMB
80bn., RMB 30bn. less than in 2004. Compared to the

outcome in the deficit in 2004, a 2 percent deficit still
seems rather large for an economy that still faces
considerable demand pressures. However, with a growth
assumption of 8 percent underlying the fiscal numbers
there is again considerable potential for revenue growth
higher than budgeted. Indeed, in the first three months of
the year, revenue growth amounted to 20.4 percent—
lower than last year’s 25.7 percent, but still far outpacing
the projected 11 percent even though the slowdown to a
17 percent increase (yoy) in March reflects the expected
slowdown in domestic demand. It would be prudent to
refrain from spending these additional revenues, or use
them to pay off debt, either directly, or indirectly, for
instance by replenishing the Social Security Trust Fund.

Monetary and exchange rate
independence intact

policy—monetary

Though large and potentially volatile external surpluses
have complicated monetary policy operations, they have
not affected the people’s Bank of China’s (PBC) ability to
reduce money growth to 14 percent (yoy) at end-March,
below the year-end target of 15 percent. With CPI
inflation projected to be broadly in line with the target of
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4 percent in 2005, pressures for further tightening of the
overall monetary policy stance have receded.

In March the PBC cut the interest rate paid on commercial
banks’ excess reserves from 1.62 percent to 0.99 percent,
leaving the interest rate paid on required reserve
unchanged at 1.89 percent. While the decline may induce
more liquidity in the market, it facilitates the development
of the currency market by establishing a better-structured
yield curve. It should also lower the cost of sterilization
operations.

The concerns about overheating of the real estate sector
have, however, also led the PBC to effectively raising the
interest rate for mortgage loans by 20 bp, by changing the
formula that links the mortgage rate to the commercial
lending rate—from a level lower than the commercial
lending rate to no less than the lower band of commercial
lending rate, or 90 percent of the benchmark lending rate.
Bringing the long-term mortgage rate to 5.51 percent,
compared to targeted inflation of 4 percent, this move has
only limited impact on the incentives for real estate
investment stemming from a relatively low interest rate.
The PBC also encouraged commercial banks to raise the
ratio of the initial down payment from 20 to 30 percent.

In its 4™ quarter 2004 monetary policy implementation
report, the PBC announced planned structural and
institutional reforms, including building up pricing
capacity among financial institutions, developing financial
market, carrying forward banking reform, and deepening
foreign exchange management reform.

Increasing exchange rate flexibility and relaxing capital
controls—what is the right order?

In response to increasing pressures on the RMB, as
China’s foreign exchange reserves rose by a record $206
billion in 2004 and the trade balance has shifted into a
large surplus, the government is resisting rapid changes in
the exchange rate regime but has announced a series of
measures to encourage capital outflows.

Premier Wen Jiabao announced that China would change
its exchange rate regime in an unexpected manner and at
an unexpected time. Meanwhile, the experiment with
market makers in the foreign exchange wholesale market
has been widely viewed as part of a pragmatic movement
toward a more flexible exchange rate regime.

The measures to encourage capital outflows include:
encouraging Chinese companies to invest overseas
through the “go global” initiative, allowing Chinese
insurance companies and pension funds to invest in
overseas stocks, giving companies more freedom to
transfer foreign currency assets abroad, and letting them
keep the capital raised abroad. In addition, companies are
now allowed to keep their current account foreign
currency receipts abroad longer. The government
announced it will take further steps to liberalize outflows
towards “full convertibility of the yuan”.

So far these measures have not yielded significant capital
outflows. Indeed, given the current favorable market
sentiment, such policies are unlikely to be effective in
reducing net capital inflows or counter pressures on the
currency in the near term. In fact, the relaxation of
restrictions on capital outflows may encourage more
inflows as investors see that it has become easier to move
the assets abroad in the future if necessary, hence
reducing the risk of speculating inflows (Prasad,
Rumbaugh and Wang, 2005).?

Relaxing controls on capital outflows too fast could
increase vulnerabilities down the road. In particular, once
the global economic situation changes and market
sentiment turns—for example, with a sharp rise in the US
interest rates, or a weakening of China’s growth
prospects—the relaxation of capital outflows will make it
easier for capital to flood out. The resulting increased
variability in capital flows would increase the
vulnerability of China’s currency and financial system.
Given the already existing vulnerabilities in the domestic
financial system, it may be appropriate for China to move
slowly and cautiously in further liberalizing the capital
account.

Structural, institutional, and social
broadening of policy objectives

policies—a

The favorable macroeconomic outlook, on the back of an
impressive growth record, allows policymakers to broaden
policy objectives. As outlined by Premier Wen Jia Bao, in
his speech to the March National People’s Congress, the
government’s objectives are now to create a “harmonious
society” and focus on the “five balances” including the
balance between economic and human development,
domestic and external economy, man and nature, rural and
development, and interior and costal development. For
2005 the Prime Minister announced the policy priorities to
be (i) the government’s function and organization; (ii)
SOEs and corporate governance; (iii) the financial sector;
(iv) rural finance; and (v) social security.

Modifying the pattern of growth and growth strategy

Under the capital and resource intensive growth strategy
focused on industry, since the early 1990s, urban job
creation has been modest despite strong growth, which
has hampered the reduction in urban unemployment and
the transfer of surplus labor out of agriculture, and fuelled
urban-rural inequality. A changing pattern of growth, with
more growth of services sector and more urban
employment growth, would have favorable impact on
urban employment and urban-rural inequality.

As the heavy and chemical industries continued to
outperform other industries, a debate has ensued on
whether China should follow the experience of Japan and
Korea and pursue the industrialization by encouraging the
development of heavy and chemical industries. Local

% Eswar Prasad, Thomas Rumbaugh and Qing Wang, 2005, IMF
policy discussion paper PDP/05/1.
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economists are divided on the issue: some argue that the
development of heavy and chemical industries is
unavoidable, and that the market should decide. Others
argue that their development should be discouraged in
light of their unfavorable impact on natural resources and
the environment, and limited job creation. A third group
argues for “smart” development of heavy and chemical
industries by introducing energy-saving and environment-
friendly technologies.

Public finances—the key instrument in striving to a
harmonious society.

The government intends to shift spending from financing
infrastructure investment to providing public goods and
services. In light of the above refocusing, the 2005 budget
identifies as key targets: agriculture and rural areas;
counties and townships in difficulties; and investment for
weak links in social development (education and health);
although many of the specified policy initiatives appear
modest in 2005.>

The government’s “3 rewards and 1 subsidy” initiative
recognizes the significant fiscal problems of counties and
townships, it tries to structure a set of incentives and
sanctions to improve local fiscal performance, and
recognizes that local spending is often inefficient and that
counties and townships may be overstaffed. RMB 15
billion (0.1 percent of GDP) is allocated for central
government transfers to county-level government, based
on performance judged wusing criteria including
streamlining of the local government. Nevertheless,
expectations on its impact should be modest, given that
the size of the transfers involved is limited and there is
little international evidence that transfers have been used
effectively as an incentive to increase local revenue
mobilization. The initiative does also not address the
deficiencies in the intergovernmental fiscal system.
Further reforms aimed at increasing local revenues could
usefully consider giving local governments more local
autonomy in taxation, reducing the overall level of
transfers in the system and targeting them better to the
poorest areas, and linking tax payments to services
delivered.

More fundamental reform of the intergovernmental fiscal
system would entail: (i) a change in expenditure
assignments, funded by a change in revenue assignments;
(i) a change in the transfer framework to move away
from earmarked transfers to general transfers and revenue
assignments; and (iii) improving the efficiency of local
governments by increasing the decision making autonomy,
but combined with mechanisms to hold them accountable
for performance.

* China’s fiscal transparency could be improved to inform policy
makers better. The information on the 2004 fiscal outcome and
2005 budget released during the NPC plenum does allow
verification of actual expenditure increases in priority areas.

The initiative to improve access to education in poor areas
includes giving education subsides to rural students in
primary and middle-school, exempting them from tuition,
text books, and living expenditure in case of boarding
schools.
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Box 1: China’s rising inequality

Since reforms took off in 1978 China has been among the most rapidly growing countries in the world and
unequalled in the number of people it lifted out of poverty. But rapid development has not always been equally shared
among all groups of the population. Prime Minister Wen Jiabao raised the issue in his Report on the Work of the
Government to the National People’s Congress  last
month as follows: “The development gaps between urban
and rural areas and between different regions and the

Figure 1: China’s income distribution compared
(Gini Coefficient, Selected Countries)
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indications that more unequal societies do less well in

sustaining growth than more equal ones.

Part of China’s rising inequality is due to the normal transformation process a developing country is going through:
Arthur Lewis in the 1950s already observed that if people move from low productivity to high productivity activities,
income inequality first rises, and then falls again. There are several factors that may make this development in inequality
particularly pronounced in China:

e In the course of reforms, income became increasingly market-driven, and those that have the skills and training

the market rewards benefited more than average.

e Rewards for labor became increasingly monetized during the reform period. In-kind pay such as housing and
access to benefits such as cars are now included in pay, and, unlike before, therefore reflected in income
inequality.

e Productivity differences between agriculture and industry are particularly high in China, even allowing for data
weaknesses. At the start of reforms labor productivity in industry was 3.3 times that of agriculture, and by 2003
this had increased to 9 times—compared to 6.5 times in Indonesia, 2.5 times in Malaysia, and 3.3 times in
Japan. The high difference in China has in part resulted from the highly capital intensive industrialization
strategy that was followed.

e  Under this strategy, over 90 percent of the average annual 11.2 percent value added growth in industry in 1993-
2004 was in the form of labor productivity growth rather than employment growth. As a result, absorption of
agricultural surplus labor was largely left to the service sector, and has been limited since the mid 1990s, which
has hampered productivity growth in agriculture. As productivity is the key determinant of income, per capita
rural income growth has been hampered and rural-urban inequality widened.

e China coastal development strategy, which allowed special privileges to those provinces that were likely to
succeed in growing rapidly, may well have added to the rise in inequality (Qiao e.a., 2002).

Taken together, much of the rise in inequality may well have been the result of a desirable growth strategy that
maximized overall gains for the average Chinese. Some of it was clearly not, including the rise in inequalities due to
unlawful use of state property and corruption. And one could reflect whether the high investments that drove
industrialization have always been allocated to the best possible use, given the weaknesses in the financial sector.
Irrespective, inequality has become a policy concern, and the authorities now face the challenge to find those policies that
moderate these inequalities while maintaining their record of high growth and long term poverty alleviation. Perhaps
most important in achieving this is to ensure that those that have become rich first do not capture the political debate to
prolong their privileges that are no longer needed to sustain growth.




China 8

Box 2 — Local Government Debt

Local governments’ fiscal difficulties have been an increasing concern in China. Reasons why local governments end up
with debt are mismatches between their expenditure responsibilities and revenues (see Box 2) and their ambitious
investment activities (see Box 1 in our February quarterly). The earmarking of RMB 15 billion to alleviate the financial
difficulties of counties and townships (see main text and Box 2) marks the first time the central budget has explicitly
allocated transfers for easing financial stresses at county and township level.

A 2003 audit report by the State Audit Administration found that the accumulative outstanding explicit debt by 49
counties in 10 provinces was 2.1 times their fiscal capacity. According to the estimate of an official with Fiscal Science
Research Institute of MOF, the total village-level debts range between RMB 600 billion yuan and RMB 1 trillion RMB.
The table below presents the level of indebtedness of four local governments in Northeast China.

Level of Indebtedness in Four Local Governments in Northeast China

City A (2004) City B (2004) County A (2003) County B
(2003)

Total  Explicit | 528 million 2.9 billion 287 million 203 million
Debt
Direct  explicit | 317 million 2.1 billion 107 million 203 million
debt
Contingent 210 million 803 million 180 million -
explicit debt
Explicit debt | 2.5% 12.8% 15.0% 18.29%
over GDP
Explicit debt | 73% 92% 191.3% 156.2%
over revenue

Source: Local Governments’ Debt Reports shared with the World Bank
mission on sub-national finance and staff estimates.

The type of debts includes foreign loans, on-lent state bond, earmarked borrowings from central bank to pay back
individual debts owed by failed local financial agencies, borrowings from domestic financial institutions, borrowings
from work units and individuals, and arrears of wages. The above numbers however report only explicit debt.

In addition to the “open” debt, local governments have substantial contingent liabilities. Since the Budget Law prohibits
borrowing or issuing bonds by local governments, borrowing is often done by companies established by them on behalf
of them. The debt owed becomes the local government’s “hidden” contingent liabilities for which there is no data
available.

Other fiscal and taxation reform initiatives announced
during the NPC session include raising the threshold of
individual income tax, adjusting the consumption tax, and
providing fiscal support to bank reform including through
direct capital injection. Not agreed for 2005 were
unification of foreign and domestic companies’ corporate
income tax regimes and introduction of a fuel tax.

Changing the role of the government

Changing the role of the government, especially
separating government functions from enterprise
management, has been on the reform agenda for a long
period of time. In this year’s NPC report, Premier Wen
gave the subject particular attention and turned the focus
on some new aspects of government reform. Emphasizing
the need to move toward a service-oriented government,
Premier Wen called for (i) streamlining local government
agencies and work force (at county and township levels)
to both make government more efficient and reduce the
financial burden on farmers; (ii) shifting the composition

of public spending towards public services and deal with
social issues; (iii) withdrawing from making decisions or
working to attract business and investment on behalf of
enterprises or directly intervene in production and
operations; (iv) cutting red tape.

The increased emphasis on the role change of the
government and the identified specific areas are important
steps in the long process of government reform. It will
take a great deal of complementing measures, capacity
building, and fiscal resources to make the process a full
success. Reforms to bring about changes in the role of the
government along the lines the Premier outlined would
include:

e Redefine public expenditure priorities towards social
welfare and public services—in order to change local
governments’ expenditure priorities, this also entails
changing the criteria on which local government
officials’ performance is measured,;
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e Reform the inter-government fiscal system to ensure
local governments in rural and poor regions are able
to provide basic public services (for example, health
and education);

e Streamline local government agencies and work force
by merging some of the villages and township level
governments, and redefining local government
functions and structure;

e Streamline administrative and business approval
procedures, and reduce the power of government
agencies in approving investment projects and
granting ad hoc preferences (such as tax);

e Pursue further SOE reforms in the following aspects:
fundamentally reform the selection and evaluation of
senior managers; continue to shift SOEs’ social
functions to the government; reform the utilities
(transportation, railway, postal, urban utilities) to
allow for market access and better services.

Financial Sector--Policies for banking stability in
China

When the recapitalization of China’s big banks is
completed, it will represent the largest injection of fiscal
or quasi-fiscal funds in any banking system in history.
This has been accomplished without disturbing
confidence or interrupting the steady increase in banking
depth.

Yet, success in avoiding financial instability may have
come at the price of slower progress in structural
improvements in the Chinese financial system needed to
ensure that it is better geared to providing the financial
services needed by China to support sustained and broad-
based economic growth, and in particular by a heightened
moral hazard.

Recognizing the moral hazard that is involved in generous
compensation (including compensation for investors with
securities companies, and depositors at trust and
investment companies), as well as the cash costs, the
authorities have recently moved to limit somewhat the
costs that they will absorb. A ceiling of RMB 100,000 has
been fixed, beyond which the authorities will only cover
90 per cent of individuals deposits.

In addition, vigorous steps have been taken to reduce the
flow of new non-performing loans at the big 4 banks
(including by sanctioning no fewer than 58,000
responsible officials in two state banks alone).

As the authorities move to formalizing arrangements for
depositor and investor protection, it will be important to
take account of international experience in design of these
arrangements to minimize moral hazard, including
governance structures, funding (whether in advance or
not), whether membership is compulsory, the sensitivity
of premia to measures of risk, and above all to the level of
coverage.

There is also a need for improved planning for crisis-
preparedness, including better coordination procedures
among the relevant agencies; and better modeling of
institutional and systemic risk, which in turn requires
more and better information both for the regulatory
authorities and to be disseminated to market participants.
After all, the signals provided by a well-informed and
motivated market can also help the prudential regulators
detect emerging problems as well as discouraging reckless
behavior on the part of intermediaries.

It would be easy to point out how modest is the degree of
co-responsibility newly proposed for individual depositors,
and how gradual has been the process of privatization of
state-owned banks. Yet, the authorities’ success in
avoiding any replication of the financial collapses or
surges of high inflation that have accompanied the process
of transition from a planned economy in so many
countries offers the prospect that future policy decisions
will continue to strengthen the financial system.

Corporate Sector Developments

China’s manufacturing sector saw rapid expansion in
2004, without, on the whole, a weakening of financial
indicators (Table 2). Sales growth was particularly high in
coal, ferrous mining, furniture, and smelting, and profit
growth in coal, oil and gas, mining, food processing,
petroleum refining, smelting, metal products, and
machinery. With net fixed assets growing somewhat less
than sales, there were no obvious signs of over-investment.
And, with liabilities only just outpacing overall net fixed
assets growth, the overall liabilities/asset ratio increased
only  slightly, to 0.59, indicating leverage
(liabilities/equity ratio) of 145 percent—far below
averages for companies in South Korea, Thailand, and
Indonesia prior to the 1997 financial crisis.
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Table 2. China's manufacturing sector: Financial indicators (2004) (in percent)

total SOEs DPEs FIEs
Sales growth 34 23 58 37
Profit increase 39 40 95 29
Net fixed investment
growth 13 4.8 57 18
Profitability, as share of
sales 6.0 7.4 4.8 6.0
Leverage
(liabilities/assets) 59 59 62 56

Source: China Latest Economic Indicators 2005, 2nd issue

A few caveats are in order. First, while overall
investment seems generally in line with sales growth,
anecdotal evidence suggests that many investments (e.g.,
in basic materials) are too small to be economic. This
may reflect the role of local (e.g., municipal) state
sharecholders  in  capital  investment  decisions.
Uneconomic capital investments could be a particular
problem for cyclical industries in the next (inevitable)
downturn.  Second, the limited use of international
accounting standards (i.e., just by publicly-listed
companies and foreign-invested enterprises) warrants
careful interpretation of financial indicators.

High overall profitability in state-owned enterprises
(SOEs) has been driven by good performances in the basic
materials sectors. On the other hand, 35 percent of SOEs
remains loss making. Foreign-invested enterprises (FIEs)
represent 25 percent of manufacturing assets, but 31
percent of sales and 30 percent of profits in 2004. A slight
drop in their overall profitability possibly reflects tighter
competition and higher input costs. Domestic-invested
private enterprises (DPEs) in manufacturing are generally
relatively small, with lower profitability and higher
leverage than other firms. Their net fixed assets growth
slowed in 2004 to 57 percent (from 60-100 percent during
the prior three years). Given the high tempo of borrowing
and investing by these DPEs, it is reasonable to expect
some to make mistakes and fail.

Key current developments and issues include the

following:

e  With profits increasing, an important emerging issue
for the central State-Owned Assets Supervision and
Administration Commission (SASAC), the central
government shareholder, is what cash surpluses to
extract from centrally-administered SOEs in the form
of dividends and whether to reinvest these in existing
or new SOEs or return surplus cash to the ministry of
finance.

e Local (e.g., municipal) SASACs, which oversee
about 85 percents of China’s SOEs, have greater
management challenges. Locally-administered SOEs
are often of lower quality, especially in northeast,

central, and western China. Sales of loss-making
SOEs are often hampered by the inability of local
governments to finance “reform costs”, including
settlement of excessive enterprise debt and unfunded
pensions and other benefits for redundant workers. A
systemic response to the SOE reform costs issue (e.g.,
central/local ~ government  cost-sharing)  seems
warranted.

An initiative in selected locales (e.g., Beijing, Tianjin,
Chongqing, and Heilongjiang) to place local financial
institutions (e.g., city commercial banks, securities
firms) under local SASACs warrants further
consideration. While the risk of politically-motivated
directed lending is perhaps inevitable, it would at
least make sense for local financial institutions to
have a separate reporting chain through local finance
bureaus to the ministry of finance, since these could
well end up being charged with re-capitalization if
any local financial institutions fail.

China still lacks a modern market-based insolvency
system. This is especially significant for China’s
emerging segment of domestic-invested private
manufacturers. As noted earlier, these may tend to be
less robust than other manufacturing segments in
China. Introduction of a new enterprise bankruptcy
law that provides sufficient protections for secured
creditors would strengthen the legal environment for
the private sector.



