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Summary

A=

*  Following a quick recovery from the economic shock in 2020 due to the coronavirus disease
(COVID-19), gross domestic product (GDP) growth in the People’s Republic of China declined in the
second half of 2021, dragged by weak real estate and infrastructure investment. Economic growth

is expected to remain weak in the first half of 2022, calling for additional economic policy support

to boost overall growth in 2022. Economic stimulus should be aligned with long-term growth and
climate-related objectives.

20204, FBERHEMA (FEMK) BERE, KPEARLNE (PE) KFERPE.
A, PEZSFRRE. B T2021ETHE, ZHEMTMEMIZBRTRAIER, BRE™
EME (GDP) IBKHZ. Hiit2022F X FEFHERMEZ N, FEMBBIRTEFHIZREE, U
{RFE2022F FEAIBK . MARIEIRHAIEK R SRR X BIRHIEE 5 RIAIE .

*  To support economic growth in the short run, the following measures are recommended:

(i) increase on-budget spending with emphasis on health care and education; (ii) boost infrastructure
spending, focusing on economic digitalization and soft infrastructure; (iii) raise minimum wages to
boost migrant workers’ income; (iv) fine-tune housing market restrictions to stabilize the property
sector; and (v) implement marginal cuts to policy interest rates and banks’ reserve requirement ratios
to support a more expansionary fiscal policy.

AXFFEREFHERK, BERBUTEE: (1) REMEAXYH, ExmETFIEMZIFRLE
# (2) EAEMIRESY, ERZNEFHFUEREREMIZERATR; (3) LR
THEE, IBIMRRIBAN; (4) SHMEEHIZRFBEREITROE, (REEFM~ITLRE; (5) /A
18 TRBERFRIRITERERTER, IMSHH KM BEER .

* Inthelonger term, policy recommendations include: (i) accelerating the transition to a
consumption-based service economy, which has a smaller carbon footprint; (ii) raising the efficiency
of state-owned enterprises and redirecting credit to small and medium-sized enterprises (SMEs);
(iii) addressing inequality through a broader and more progressive personal income tax and higher
social transfers to low-income earners; (iv) increasing local governments’ fiscal revenues;

and (v) unifying and modernizing the monetary policy framework.

ERPMERZNEE: (1) MREERAEMORSEFEE, BOKRET; (2) &8
AhlmE, REGERREEP/NELVER: (3) BIYF XTMARBHR (I8) BE, 51
BRMERREN, MAMEBANABNESEBIZT, BRAFEFEA; (4) Ent7 W EK
N (5) Bigg—. BARURISEMBURIESR.
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I. Moderate Fiscal and Monetary Stimulus to Support Economic Growth

1. Inthe People’s Republic of China (PRC), strong economic growth momentum at the end of 2020
carried over into the first half of 2021 but moderated in the second half given declining real estate and
infrastructure investment. Economic growth is expected to remain weak in the first half of 2022. The
Asian Development Bank (ADB) forecasts gross domestic product (GDP) to grow by 5.0% in 2022,
factoring in monetary and fiscal support, and consumer price inflation to reach 2.3%.

2. The decline in GDP growth is partly structural as the economy matures, and partly cyclical as the
pronounced economic recovery from COVID-19 lost momentum and tightening measures on the real
estate market dampened economic growth. While helping curtail local government debt, restrained
infrastructure investment dragged growth in fixed asset investment, a major driver of economic
growth. Since the economy has recovered well overall from the COVID-19 shock and the labor market
has improved, a large-scale fiscal stimulus does not seem to be warranted. However, fiscal and
monetary policies should be adjusted toward a more expansionary stance.

3. Thefiscal policy stance tightened in 2021 compared to 2020. Fiscal revenue increased by 10.7%,
but expenditure increased by only 0.3%, resulting in a consolidated budget deficit (central and local
governments) equivalent to 3.8% of GDP. Much of the budget deficit stems from a sharp decline in
revenue in the fourth quarter of 2021 when economic growth slowed to 4.0%. The issuance of new
local government special bonds—not included in the general budget—almost reached its annual
quota as issuance picked up in the second half of 2021 after a slow start earlier that year.

4. Regarding monetary policy, the central bank left the medium-term lending facility rate
unchanged in 2021, and the interbank market has remained smooth. In January 2022, the central
bank cut the 1-year medium-term lending facility rate by 10 basis points to 2.85%. As the economy
slowed, bank loan growth moderated in 2021 compared to the previous year.

Il. Short-Term Policy Measures

5. Various policies are needed to stimulate the economy in the short run. A combination of higher
on-budget fiscal spending, targeted infrastructure investment, increased local minimum wages, and a
boost in affordable housing can stabilize economic growth at around 5% in 2022. A cut to the reserve
requirement ratio and further reduction in the central bank’s policy rate will also support growth.
Specific recommendations are provided as follows.

6. Higher on-budget spending. Increasing on-budget spending, focusing on health and
education outlays, can help address inequalities and strengthen consumer confidence. To this
end, it is important to ensure that the increase in budgetary social spending is permanent and well
communicated to the public to stimulate consumption and reduce precautionary savings.
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7. Targeted infrastructure investment. Efforts to control local government debt and the
tightening of shadow banking financing have resulted in a sharp decline in infrastructure growth.
Reviving large-scale infrastructure investment would be less efficient than in the past because

its marginal productivity has declined. At the same time, there is room for public infrastructure
investment supporting the digitalization of the economy and improving soft infrastructure—areas
that are less carbon- and energy-intensive in alignment with climate change goals.

8. Lifting minimum wages. Supporting low-income households by raising local minimum wages

is appropriate. Since low-income earners do not pay personal income tax given the high general
deduction, cuts to personal income tax would be ineffective. As low-income households tend to have
a high propensity to consume, increased minimum wages would help reduce income inequality, thus
boosting household demand. Higher wages will also shield low-income earners from the impact of the
higher consumer price inflation expected in 2022.

9. Fine-tuning housing market restrictions. A stable housing market could foster economic
growth given the weight of the construction sector and its linkages to other areas of the economy.
Government efforts have had some effect in containing housing price increases and limiting credit
to the real estate sector, but more is needed. It is critical to facilitate a gradual consolidation of the
sector to avoid major shocks by letting some defaulting companies fold in an orderly manner. In
addition to relaxing market restrictions according to local needs, more construction of social housing
would fulfill two important goals: greater affordable living space in cities and construction activity to
boost growth and employment generation. The exemption of social housing construction from credit
curbs in early 2022 was a helpful step.

10. Adjusting monetary policy. Cuts to banks’ reserve requirement ratios to boost their liquidity
and a further small reduction in the medium-term lending facility rate will support economic growth in
the shorter run. This, however, also requires a more expansionary fiscal policy. Under continued tight
housing market restrictions and low infrastructure investment, monetary easing could be ineffective
as it remains unclear which areas of the economy could absorb an increase in credit. Banks would be
reluctant to lend to SMEs, especially in a low-growth environment. Furthermore, households will not
borrow for higher consumption against the backdrop of a slowing economy without credible signs
from the government to safeguard economic growth and increase social protection.

I1l. Medium- and Long-term Policy Measures

11. Recommended policy measures in the longer term include: (i) shifting toward a consumption-
based service economy, which has a smaller carbon footprint; (ii) strengthening a market-based
economy, including raising the efficiency of state-owned enterprises (SOEs); (iii) addressing
inequality and improving social security; (iv) reforming central-local government fiscal relations; and
(v) unifying and modernizing the monetary policy framework.
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12. Accelerating the shift toward a green, consumption-based service economy. Consumption
as a share of GDP increased to 54.8% in 2020, up from 48.9% in 2010, rebalancing the economy
from its prior heavy reliance on capital investment. Gross domestic saving has moderated to 45.2% in
2020 but remains high by international comparison. Structural policies supporting consumption such
as higher minimum wages, improving social security, and income redistribution toward low-income
earners are key to ensure long-term growth. Similarly, an acceleration of the economic transition

to services—accounting for 53.3% of GDP in 2021—uwill support long-term growth and reduce the
economy’s carbon footprint. To this end, electricity supply needs to be upgraded and the primary
energy mix shifted toward renewable energy as a service economy will require stable and reliable
power networks that provide high-quality electricity supply. Furthermore, to realize its potential as

a source of growth, services should be given more prominence in economic planning and a similar
status to manufacturing in terms of fiscal incentives, resources allocation, and openness.

13. Strengthening a market-based economy. Accounting for about 37% of industrial assets, SOEs
maintain a strong position in key sectors and enjoy favorable access to credit, profiting from implicit
government guarantees. However, about 23% of industrial SOEs were loss-making in 2021, and in

the past 5 years the return on assets of industrial SOEs has been, on average, not even half of that of
their private counterparts. Reforms to break up oligopolies could help foster innovation and improve
SOE efficiency. Credit must be reallocated from SOEs to the private sector. This is critical to facilitate
access to finance for SMEs, which generate more employment, are more innovative, and can provide
flexible solutions in the services sector.

14. Addressing inequality and improving social security. Income inequality and regional
disparities remain pronounced. Economic growth and focused public investment have reduced

the urban-rural income gap from a factor of 3.0 in 2010 to 2.5 in 2021, but growth aiming at

broader prosperity calls for greater efforts to close the gap. Income substitution schemes in case of
unemployment have remained underdeveloped, and public spending on health and education is below
standards in other upper middle-income countries, especially for health care. Increased redistribution
to lower-income households is the key for common prosperity. Higher taxation of the wealthy will
facilitate income redistribution via higher social transfers. To this end, a more progressive personal
income tax scheme should be pursued, complemented by the introduction of gift and inheritance
taxes.

15. Reforming central-local government fiscal relations. Accounting for about 85% of total
government fiscal expenditure, local governments provide almost all basic public services and
administer social security. With one of the highest levels of fiscal decentralization worldwide, local
governments were hit in recent years by falling fiscal revenue (as a share of GDP) following cuts in
value-added tax and, to a lesser extent, personal income tax. As a result, local government fiscal
expenditure has increasingly exceeded fiscal revenue. In 2019—before the COVID-19 shock on the
economy—the gap reached 10.4% of GDP, which could not be fully filled by fiscal transfers from the
central to local governments. Reforms are needed to increase fiscal transfers to local governments,
especially to lagging regions, for which additional funds are needed. Fiscal revenue needs to be
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strengthened. To this end, a recurrent property tax should be rolled out nationwide, and the personal
income tax base should be broadened and its rate made more progressive.

16. Modernizing the monetary policy framework and further tightening on shadow banking.
The current monetary policy framework has established a transmission mechanism from the medium-
term lending facility rate set by the central bank to bank lending rates. At the same time, monetary
policy remains fragmented into several policy interest rates and facilities, such as the central bank’s
Carbon Emission Reduction Facility, which provides concessional credit for green projects. Also, the
central bank currently pursues several goals besides inflation, including economic growth as well as
financial market and exchange rate stability. In the long term, an explicit low inflation target would

be an appropriate nominal anchor. Focusing on an explicit inflation objective would allow the central
bank to tie down inflation expectations. As the transition to inflation targeting will take time, the
central bank, by itself or jointly with the State Council, could adopt and communicate a longer-term
inflation target. To achieve that target, the central bank should be granted operational independence
to use monetary policy and exchange rate instruments accordingly. In addition, to foster financial
stability, banks must be prevented from circumventing banking regulation. To this end, the tightening
on shadow banking should be continued given the high indebtedness of the economy.
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Following the economic shock in 2020 due to the coronavirus disease (COVID-19), the People’s Republic
of China recovered quickly. However, the country’s gross domestic product growth slowed in the second half
of 2021, dragged by weak real estate and infrastructure investment. Economic growth is expected to remain
weak in the first half of 2022. This calls for more policy support and economic stimulus, aligned with long-
term growth and climate-related objectives. This paper discusses short-term measures and long-term policy
recommendations to boost the country’s overall economic growth.
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