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Roadmap
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e Setting the stage

e Fiscal policy frameworks

* Monetary and financial policy frameworks

e State-owned enterprise reform and public administration
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Setting the stage

China matters as never before
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Development and global footprint
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Lifting 600 million out of poverty;
middle class 150-200 million

Physical infrastructure
benchmark (e.g. high-speed
trains)

1/3 of global growth

Spillovers: 1 percent growth
shock/ 0.3 percent in Asia
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Figure 1.1. China’s Share in Global Output
(Percent in purchasing power parity, 2015)
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Source: IMF, Regional Economic Outlook- Asiz and Pacific, Apnl 2016.



Credit-driven investment model:
diminishing returns calls for new growth model
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* Global financial crisis stimulus

Figure 1.4. Diminishing Returns on Investment
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. . . 30 - - 0
 Weaker investment efficiency —feal GDP growth
95 _ = ncremental capital oufput ratio three-year moving average 5
* Increasing consumption will — Investment share of GDP (right scale
be paramount 20-

o EIKERUBYLRA 10 -
« EREFNIRA ;-
c BINERRETZE

Source: CEIC.



Limits of traditional growth model
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“unsteady, unbalanced, uncoordinated, and unstainable development”
March 2007 (WEN Jiabao)”

Global Financial Crisis further increased imbalances and vulnerabilities
Third Plenum (2013) comprehensive reform blueprint

13th Five-Five Year Plan (2016) focus on growth quality, boosting
consumption, expanding the services, further opening up the economy, etc.
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Rebalancing: complex and interlinked but paramount
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Rebalancing toward: ELEHTE
* Domestic demand, o
consumption, and services - AT, HRMRSL

e Sustainable corporate and local o TSR VEFIHE B S
government debt
* Better financial sector B RIERL IR )RIE
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 Market allocation of resources
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* Productivity and innovation

* Inclusive and greener growth

e Market-friendly transparent
communication
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Progress: external to domestic demand and services...
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Less reliance on external demand

Growing share of private
consumption, but investment
(and savings) remains high

Increasing share of services
(service sector now accounts for
40 percent of employment)
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Figure 1.5. Rebalancing from External to Domestic Demand
(Percent of GOP)
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sources: CEIC; and IMF staff estimates.



...but lagging in important areas
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Strong surge in corporate debt
Credit-driven growth model/target

International experience sharp
growth slowdowns (50 percent
financial distress)
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Figure 1.6. Sharp Increase in Credit
(Percent of GDP)
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Sources: CEIC; and IMF staff estimates.

" Local government financing vehicle (LGFV) debt not classified as official general government debt. Total
local government debt (official and LGFV debt not classified as official government debt) was about 40
percent of GDP in 2015.

?Includes part of LGFV debt that is recognized as official local government debt.



Innovative, green, and inclusive growth

¥, ZEMEBFTHEK

Less reliance on physical investment,
cheap labor, government
direction/ownership

Markets with strong frameworks and
in line with social and economic goals
paramount

China’s commitment to
environmental sustainability (e.g.
signing the Paris Agreement)
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Figure 1.9. Asia: Change in Gini Index, Past Two Decades
(Gini points, since 1990)
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Sources: National authorties; World Bank; and IMF staff calculations.
Note: The latest available year and corresponding Gini coefficients are in parentheses.



Market allocation of resources
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e Economic liberalization, but .
limited market discipline (e.g. Figure 1.10. Insolvency Framework
bankruptcies) (Number of cases, 2014)

e Need to enforce rules 30000 - i

* Firm exits 25,000 -
e Social safety nets and resolution
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Sources: China Court; Credireform; Euler Hermes; Sinofrust: U.5. Trust Offices; and UK Insolvency Service.



Toward timely, reliable, and market-friendly, and

transparent communication
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e Communications to guide e Data gaps (e.g.):
markets and increase policy e GDP
effectiveness  Labor market statistics
e Both domestic and global * “New economy”
audience  Local government borrowing

e China’s unigue institutional set-
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Investment in “soft” infrastructure and political economy
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e “overcoming institutional challenges” ...greater emphasis on “soft areas”
(Premier LI, September 2016)

e Overcome strong vested interest groups (President XI, September 2016)

e External anchors (e.g. WTO accession in 2001) fostered competition and
enterprise restructuring
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Fiscal policy frameworks

Reducing vulnerabilities, supporting macro-
management and more equitable growth
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Key driver of fiscal deficits: local governments
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Focus on “augmented” fiscal
deficit and debt

New budget law

Local governments borrow
through more obscure sources;
government guided funds

Local governments on sound
fiscal footing
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Figure 1.8. Fiscal Deficit Remains Large, but More On-Budget
(Percent of GDP)
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sources: CEIC; Chinese authonties; and IMF staff estimates.
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Tax policy: rebalancing and better allocation of
resources
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* Tax burden 20 percent of GDP

* Key issues:
e Redistribution limited
e Tax tilted toward indirect taxes

6. Redistributive Effect of Taxes across OECD relative to China
(Gini Coefficient between 0 and 1)

* Environmental externalities 0.6
e Reform progress (e.g. VAT) 1 Redistributive effect A Before taxes and transfers
K 05 B After taxes and transfers 4
* Key reforms A, |
* Widening the tax base and progressivity A L A Ay,
e Shift from indirect to direct taxes (redistribution) 04 -, A A A A . A
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Tax administration faces challenges
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Internal
* Compliance
* Rapidly growing service sector
* More complex financial instruments
* Future new taxes

External

* “Going global” and risk that companies shift
income to low-tax jurisdictions

Administrative capacity
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Figure 3.2. Value-Added Tax Compliance Ratio

(Percent)
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source: IMF staff calculations.
Note: left scale: VAT actual and potential revenue as percent of GDP; nght scale: VAT efficiency rafio in
percent.



Medium-term (MT) expenditure framework:

fiscal discipline, identify risks, foster counter-cyclical policies
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Adopted > 130 countries

Gap between Five-Year Plan and
annual budgets

Key elements:
e MT fiscal policy targets
* Forecasting

» Strategic decision-making about fiscal
space

Increased collaboration
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Figure 4.2. Medium-Term Expenditure Frameworks Globally, 2008

No medium-term expenditure framewark
I Medium-term fiscal framework (n = 71)
mm Medium-term budgeting framework (n = 42)
% Medium-term program framework {n = 19)

Source: World Bank 2012,



Social security reform: sustainability, equitable, and

rebalancing
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Rapid population aging

Actuarial imbalance (120 percent of GDP
by 2050)

Rebalancing and long-term sustainability
Labor market mobility
Parametric reform

Reduction in contribution rates and
better portability
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Monetary and financial
policy frameworks

Moving from quantitative to price-based
frameworks

B8 M BURA & Rl BURAESS

MEE B P EHEZR I




Moving toward a market-based monetary policy

framework
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PBC’s objectives: inflation, BOP,
growth, financial stability

Tools: M2 target

Correlation between M2 and
inflation/growth declined

Moving toward flexible exchange
7 day repo rate
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Figure 7.2. Weakening Correlation between M2 Growth and the Real Economy
(Correlation coefficient between 0 and 1)
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sources: WIND: and authors’ estimation.
Mote: CFl = consumer price index.



Capital account liberal
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Ization

Current goal: managed capital account

convertibility

Liberalization broadly in line with IMF’s

institutional view

Table 1.1. Potential Sequencing of Capital Account Liberalization

Key Staps

Other Accompanying Reforms Needed

Spedfic Measures

« Gradual increase of quotas;
relaxing qualification require-
ments (in- and outflow for-
eign direct investment and
portfolio investrnent)

De jure 43 out of 53 categories have
controls, but evidence de facto more open

Opening and capital flows

Liberalization and supporting reforms

é’uﬁﬁﬁﬁx

« Replacing quotas and quali-
fication requirements with
price-based controls (unre-
munerated raserve require-
ments or tax)
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« Gradual move from preap-
proval to registration and
notification requirement fol-
lowed by reporting require-
ment

- Removal of most controls

« Modernizing monetary policy
framework

= Implementing hard budget con-
straints

» Reforming state-owned enter-
prises, addressing high corporata
debt

« Further strengthaning monetary
and exchange rate framework

« Continued reform of state-
owned enterprises and corporate
sector

- Enhancing monitoring of capital
flowvs

= Continued improvement of
manatary and exchange rate
framawork

« Adequate capital flow monitor-
ing framework

= Track record of well-defined
credible monetary policy and full
exchange rate flexibility

« Deepening financial markets

« Strengthening regulation and
supervision

« Building up capital and liquidity
buffers

« Adeguate investment regulations
(institutional)

- Contingency plans

« Continued financial market deep-
ening

« Introducing net stable funding
ratio/liquidity charges on noncore
funding

- Higher risk weights on foreign
exchange loans

« Eliminating direct lending

« Expanding the regulatory perim-
eter to shadow banking/corporate
sector

« Continued deepening of financial
markets

« Further strengthening of supervi-
sory and regulatory framework

- Adequate supervisory, micro-,
and macroprudential framework

Souwrces: IMF, Annual Report on Exchange Arrangements and Exchange Restrictions; and IMF staff.



RMB internationalization reflects reform progress
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* RMB’s use for trade settlement and direct  Figure 9.5. Liquidity Indicators by Currency Pair
. {Daily averages, basis points)
investment (2009)

. . 2. Effective Trading Cost
e High frequency indicators and offshore eetive frading to
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A rapidly changing financial system calls for constant

upgrading of regulation and supervision
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d nghly innovative but also complex and Figure 10.4. Nonstandard Lending and the Nonbank Financial System

opaque
 World’s largest banks, second largest .

stock-, and third largest bond markets 3. E;ﬂﬂgm VNP Issuance and Wholesale
e Credit driven public investment-led (Percent, year-over-year)

growth model and shadow products 80 - — WMP issuance growth -

* Linkages and risks 70 - = Wholesale funding growth -

e Coordination and information sharing 60
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Sources: Bloomberg LP; CEIC; national authorities; WIND; and IMF staff calculations.
MNote: WMP = wealth management product.



State-owned enterprise
reform

Achilles heel to ensure a better allocation of
resources and addressing rising vulnerabilities
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State-owned enterprise reform:

productivity increase and reduction in vulnerabilities
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Declining share

150,000 SOEs accounting for 50
percent of bank credit

High leverage, especially in
overcapacity sectors and “zombie

”

firms

Productivity less than half of
private companies
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Figure 11.1. SOEs Dominate Resource Use and Operate Less Efficiently
(SOEs" share of total unless otherwise stated’)

S0Es play a ... but remain ...and operate
~  declining role dominant in use less -
70-  ingrowth._.. of resources... efficiently. -
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Sources: CEIC; Ministry of Finance; Mational Bureau of Statistics; People's Bank of China; WIND; and IMF
staff extimates.

Note: S0E = state-owned enterpnise.

" Sample period as of end-2015 where data are available. Bank credit and total factor productivity are
average between 2011 and 2015.



SOE reform progress slow: key questions still remain

EEREARER | KERBILF

» 13t Five Year plan and State Council

directives Figure 11.5. Implicit Support to S0Es Contributing to Resource Misallocation
e Details and non-economic objectives 2. Implict Supportto SOEs
o Successful SOE reform (Percent of GOF)
. Triage 85 Wlandendowment and rental M Nafural resources M Credit M Fiscal and pricing
e Allow exits :E . ]
* Harden budget constraints Reduce |
barriers to entry 30-
 Create level playing field Eh
20-
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N2y Sources: CEIC; Unirule Insttute of Economics 2015; and IMF staff estimates.
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. E[Jl_/ \SIZE/] R%}/’Fiﬁ " Numbers in the bar chart refer fo the share of total implicit support.



Public administration

Strengthening headquarter staffing
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Strain on public institutions
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° G overnment |a rge (I;irtlalmci.allf.systgm development and headquarter staffing
otal social financing in percent of GDP)
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