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3.9.2 Supply-side contributions to growth
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Growth decelerated in 2014 as investment slowed, particularly in real estate. The government 
targets the growth rate of 7.0% as “new normal.” Inflation will remain low. The surplus in the 
current account will expand in 2015 but moderate in 2016. The main policy challenge is to reform 
local government finance to reduce debt and improve transparency without hindering growth.

Economic performance
As the pace of investment slowed, GDP growth in the People’s Republic 
China (PRC) continued to decelerate, falling from 7.7% year on year in 
2013 to 7.4% in 2014 (Figure 3.9.1). Growth still met the government 
target of about 7.5%. As in 2013, the government provided fiscal and 
monetary support to ensure stability in labor and financial markets but 
refrained from large-scale stimulus. It thus embraced more closely the 
new normal of decelerating growth as demographic shifts and the sheer 
size of the economy make sustaining the high growth rates of the past 
increasingly difficult.

On the supply side, output growth slowed in all sectors except 
agriculture. The service sector remained the main engine of growth 
even though a slowdown in hospitality and real estate services tamped 
down sector growth to 8.1%. Industry (including manufacturing, 
mining, and construction) expanded by 7.3%, with consumer-oriented 
manufacturing outperforming heavy industry. Domestic rebalancing 
from industry to services made further progress as envisioned by the 
government, such that the share of services in nominal GDP increased 
to 48.2% while that of industry decreased to 42.6%. Services contributed 
an estimated 3.5 percentage points to GDP growth while industry 
contributed 3.4 points (Figure 3.9.2). Urbanization and rising household 
incomes remained structural drivers, but services benefited as well 
from deregulation and the continuing reform of taxes on services. 
Most of the new 13.2 million urban jobs created in 2014 were in services. 
Large investments raised agricultural growth slightly to 4.1% in 2014, but 
the share of agriculture in GPD declined to 9.2%. Almost 30% of the PRC 
workforce is still employed in this sector, pointing to a reservoir of excess 
agricultural labor that potentially can be tapped by industry and services.

Domestic rebalancing also progressed on the demand side as the 
contribution of consumption to GDP growth rose to 51.2% from 50.0% 
in 2013 while that of investment fell to 48.5% from 54.4% in 2013 
(Figure 3.9.3). Net exports added 0.3% to growth as the positive external 
shock of lower commodity prices slowed import growth by value as 
compared with exports.

3.9.1 Economic growth
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Growth in fixed asset investment moderated to 15.1% year on year 
in real terms, down from 19.2% in 2013. Investment in infrastructure 
slowed less than investment in manufacturing or real estate, as 
infrastructure benefitted from central government support, including 
through policy banks. The slowdown was most pronounced in real 
estate, where investment growth halved to 9.9% year on year in 2014, 
dragged down by tighter financing conditions for developers and home 
buyers, the bursting of local housing price bubbles, and oversupply, 
particularly in small and medium-sized cities. Prices peaked nationwide 
in April 2014 and have since fallen by about 3.5%. The government 
cushioned the correction by removing tight purchase restrictions 
in most cities, improving access to mortgage loans and the housing 
accumulation fund (a mandatory savings scheme), and accelerating 
shantytown redevelopment and social housing construction. The 
housing market has started to stabilize in recent months, and sales 
growth has reentered positive territory in larger cities.

Consumption growth remained more robust, supported by strong 
income growth as households’ real disposable incomes rose by 8% 
year on year, driven by higher wages and social transfers. For the sixth 
successive year, rural households enjoyed faster real income growth 
than did urban households, though urban households still earn 2.75 
times more than their rural counterparts (Figure 3.9.4). This disparity 
and the reform of the household registration system under way since 
mid-2014 make it easier for migrant workers to apply for and receive 
social services in small and midsized cities, catalyzed a further rise in 
their numbers by 5 million in 2014. According to official figures, income 
distribution improved, with the Gini coefficient edging further down 
to 0.469 from 0.473 in 2013. Reflecting these developments, growth in 
retail sales moderated in 2014 only slightly to 10.9% year on year in real 
terms. The most dynamic section of the market remained online sales, 
which skyrocketed by 48.0%.

Consumer price inflation averaged 2.0% in 2014, down from 2.6% 
in 2013 (Figure 3.9.5). This reflected mainly slower food price inflation 
in line with global trends, as food accounts for one-third of the PRC 
consumer price index. Core inflation, which excludes energy and food, 
slowed only marginally to 1.6%, suggesting that lower inflation owed 
little to weaker domestic demand. Falling oil prices also pulled inflation 
down, though energy accounts for only 6% of the index and ongoing 
reform somewhat raised administered prices for energy, water, and gas.

Average producer price deflation remained unchanged at 1.9% for 
2014 as a whole, as global commodity prices continued to fall and excess 
capacity persisted (Box 3.9.1). Producer price deflation intensified in 
late 2014 and early 2015, as falling global commodity prices reduced 
industrial input costs, which are weighted heavily in the producer price 
index. However, since factory gate prices for finished consumer goods 
have not fallen as much, profit margins in most industries have not been 
strongly affected so far, allaying concerns about industrial distress or 
deflation.

The deficit in the official consolidated budget of the central and local 
governments narrowed to 1.8% of GDP in 2014 on a cash basis from 1.9% 
in 2013, undershooting the target of 2.1%. Budgetary revenue grew by 

3.9.3 Demand-side contributions to growth
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3.9.4  Growth of per capita urban and 
rural incomes
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3.9.5  Monthly inflation

%

−6

−3

0

3

6

Jul Jul Jul

Nonfood consumer price inflation
Producer price inflation
Overall consumer price inflation

Jan
2012

Jan
2013

Jan
2014

Feb
2015

Sources: National Bureau of Statistics; People’s Bank of China.



Economic trends and prospects in developing Asia: East Asia People’s Republic of China  3

3.9.1 Managing excess manufacturing capacity

Manufacturing capacity utilization in the PRC declined to 
60% in 1998, gradually improved to beyond 80% in 2002, and 
started bobbing below 80% in 2008 (box figure 1). Recent 
performance is mediocre compared with the international 
norms for capacity utilization of 79%–82% derived from 
historical data in Brazil, the euro area, Japan, the Republic 
of Korea, Taipei,China, and the US. In 2013, excess capacity 
was widespread throughout the manufacturing sector, 
affecting 19 of 29 subsectors that together shared 87% of 
sector assets and 84% of profits.

As capacity utilization in the PRC has been erratic over 
the years, historical data do not say much about excess 
capacity today. However, studies based on the experience 
of the US and 17 euro area countries indicate a robust 
relationship between the rate of capacity utilization on the 
one hand and, on the other, growth in industrial value added 
and the producer price index. Based on this relationship, the 
following equation was estimated using data from 2002 to 
2013. The regression results obtained are robust, with an R 
squared of 0.71.

Capacity utilization = 74.5677 + 0.5924 × Growth of 
industrial value added + 0.5375 × Producer price index

The results indicate that capacity utilization in the fourth 
quarter of 2014 was 77.6% in manufacturing as a whole, 
slightly below international norms but not as serious a 
problem as in some earlier years. However, the impact of 
excess capacity on the economy could still be significant 
if it were high in economically important subsectors. 
Excess capacity is indeed high in these sectors, as indicated 
by mapping the average share of assets, revenue from 
principal business, and enterprise profit in 19 manufacturing 

subsectors against their average rates of capacity utilization. 
The six largest subsectors (in red) have the lowest capacity 
utilization rates (box figure 2).

The government recognizes that dealing with excess 
capacity will make manufacturing significantly more 
efficient and enhance the quality of economic growth. 
It started to address the issue in 2013 by boosting domestic 
demand for selected products, tapping global demand by 
accelerating its “go global” strategy, and facilitating mergers 
and acquisitions, while simultaneously strengthening 
environmental and energy-efficiency standards. In parallel, 
the government should prioritize reliance on market forces 
and the elimination of market distortions and inefficiencies 
created by various indirect subsidies such as land supplied 
at low prices, the lax implementation of pollution standards, 
and implicit guarantees for bank loans. Limiting government 
intervention by reforming administrative management, 
land use, and factor markets will undercut incentives for 
unwarranted and inefficient capacity expansion. Emphasis 
should be placed on better utilizing existing capacity by 
relocating industries to other regions or countries, as 
appropriate, and by winding down inefficient enterprises 
through bankruptcy, closure, mergers, and acquisitions. 

1  Manufacturing capacity utilization
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2  Sectors with excess capacity and their economic 
importance, 2013
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AUTO = Automobiles, EME = Electrical machinery and equipment, FM = Ferrous 
metals, GE = General equipment, NMP = Nonmetallic mineral products, 
RCM = Raw chemical materials and chemical products, CCOE = Computer, 
communication, and other electronic equipment, CF = Chemical fibers, 
FWOB = Food, wine, and other beverages, INST = Instruments, MED = Medicines, 
MP = Metal products, NM = Nonferrous metals, PPP = Paper and paper products, 
RPP = Rubber and plastic products, SE = Special equipment, TE = Transportation 
equipment, TEXT = Textiles, TG = Textile garments.
Note: Economic importance refers to a sector’s size measured by its average share 
of assets, revenues, and profits over the sample period.
Sources: Development Research Center of the State Council; National Bureau of 
Statistics; and ADB estimates.



4  Asian Development Outlook 2015

8.6% in line with the budget, slightly outpacing nominal GDP growth 
(Figure 3.9.6). Nontax revenue growth accelerated to 13.5%, mainly on 
higher profits (and perhaps also asset sales) transferred by state-owned 
enterprises. This compensated for the slowdown in tax revenue growth 
to 7.8% caused by new policy initiatives. Further, the government 
allowed automatic stabilizers to work on the revenue side and 
provided discretionary tax benefits for smaller enterprises to support 
growth and employment. In addition, tax reform since July 2013 has 
effectively reduced the tax burden for the service sector and exporters. 
Government expenditures grew by 8.2%, lagging behind budget and 
nominal GDP growth, mainly because local governments underspent 
during the fourth quarter of 2014. The lower budget deficit in 2014 does 
not necessarily imply a tightening of the fiscal stance, as official figures 
exclude some off-budget expenditures such as initiatives financed 
through policy banks and local governments’ off-budget activities, 
whose proliferation in recent years has caused large debt and contingent 
liabilities to accumulate. In 2014, the government started a major reform 
initiative to rein in growth in local government debt, but its impact on 
the overall fiscal stance is not yet known.

Growth in the broad money supply (M2) continued to slow, by more 
than 2 percentage points to 12.7% on average in 2014, narrowing the 
gap between money supply and nominal GDP growth (Figure 3.9.7). 
This development resulted from the policy of the People’s Bank of 
China (PBOC), the central bank, to mitigate financial risks stemming 
from rapid credit growth while still supporting sustainable economic 
growth by ensuring adequate money supply. The PBOC faced the 
challenge of managing the money supply as foreign currency flows 
reversed early in 2014 from net inflow to outflow. Net foreign assets, 
which were the main driver of money supply growth in 2013, 
increased only slightly in 2014. To ensure adequate liquidity, the PBOC 
introduced measures to increase net domestic bank credit, including 
targeted liquidity injections into the interbank market (which, more 
than in 2013, succeeded in keeping interbank rates stable), raising some 
banks’ quotas for relending to small businesses and rural areas, and 
providing the China Development Bank with funds to support social 
and infrastructure projects. The PBOC also lowered regulatory reserve 
requirements for lending to small and medium-sized enterprises and 
to rural areas, allowed banks to include a broader range of deposits in 
the calculation of the regulatory loan–to–deposit ratio (which remained 
unchanged at 75%), and relaxed mortgage loan requirements. Further, 
it cut the benchmark loan and deposit rates in November 2014 and 
again in February, and lowered the required reserve ratio for all banks 
in February 2015—which, at 19.5%, nevertheless remains high for large 
banks by international norms.

To mitigate financial risks, the PBOC and other regulators kept 
credit growth outside the banking sector on a declining trend since 
mid-2013 through stricter regulatory requirements and tighter controls 
on local government financing vehicles. Other constraints on shadow 
banking are reduced demand for credit from property developers and 
investors’ heightened awareness of risk. As a result, net issuance of trust 
loans, entrusted loans, and bankers’ acceptances declined by 43.8% in 

3.9.6  Fiscal indicators and nominal GDP
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3.9.7  M2 and nominal GDP
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2014 (Figure 3.9.8), slowing the growth of their stock substantially to 
an estimated 15% in 2014, which is similar to the growth rate of bank 
credit. The drop in loans from shadow banks was partly compensated 
by net corporate bond issuance, which increased substantially to equal 
19.7% of new bank loans, and by net equity financing, which reached 
4.3% of new bank loans. This development has strengthened the roles of 
banks and bond markets, made credit allocation more transparent, and 
pointed to a growing role for equity in company finance.

The renminbi–US dollar exchange rate became more volatile during 
2014 following the PBOC’s intervention in the market in February, 
which was designed to discourage speculative capital inflows, and the 
widening in March of the exchange rate band for the renminbi from 
±1% to ±2%. On average, the renminbi was 0.7% stronger against the 
US dollar in 2014 than in 2013, though it was 0.4% weaker at year end 
(Figure 3.9.9). The nominal effective exchange rate (against a trade-
weighted basket of currencies) and the real effective exchange rate 
(taking inflation into account) both showed renminbi appreciation 
by 2.5% on average in 2014. The rate of appreciation has intensified 
since the end of 2014, but the impact on the PRC’s external trade 
competitiveness has been manageable so far, particularly as the country 
has benefitted from improved terms of trade for a third consecutive year. 

Export growth remained robust at 6.8% by volume, growing more 
quickly than global trade, while import growth halved to 4.8% because 
demand from construction declined and regulators cracked down on 
the misuse of metals as loan collateral. The combined effect of price 
and volume changes was a record trade surplus equal to 4.6% of GDP 
(Figure 3.9.10). Despite widening deficits in services and transfers, the 
current account surplus expanded to 2.1% of GDP. The capital account 
balance turned from a large surplus in 2013 into a deficit in 2014 as 
higher inflows were exceeded by even more rapidly rising outflows. 
This outcome reflected the PBOC’s successful efforts in early 2014 
to discourage one-sided appreciation expectations, as well as higher 
thresholds for outbound investments that need government approval 
and new authorization for companies to transfer funds from domestic 
foreign currency loans to overseas subsidiaries. Reflecting movements 
in the capital and current accounts, the PRC balance of payments was 
in equilibrium in 2014, leaving official reserves almost unchanged 
from 2013.

Economic prospects 
Further moderate deceleration is forecast for GDP growth, to 7.2% in 
2015 in line with the government target of about 7.0%, and 7.0% in 2016, 
before the rate stabilizes or rises again (Figure 3.9.11). The forecast 
reflects recent trends and recognizes that the government’s emphasis 
on high-quality growth and its ongoing gradual structural reform will 
likely moderate growth in the next 2 years. Growth in 2015 will benefit 
from lower commodity prices, which will bolster domestic consumption 
and invigorate global demand for PRC exports. Commodity price 
recovery in 2016 is, however, forecast to have the opposite effect and 
push GDP growth lower.

3.9.1  Selected economic indicators (%)

2015 2016
GDP growth 7.2 7.0
Inflation 1.8 2.3
Current account balance  

(share of GDP)
2.3 2.0

Source: ADB estimates. 

3.9.8  New loans from shadow banks
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3.9.9  Exchange rates
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Investment will remain the main drag on growth, with real estate 
its weakest component. Swift government action has helped stabilize 
the market. Fundamental demand for housing is still strong, reinforced 
by low household debt and income growth that outpaces real estate 
price increases. A cyclical recovery in housing sales can therefore be 
expected in 2015. However, it will be tempered by historically high 
stocks of unsold existing fl oor space. Investment in manufacturing and 
infrastructure will continue to perform better than real estate, but 
its growth will decelerate too. The government has announced plans 
to refi ne and broaden pilot free trade zones in Shanghai and other 
cities and start rolling out reform nationwide. However, industrial 
excess capacity persists, and state-owned enterprises remain largely 
unreformed and burdened by debt, with reform plans still rather vague 
although a leading group on SOE reform has recently been established. 
The government foresees sizeable infrastructure investment, some with 
private participation, but not a large stimulus. Infrastructure investment 
growth will moderate, as local governments are fi nancially constrained 
and the private sector is unlikely to fi ll the gap quickly despite 
eff orts to improve the climate for private investment through further 
deregulation, service sector reform, and eff orts to make the business 
environment more enabling for public–private partnership.

Consumption will remain relatively robust but not immune to 
slowdown in the rest of the economy. Moderating investment growth will 
slow household income growth, particularly in the poorer parts of the 
PRC where investment is still the main driver of growth. Higher social 
spending and improved income equality are unlikely to fully compensate 
for slower wage growth. Household income is still forecast to continue to 
grow more quickly than nominal GDP, but less so than previously.

The current account surplus is forecast to widen in 2015, only to 
narrow again in 2016, mainly refl ecting movement in commodity prices, 
which are forecast to languish in 2015 well below 2014 levels but rise 
again in 2016. Export growth will likely benefi t from expanding global 
growth and trade even if the renminbi further appreciates against 
most of the PRC’s trade partners. The renminbi is pegged to a basket of 
currencies that is undisclosed, but econometric analysis suggests that 
the US dollar has a weight of above 90%. Since late 2014, the renminbi 
has appreciated against the currencies of most of its trade partners in 
line with a strongly appreciating US dollar. This trend could continue in 
2015 in the absence of policy change. However, with both the exchange 
rate and the balance of payments estimated to be at or near equilibrium, 
the opportunity exists to make the exchange rate more fl exible or to 
change the composition of the exchange rate basket to reduce the weight 
of the US dollar.

Infl ation is forecast to remain subdued at 1.8% on average in 
2015, much below the government ceiling of 3.0%, and 2.3% in 2016. 
Moderating GDP and credit growth is expected to limit price pressures 
(Figure 3.9.12). Falling global commodity prices will help suppress 
infl ation in 2015, more than compensating for the infl ationary eff ect of 
price reform, which saw price controls on 24 commodities and services 
removed in early 2015 and will accelerate. Higher infl ation in 2016 is 
likely as commodity prices recover.
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Continued efforts to rein in local governments’ off-budget spending 
will likely translate into a less expansionary fiscal stance in 2015 
and 2016. However, bringing part of off-budget spending on-budget 
will push up the official consolidated budget deficits (which exclude 
off-budget spending), as revenues are unlikely to increase strongly over 
the forecast period. In line with this, the government plans a higher 
consolidated deficit of about 2.7% of GDP in 2015. Deficits could be 
even larger if reform accelerates. However, as fiscal transparency and 
discipline improve, fiscal policy will become more effective, likely 
mitigating the impact of fiscal tightening on growth.

As in the previous 2 years, monetary policy will strike a balance 
between mitigating risks in the financial and property sectors that 
stem from past rapid credit expansion, on the one hand, and supporting 
sustainable economic growth on the other. The money supply is 
expected to grow over the forecast period at a rate that edges closer to 
the nominal GDP growth rate. The PBOC is expected to take further 
incremental steps to implement monetary policy using the interest rate 
as an intermediate target and facilitating cross-border capital flows.

The principal external downside risk to the forecast stems from 
commodity prices rebounding higher than expected—which may, 
however, be balanced by unexpectedly strong recovery in the major 
industrial economies. The principal domestic risk is uncertainty about 
how industrial restructuring will affect employment and wage growth, 
potentially undermining confidence and consumption. This risk is 
mitigated by the government’s close attention to the labor market and 
income growth. Another domestic risk arises from the government’s 
implementation of its ambitious fiscal reform agenda, which may force 
local governments to cut expenditure excessively as their access to 
finance is curtailed.

Policy challenge—reforming local government 
finance
With the announcement from the State Council in June 2014 that 
the fiscal system would be reformed by 2016, the effort to put local 
government finance on a sounder footing has taken center stage. In the 
past, local governments were responsible for most expenditures but 
received only half of budget revenues and were officially restricted 
to borrowing only small amounts through the central government. 
As transfers from the central government did not fill the gap, most local 
governments established off-budget financing vehicles to cover their 
expenditures. This has undermined fiscal discipline and transparency. 
The National Audit Office reports that local government debt, including 
guarantees and contingent liabilities, increased from around 18% of GDP 
in 2008 to above 30% in 2013, suggesting sizeable off-budget spending.

Ongoing reform is guided by a principle the authorities call “opening 
the front door and closing the back door,” or allowing local governments 
to borrow directly to finance deficits and preventing their borrowing 
off-budget, while bringing legitimate off-budget fiscal activities 
on-budget. The key challenge is to ensure neutral fiscal impact during 
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the transition, containing both the risk of a fiscal crunch caused by 
closing the back door without opening the front, and that of a debt surge 
if both doors are open simultaneously. Measures taken since May 2014 
include allowing selected local governments to issue bonds directly, 
amending the budget law with effect from 1 January 2015, and adopting 
regulatory guidelines on debt management. Local governments were 
required to report their off-budget liabilities to the central government 
by January 2015, to determine which outlays to bring on-budget. Yet 
to be determined are the profile and servicing of debt that no longer 
benefits from an implicit government guarantee, and the possible impact 
of defaults.

Local governments’ access to finance will be enhanced by 
increasing the number of governments allowed to participate in the 
local government bond pilot, raising the issuance ceiling, reforming the 
pricing mechanism to make it more market-driven, and allowing special 
project bonds in addition to general revenue bonds. However, local 
government bonds in circulation in 2014 amounted to less than 2% of 
GDP, and new issuance came to only 0.6%, including provincial bonds 
issued through the central government. Issuing bonds to service the 
substantial local government debt that matures over the forecast period 
may thus stretch the absorptive capacity of the bond market unless 
policy banks join the ranks of investors. The government also envisages 
opening new avenues for infrastructure financing by improving the 
environment for public–private partnership, but these initiatives need 
time to gain traction. Proceeds from selling land-use rights (another 
source of local government financing) have been declining recently. One 
way to compensate for the shortfall to some extent, if allowed, would be 
to sell local governments’ sizeable shares in state-owned enterprises.

In sum, local governments will continue to depend in the foreseeable 
future largely on transfers from the central government. Plans to reform 
the transfer system include raising to 60% the share of general transfers 
in all transfers. The total amount transferred has to be large enough to 
keep local governments from accumulating additional debt or slashing 
legitimate expenditures.

The design of the government’s fiscal reform initiative and the 
first steps toward its implementation are promising. The government 
can be expected to follow through with the reform of local government 
financing and to manage associated risks by keeping steps incremental, 
instituting transition arrangements, and fine-tuning the process regularly. 
Over time, ongoing reform will be complemented by a comprehensive 
realignment of central and local government revenue and expenditure 
responsibilities, and by optimizing taxation through, for instance, better 
use of direct taxes such as on personal income and property tax.


