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		Basic statistics of China, 2015

	(Numbers in parentheses refer to the OECD)

	LAND AND PEOPLE

	Population (millions)
	1371.2
	(1283.0)
	Population density per km2
	146.1
	(35.4)

	Under 15 (%)
	17.2
	(18.1)
	Life expectancy (years, 2014)
	75.8
	(80.1)

	Over 65 (%)
	9.6
	(16.2)
	Men 
	74.3
	(77.5)

	Latest 5-year average growth (%)
	0.5
	(0.6)
	Women
	77.4
	(82.8)

	Urbanisation rate
	55.6
	(80.3)
	Agricultural land (% of total, 2013)
	54.8
	(35.3)

	ECONOMY

	GDP, current prices (market exchange rate, trillion USD)
	10.9
	(45.9)
	Value added shares (%)
	
	

	GDP, current prices (trillion CNY)
	67.7
	(285.8)
	Primary
	8.9
	(1.6)

	Latest 5-year average real GDP growth (%)
	7.8
	(1.6)
	Industry
	40.9
	(24.2)

	GDP per capita, (000 USD PPP)
	14.2
	(39.7)
	Services
	50.2
	(74.1)

	GENERAL GOVERNMENT

	Expenditure (% of GDP)
	37.9
	(41.9)
	Net lending (% of GDP)
	-1.3
	(-2.9)

	Revenue (% of GDP)
	36.6
	(39.0)
	
	
	

	EXTERNAL ACCOUNTS

	Exchange rate (RMB per USD)
	6.23
	
	Main exports (% of total merchandise exports)
	
	

	PPP exchange rate (USA = 1)
	3.47
	
	Machinery and transport equipment
	12.9
	

	In per cent of GDP
	
	
	Telecommunication, sound equipment
	12.9
	

	Exports of goods and services
	22.3
	(24.9)
	Computers
	8.5
	

	Imports of goods and services
	18.7
	(24.7)
	Main imports (% of total merchandise imports)
	
	

	Current account balance
	3.0
	(0.1)
	Machinery and transport equipment
	20.9
	

	Net international transfers
	-0.1
	(-0.7)
	Petroleum and products
	9.6
	

	Balance of income
	-0.4
	(0.5)
	Metalliferous ore, scrap
	6.6
	

	LABOUR MARKET, SKILLS AND INNOVATION

	Employment rate (total population, %)
	56.4
	(55.9)
	Unemployment rate (urban) (%)
	4.1
	(6.8)

	Participation rate (total population, %)
	58.3
	(60.0)
	Tertiary educational attainment 25-64year-olds (%, 2010)
	10.0
	(35.0)

	Gross domestic expenditure on R&D (% of GDP, 2014)
	2.1
	(2.4)
	
	
	

	ENVIRONMENT

	Total primary energy supply per capita (toe, 2014)
	2.2
	(4.2)
	Freshwater use (m3 per capita2014)
	443.3
	(827.7)

	Renewables (% of TPES, 2014)
	11.2
	(9.4)
	Agriculture (% of total use)
	64.5
	(43.9)

	Fine particulate matter concentration (PM2.5, μg/m3)
	57.2
	(14.9)
	Households (% of total use)
	12.3
	(15.1)

	CO2 emissions per capita (metric tons, 2013)
	7.6
	(9.7)
	Industry (% of total use)
	23.1
	(41.1)

	SOCIETY

	Income inequality (Gini coefficient, 2013)
	0.473
	(0.311)
	Education outcomes (PISA score in B-S-J-G, 2015)
	
	

	Poverty headcount ratio at $3.1a day (2011 PPP)
	
	
	Reading 
	494
	(493)

	(% of population, 2013)
	11.1
	n.a.
	Mathematics
	531
	(490)

	Share of women in parliament (%)
	23.6
	(27.1)
	Science
	518
	(493)

	Net official development assistance (% of GNI, 2014)
	-0.01
	(0.01)
	
	
	

	Note: B-S-J-G refers to the four areas covered by the latest PISA survey: Beijing, Shanghai, Jiangsu and Guangdong.

	Source: Calculations based on data extracted from the databases of the following organisations: National Bureau of Statistics, OECD, International Energy Agency, World Bank and International Monetary Fund.




Executive summary
Managing the gradual slowdown
Growth is still high, but is gradually andappropriately moderating
[image: graphic]Source: OECD Economic Projections 100 Database.
StatLinkhttp://dx.doi.org/10.1787/888933461686

Growth remains high but is gradually moderating as the population ages and the economy rebalances from investment to consumption, from external to internal demand and from manufacturing to services. Orderly rebalancing requires addressing corporate over-leveraging, overcapacity in real estate and heavy industries, and debt-financed over-investment in asset markets. Fostering innovation and moving to more efficient and less energy-intensive production is key to raising productivity as well as to improving the quality of growth and making it more sustainable. At the same time, growth needs to become more inclusive. To measure progress on those fronts, better and more timely data provision is crucial.

Boosting corporate dynamism and performance
R&D spending is higher than in a number ofOECD countries
2014 or latest
[image: graphic]Source: OECD MSTI database.
StatLinkhttp://dx.doi.org/10.1787/888933461697

Spending on research and development is far above countries with similar GDP per head, though it remains behind the UnitedStates and Japan. Patent numbers are soaring on the back of generous subsidies but the share of invention patents is small. Business creation has been made easier through the removal and unification of licenses, but too many firms are unviable. Corporate governance is being strengthened, including for state-owned enterprises, through enhanced external monitoring and internal control, though on-the-ground progress needs to accelerate. Stepped-up efforts to curb corruption will improve the quality and resilience of growth.

Ensuring inclusive growth by enhancing opportunities
Disposable income of the top 20% over that of the bottom 20% of the income distribution
2016 or latest available
[image: graphic]Source: China National Bureau of Statistics, OECD Income Distribution Database.
StatLinkhttp://dx.doi.org/10.1787/888933461704

Income inequality has declined and poverty even more so. Nevertheless, the income gap between the richest and poorest remains large. Policy reforms can greatly enhance the redistributive impact of the tax-and-transfer system, strengthen education and skills and improve the labour market opportunities of marginalised groups. Improving the adequacy and accessibility of healthcare and pensions would reduce the high household saving rate and benefit both individual well-being and economic growth.

	MAIN FINDINGS
	KEY RECOMMENDATIONS

	Monetary policy and prudential regulation

	The stance of monetary policy is broadly appropriate, but the use of targeted policy instruments is rising. 
	Rely less on targeted monetary policy instruments. 

	Consumer finance is expanding rapidly.
	Enhance prudential regulation by requiring lenders to take into account borrowers’ repayment ability when extending loans.

	Slower growth makes investment more risky and is driving funds to real estate and securities markets.
	Restrict leveraged investment in asset markets.

	Public spending and fiscal data

	Fiscal stimulus, including through policy bank lending, raises short-term growth but may lead to poor investments. 
	Conduct a prudent fiscal policy. Increase public spending efficiency by channelling funds to where returns are high such as education, health and social security and avoid misallocation of capital by allowing banks to better price risk. 

	Incomplete or tardy general government data hamper fiscal policy assessment.
	Improve the quality, coverage and timeliness of fiscal reporting. 

	Greening growth

	Environmental standards are not enforced effectively enough and green taxes make up a very small share of tax revenues.
	Effectively implement the December2016 Environmental Protection Tax Law, stepping up enforcement efforts and raising environmental taxes. 

	China accounts for 27% of world carbon emissions and has committed to curb them. However, increased renewable capacity does not always translate into greater use.
	Allow independent renewable generators to sell surplus energy and link renewable capacity expansion with the extension of the local power grid.

	Promoting innovation

	Innovation is flourishing though only strategically important projects and new- and high-tech industries benefit from support. 
	Broaden the number of sectors benefiting from government support for innovation. 

	Intellectual property right violations deter registration of patents.
	Strengthen intellectual property right protection by more systematically prosecuting violators and raising fines.

	Improving corporate governance and pushing ahead with SOE reform

	SOE managers are often civil servants. The board often has a limited role in appointing and evaluating management and independent directors are not truly independent. SOEs are often burdened with social functions.
	Professionalise the management of SOEs to make a clear division between business and politics. Hire truly independent directors and give the board authority to appoint and evaluate management as well as to decide management salaries and promotion. Where possible carry out SOEs’ social functions separately from commercial operations to boost the efficiency of the latter. 

	Controlling shareholders often expropriate minority shareholders through related-party transactions. 
	Require the regular publication of company accounts and enhance disclosure standards for all firms. 

	Top executives have been found to embezzle State assets.
	Raise penalties for individuals committing fraud.

	SOEs and other public entities enjoy implicit guarantees that inflate corporate debt.
	Gradually remove implicit guarantees to SOEs and other public entities to reduce contingent liabilities.

	SOEs have large market shares in many sectors.
	Reduce state ownership in commercially oriented, non-strategic sectors. Let unviable SOEs go bankrupt, notably in sectors suffering from over-capacity.

	Strengthening social inclusiveness

	The gap between the richest and poorest is wide. Taxes and transfers have little redistributive impact. The system of social security contributions is regressive. 
	Base social security contributions on actual income earned. Increase central and provincial government social assistance transfers to poorer areas. Broaden the personal income tax base and increase tax progressivity. Implement a broad-based nationwide recurrent tax on immovable property and consider an inheritance tax that would include some basic inheritance allowance.

	The retirement age is low, especially for women. 
	Gradually increase and unify the pension age to 65 and then index it to life expectancy.

	Pension benefits cannot be readily transferred between locations, disadvantaging migrant workers.
	Improve administrative procedures to make it easier to draw a pension in a different location from where it is earned.

	Enrolment rates in early childhood education are relatively low for rural children.
	Increase public funding for childcare and introduce incentives to encourage the participation of rural children in early childhood education.






Assessment and recommendations1


As it enters the 13th Five-Year Plan period (2016-20), the Chinese economy continues to grow fast by international standards. While growth is slowing gradually, GDP per capita remains on course to almost double between 2010 and 2020 (Figure 1). As a result, the Chinese economy will remain the major driver of global growth for the foreseeable future. Notwithstanding the economy’s impressive performance and unprecedented poverty reduction (Panel C), imbalances have built up. China’s growth has long been driven by capital accumulation, supported by high savings. However, the growth model has led to misallocation of capital and falling investment efficiency, and to excess capacity in some manufacturing industries and in the real estate sector, which needs to be worked off. High enterprise investment was financed by debt, fuelled by interest subsidies and implicit guarantees for SOEs and other public entities. Effectively addressing sources of risk, such as excessive corporate leverage, real estate bubbles and leveraged investment in asset markets will help keep growth on a sustainable path. The authorities may need to forgo some growth in the short run to ensure greater stability over the longer run, with a wider spread of the benefits of growth across society and less stress on a highly polluted environment.



Figure 1. Trend growth is moderating but convergence proceeds

[image: graphic]Note: The shaded areas indicate projections. Panel C is calculated based on China’s 2010 rural poverty standard of CNY 2 300 annual per capita net income in 2010 prices.

Source: World Bank World Development Indicators database; OECD Economic Outlook 100 Database, OECD Long-term Baseline Projections 96, National Bureau of Statistics, China Statistical Yearbook 2016.

StatLink  http://dx.doi.org/10.1787/888933461718



Against this backdrop, rebalancing of the economy towards consumption is key. It has made progress, with growth slowing only gradually. Consumption is supported by stable income growth, in particular in rural areas, which will help reduce the urban-rural divide and thus make growth more inclusive. Consumption-driven growth will also help rebalancing from manufacturing to services (Figure 2.A) and from external to internal demand.



Figure 2. The economy is undergoing a number of transitions

[image: graphic]Note: In Panel A industry includes the mining, manufacturing and utilities sectors; services include construction. In Panel B investment is real gross fixed capital formation.

Source: OECD Economic Outlook 100 Database.

StatLink  http://dx.doi.org/10.1787/888933461720



Slowing growth implies lower profits for enterprises, and therefore greater pressure to improve efficiency. It also translates into slower growth of incomes and limits the fiscal resources available to make growth more inclusive. Improving corporate performance by boosting innovation activities and entrepreneurship, enhancing the standards of corporate governance and reforming state-owned enterprises (SOEs) by exposing them to market mechanisms would raise efficiency and boost household incomes, improve employment opportunities and raise people’s overall well-being. Against this backdrop, the main messages of this Economic Survey are:


	Growth is still high, but is gradually and appropriately moderating as the population ages and the economy rebalances from investment to consumption. More widespread innovation and entrepreneurship, more effective corporate governance and state-owned enterprise reform are needed to improve the quality and resilience of growth.


	Financial risks are mounting on the back of high and rising enterprise debt, expanding non-bank activities and enormous over-capacity in some sectors. A burst of the housing bubble would hurt the real estate, construction and several manufacturing industries. However, household indebtedness remains moderate and prudential regulations for mortgage loans are stringent, so the financial sector could likely absorb the shock.


	Social safety net coverage has improved over the past decade, contributing to reduce poverty. Nevertheless, income inequality remains high. Social infrastructure needs to be further developed, especially for rural citizens, and the tax and transfer system made more progressive.





Moderating growth

Growth is projected to inch down further (Table 1), as adjustment in manufacturing sectors plagued by excess capacity gathers momentum and investment slows (Figure 2.B). Patterns across the country vary, however: in some areas slowing investment has brought down growth, while in others, mainly less developed ones, both investment and GDP are growing at or close to double-digit rates (Figure 3). Cutting capacity is hard as it requires sub-national governments to find funds to relocate, compensate, re-train and re-employ redundant workers. Many, especially below the province level, cannot afford the costs.


	
Table 1. Macroeconomic indicators and projections




	2010

	2011

	2012

	2013

	2014

	2015

	2016

	2017

	2018



	% change





	Real GDP

	10.6

	9.5

	7.9

	7.8

	7.3

	6.9

	6.7

	6.5

	6.3




	Exports of goods and services, volumes1

	24.9

	14.0

	6.2

	9.1

	6.8

	-2.0

	2.3

	3.4

	3.3




	Imports of goods and services, volumes1

	18.1

	16.0

	7.1

	11.0

	9.3

	3.9

	8.6

	7.7

	6.0




	GDP deflator

	6.9

	8.2

	2.4

	2.2

	0.8

	-0.5

	0.7

	2.0

	2.5




	Consumer price index

	3.3

	5.4

	2.6

	2.6

	2.0

	1.4

	2.0

	2.6

	3.0




	Terms of trade

	-9.6

	-3.7

	2.6

	1.0

	2.8

	12.8

	0.0

	-0.9

	0.5




	% of GDP




	Fiscal balance




	Overall2

	-0.4

	0.2

	0.5

	-0.3

	-0.3

	-1.5

	-2.3

	-2.5

	-2.5




	Headline3

	-2.2

	-1.4

	-1.1

	-1.8

	-1.7

	-2.4

	-2.9

	-2.9

	-3.0




	Current account balance

	3.9

	1.8

	2.5

	1.5

	2.7

	3.0

	1.9

	1.2

	0.9




	Memorandum items:




	Billion USD



	Foreign exchange reserves, end year

	2 847

	3 181

	3 312

	3 821

	3 843

	3 330

	3 011



	% change unless otherwise noted




	Housing prices deflated by the CPI4

	6.5

	-1.3

	-3.2

	3.2

	0.5

	-5.3

	4.4




	Total employment

	0.4

	0.4

	0.4

	0.4

	0.4

	0.3

	0.2




	Urban employment

	4.1

	3.5

	3.3

	3.1

	2.8

	2.8

	2.5




	Nationwide Gini coefficient for household disposable income (level)

	48.1

	47.7

	47.4

	47.3

	46.9

	46.2

	46.5




	Note: 2017-18 projections are based on the OECD’s March 2017 Interim Economic Outlook.


	1. OECD estimates.


	2. The overall fiscal balance encompasses the balances of all four budget accounts (general account, government managed funds, social security funds and the state-owned capital management account).


	3. The headline fiscal balance is the official balance defined as the difference between the two items i) general budget revenue and ii) revenue from the stabilisation fund and carryovers on the revenue side and the two items iii) general budget spending and iv) replenishment of the central stabilisation fund on the spending side.


	4. The housing prices are estimated using the property price index of 70 cities for 2008-10, then the simple average of the property price index of newly constructed residential housing for 2011-16.


	Source: CEIC database; OECD March 2017 Interim Economic Outlook.







Figure 3. The slowdown in growth and investment has been geographically uneven

Compound average growth rate, 2012-15

[image: graphic]Note: Both GDP and gross fixed capital formation are in real terms. The real gross fixed capital formation is calculated from the nominal figures using the province-specific fixed asset investment deflators. For Tibet, for which no deflator is available, the national average is used. 

Source: OECD calculations from data by the National Bureau of Statistics. Data for Liaoning are reportedly overstated.

StatLink  http://dx.doi.org/10.1787/888933461737



Property investment has been supporting growth alongside infrastructure projects for most of 2016, but is now bottoming out as regional macro-prudential regulations are introduced to cool markets. Residential property prices have been rising since mid-2015, especially in “Tier 1” cities (Figure 4), worsening housing affordability in the largest urban metropolises. Price gains have been fuelled inter alia by monetary accommodation and the loosening of restrictions on property investment in 2015. In contrast, estimates suggest it could take over three years to work off housing inventories in China’s smallest cities even absent new residential construction (IMF, 2016a).



Figure 4. High liquidity has fuelled a housing boom

[image: graphic]Note: The reserve requirement ratio refers to large commercial banks; housing prices are calculated from the 70 cities residential property price index. Chinese cities are commonly classified into six tiers according to their economic and administrative importance. In Panel D, “Tier 1” comprises four cities (Beijing, Shanghai, Shenzhen and Guangzhou), “Tier 2” eight, “Tier 3” 11 and “Tier 4” 47.

Source: CEIC database.

StatLink  http://dx.doi.org/10.1787/888933461741



Restricted land supply has also propelled prices higher, notably in the “Tier 1” cities of Beijing, Shanghai, Shenzhen and Guangzhou. Local governments rely on land sales as a revenue source (OECD, 2015b), and therefore ration public land to keep prices up. Total land released for property development fell by 25% in 2014 and a further 21% in 2015, contributing to the existing lack of land for residential construction in many locations. In Shanghai, for example, the share of land available for residential property development is lower than in Tokyo and New York (Hong, 2016).

To temper the rapid increases in property prices in the largest cities, the authorities have tightened home purchase restrictions. In March 2016, mortgage down-payment ratios and restrictions on non-local buyers were raised in Shanghai and Shenzhen. Similar measures were subsequently introduced in Beijing and in Tier 2 cities such as Hefei, Xiamen, Suzhou, Wuhan and Chengdu.

Consumption has remained robust on the back of strong employment creation and steadily rising incomes, in particular in rural areas. E-commerce sales and tourism services imports have been very buoyant. Employment creation remains strong and (urban) unemployment low. Overall vacancy rates in dynamic big cities like Shanghai and Chongqing remain high, while in Shenyang, in the industrial rustbelt, labour demand continues to fall short of supply (Figure 5).



Figure 5. Vacancy rates are high in some areas

[image: graphic]Note: Ratio above one means more jobs on offer than the number of job seekers in the respective category.

Source: China City Labour Force Survey, Ministry of Human Resources and Social Welfare.

StatLink  http://dx.doi.org/10.1787/888933461753



Trade has slowed (Figure 6, Panel A). Export sluggishness is related to the subdued global recovery, while the slowing of goods imports can be largely attributed to weak investment demand as capital goods make up a significant part of imports. The current account surplus remained relatively stable reflecting a sizeable and persistent surplus in goods trade, even though overall goods trade is shrinking (Panel C). Capital goods have become an important contributor to the trade surplus (Panel D). In contrast to the large surplus in goods trade, the services deficit is soaring, due to a large increase in tourism imports (Panel B). Import volumes of goods have slowed (Panel E) as processing trade diminished and so have foreign global value chain (GVC) activities. As China is establishing its own GVCs, it will be even more important to provide the necessary services for that, in particular in the areas of distribution, logistics and telecom, where restrictions remain high (Panel F).



Figure 6. Trade has slowed but the goods surplus has increased

[image: graphic]Note: Panel C shows the sum of goods exports and imports. In Panel F, BRIIS stands for Brazil, Russia, India, Indonesia and South Africa and STRI for the OECD Services Trade Restrictiveness Index.

Source: CEIC and OECD Services Trade Restrictiveness Index database.

StatLink  http://dx.doi.org/10.1787/888933461768



Producer prices have strongly accelerated (Figure 7), reflecting the combined and partly related effects of exchange rate depreciation, firming commodity prices and reduced excess capacity. Consumer price inflation, however, remains subdued.



Figure 7. Deflationary pressures are subsiding

Per cent change over previous year

[image: graphic]Note: Core CPI excludes food and energy.

Source: National Bureau of Statistics.

StatLink  http://dx.doi.org/10.1787/888933461777



Against this backdrop, growth will continue to slow gradually over 2017-18 (Table 1) but policy stimulus will help keep it above 6% (Table 1). Consumption will become a more prominent driver as investment slows, particularly in the private sector: i) on the back of adjustment in heavy industries; ii) amid declining returns on investment; and iii) due to still high entry barriers in the dynamic services sector. Consumption will be supported by stable employment and income growth. The fiscal deficit will widen somewhat as a result of stepped-up fiscal expansion. Inflationary pressures will rise somewhat due to higher raw material prices, but CPI inflation will remain relatively subdued.

Risks to the above projection are tilted to the downside. Soaring property prices in Tier 1 cities and leveraged investment in asset markets magnify vulnerabilities (Box 1) and the risk of disorderly defaults. Excessive leverage and mounting debt in the corporate sector compound financial stability problems even though a number of tax cuts are being implemented to reduce the burden on enterprises. Rapid adjustment in the real estate and industrial sectors would drag down growth, but is necessary to strengthen resilience. Supply-side policies, including deleveraging and working off excess capacity, are crucial to avoid a sharp slowdown. Greater-than-expected stimulus, in contrast, would result in stronger growth in the short term but larger imbalances later. On the upside, a stronger than foreseen global rebound would support Chinese exports and growth.



Box 1. Key vulnerabilities



	Vulnerability

	Possible outcome





	A sharp rise in trade protectionism 

	Protectionist measures by some trading partners would hurt Chinese exports, but would be mitigated over time by China seeking free trade agreements with others.




	A steep fall in housing prices

	A collapse in housing prices would hurt some sectors of the economy including real estate, construction, furbishing, home appliances and other related industries, but the impact of a steep fall in house prices would be mitigated by stringent prudential regulations governing household mortgage borrowing and the prohibition of withdrawing housing equity.




	A significant increase in corporate defaults

	Slowing growth and enterprise profits make it harder to service debt and can lead to further defaults, adversely affecting bank profitability and leading to liquidity problems. This, however, may be mitigated in the short term by the government’s bailout of defaulters or persuasion of creditors not to exercise their right.












Monetary policy is juggling two objectives: supporting growth and containing risks

Monetary policy appropriately continued to ease in 2015-16 as activity slowed, stock prices fell and deflationary pressures persisted. The central bank continues to carefully manage liquidity conditions, which are particularly important for smaller banks, but recently concerns have risen over financial risks related to rising asset prices. The challenge will be to strike a balance between supporting demand and containing risk.

The monetary policy framework has become more market oriented, but at the same time recourse to targeted credit has been stepped up. The interest rate ceiling on deposits has been lifted – the last milestone in the interest rate liberalisation process (Box 2). Credit pricing seems to have improved as the share of loans at the benchmark rate has diminished while the share well above or well below has increased (Figure 8). However, the rising share of loans below the benchmark may be related to increased lending to SOEs and other public entities that carry implicit government guarantees. The PBoC has also introduced an interest rate corridor to guide key money market rates. However, at the same time, it has started to extend loans collateralised by qualified assets to banks for re-lending to SMEs and the agricultural sector. This measure, alongside other new tools such as the pledged supplementary lending and the medium-term lending facility, provides selective liquidity support (while also influencing lending rates). Reliance on such targeted instruments tends to hold back the move towards more market-based mechanisms.



Figure 8. The share of lending at the benchmark rate has fallen

Percentage of lending by interest rate relative to the benchmark interest rate

[image: graphic]Source: CEIC database.

StatLink  http://dx.doi.org/10.1787/888933461782



Exchange rate flexibility was increased in August 2015, an important step towards an effectively floating exchange rate regime (IMF, 2016a). By mid-2016 the renminbi had retraced much of the gains it recorded over 2014-15 (Figure 9). Expectations of further renminbi depreciation triggered capital outflows and prompted the authorities to step in to defend the currency in the foreign exchange market, resulting in a sharp decline in foreign exchange reserves. The authorities also tightened restrictions on some types of capital outflows and took measures to encourage inflows. Capital outflows are also a result of portfolio reallocation between renminbi and foreign currency assets by the private sector, which is likely to continue in the foreseeable future. The inclusion of the currency in the IMF special drawing rights basket in October 2016, however, is likely to boost demand for renminbi-denominated assets in the medium term, thereby mitigating the impact of capital outflows, a slowing economy and falling returns (Prasad, 2016). Overall, further flexibility should come with greater market determination of the exchange rate, which can serve as a cushion to absorb shocks as the capital account opens up further, as emphasised in the 2015 Economic Survey.



Figure 9. Trend exchange rate appreciation has ceased

Nominal and real effective exchange rates (2010 = 100)

[image: graphic]Source: Bank of International Settlements database.
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The kick-start of sub-national government bond issues in 2015 and more recently the surge in special bonds to support infrastructure projects, have expanded the bond market, which is now the third largest worldwide. As banks – the largest investors – tend to hold to maturity and other investors that tend to trade more such as insurance and securities companies play a limited role, the secondary market remains illiquid. The bond market is rather segmented by regulation (Ma and Yao, 2016). Banks are restricted to the interbank market. Although the three main issuer types (the government, financial institutions and the non-financial corporate sector) seem to account for similar shares of the bond market (Figure 10, Panel A), in fact most issuers are government related: policy banks are the largest issuers of financial bonds and SOEs alongside local government investment vehicles the largest non-financial corporate issuers. The issuance of enterprise bonds and short- and medium-term notes is supervised by different bodies (Panel B) and this paper is traded on different platforms with different investor mixes. Regulatory unification would increase liquidity, reduce regulatory arbitrage, save on supervisory costs and help develop a more efficient bond market. This would promote currency internationalisation and use of the renminbi as a reserve currency since reserve holders invest through high-grade bonds.



Figure 10. The domestic bond market has developed rapidly

[image: graphic]Note: Bonds outstanding, quarterly data. In Panel B, issues by government-sponsored institutions such as the Central Huijin Corporation and China Railways and private placement notes are not included. For the various bond types, the English equivalents of the original Chinese names are used.

Source: Wind database. 

StatLink  http://dx.doi.org/10.1787/888933461802






Mounting risks in the financial sector

Total private and public debt now exceeds 250% of GDP, up from 150% prior to the Global Financial Crisis. While both corporate and household debt have been rising rapidly, the outstanding stock of corporate debt is particularly high when compared with many OECD countries (Figure 11, Panel A) and other emerging economies.



Figure 11. Corporate debt is particularly high

[image: graphic]Note: In Panel B, “Other banks” are 12 other A-share listed banks. Combined with the four big...
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