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Executive Summary

Chinabés economy will post strong growth in
COVID-19, growth is projected to reach 8.5 percent this year before slowing to 5.4 percent
in 2022, as low base effects dissipate, and the economy returns to@OWIHP trend growth.

The structure of aggregate demand is expected to continue to rotate toward private domestic
demand. Real consumption growth is projectedraduallyreturn to its preCOVID-19 trend,
supported by the ongoing labor market recoveryiampoved consumer confidence. Investment

will also remain an engine of growth, but its structure is expected to shift toward private investment
as manufacturing capex improves in response to the robust external demand and stronger revenues,
offsetting coaing infrastructure and property investment. Amid a stronger global recovery, robust
export demand will keep industrial capacity utilization higkhe short termbutthe contribution

of net exports to growth wilmoderatein the medium termas import gravth picks up and
international traveklowly resume in 2022 Despite the recent surge in imported raw material
prices and firming domestic demand, consumer price inflation is expected to remain below target,
reflectingthe limited passthrough of rising poducer priceso consumer priceand the effect of
pork price deflation after | ast year6s swine

Given persistent uncertainty, the authorities will need to stay agile and proactively adjust the level
and composition of macroeconomic policy supportAs Ch i n famsup maeroeconamic y
policies are expected to shift from accommodative to more neutral settings. The pace of policy
normalization, however, should continue to be apendent and calibrated to the strength of the
recovery in Chia and the rest of the world. Rising financial vulnerabilities, together with subdued
productivity growth and persistent imbalances in the structuaggregate demand, pose medium
term challenges that require attention. Macroeconomic policies and stiueforms should aim

at reinvigorating the shift to more balanced keghality growth. While China is on track to reach

the target inoculation rate of 40 percent of the population by early summer, a full recovery will
also require continued progress towvachieving widespread immunizatiohis would mitigate

the risk of largescale outbreaks while reducing case mortality rates, allowing for a gradual risk
based relaxation of remaining restrictions, including of those related tobwogsr travel.

Unless inflation moves well above target and inflation expectations become unanchored, monetary
policy normalization should proceed cautiously. This includes responsive liquidity support to limit
increases in interbank rates if liquidity conditions changéaulg. Over the medium term, further
modernization of the monetary policy framework would strengthen the effectiveness and
transmission of interesate policies. Deposit and lendingteguidance as well as aggregate and
specific credit targets should belaxed further to strengthen marketsed deposit and loan
pricing, which will not only enhance the transmission of interest rate policy but also help improve
credit allocation.

Financial stability risks associated with high corporate leverage antkéthfifeoperty markets will

need to be closely monitored. As corporate revenues and household incomes recover, regulators
should normalize loan classification and provisioning rules, as planned, to ensure banks properly
recognize noiperforming loans (NPLsand hold adequate capital and liquidity buffers. Rising
corporate defaults may cause skerim financial market volatility but improve risk pricing over

the long run. A strengthened corporate insolvency framework would facilitate the orderly exit of

6

-
£



ChinaEconomic Update June2021

weakor failing corporates, freeing up resources to flow to more productiveAisesaprehensive
framework to deal with weak banks that are unable to meet capital requirements is also critical to
allow nonviable banks to exit without triggering contagion he twider banking system. In
addition, macreprudential measures, including stricter enforcement of existing redlines for large
property developers and tighter mortgage lending standards can be deployed to curb excessive
leverage and help contain madnoancial risks stemming from the real estate market.

Turning to fiscal policy, China has policy spatethe central levelnd policy makers should be
ready to maintain fiscal support should private investment and consumption demand remain
sluggish and external imbalances further increase. Focusing additional fiscal efforts on social
spending and green investment rather ttraditional infrastructure investment would not only
help secure the recovery and bolster skemih demand but also contribute to the intended
mediumt er m rebal ancing of Chinads economy.

Looking beyond this year 6s r eireffortsriodvard ppométingc y ma k ¢
growth-enhancing structural reforms and steering the economy onto a greener, more resilient, and
inclusive development path. Achieving higlprality growth requires mutually reinforcing
reforms: 1) more progressive taxatiogaether with stronger social safety nets to ¢ughincome
inequality and boost consumer spending; 2) wider use of carbon pricing together withugcaled
green investment and measures to ensure a just transition to low carbon growth; and 3) an opening
up of domestic marketby further reducinghe negative list for private and foreign investment
together with policies to mitigate distortioimsfactor markets, including in the financial system to
ensure all firms, regardless of ownership, compete on aal égoting. A strong effort in this
direction dur i Wgar RahkFYR)avill miselprbdudttivity-and/imcomes and lead

to more balanced, consumptidriven, and environmentally sustainable growth.

China Economic Outlook 2018 2019 2020 2021f 2022f 2023f
Real GDP growth (%) 6.7 6.0 2.3 8.5 5.4 5.3
Consumer Price IndexCPl) (% change, average| 2.1 2.9 2.5 15 2.2 2.2
Current account balance (% of GDP) 0.2 0.7 1.9 1.4 1.1 0.9
Augmented fiscal balance (% of GDP) -3.3 -4.6 -9.0 -7.6 -7.0 -6.6

Source: World Bank.

Notes: f = forecast.

(a) World Bank staff calculations. The augmented fiscal balance (narrow definition) adds up the public finance budget,
the government fund budget, the state capital management fund budget, and the soityaluisetbudget

Focus Chapter: ExtremePoverty HasBeenEliminated. What ComesNext?

The eradication of extreme poverty in rural areas in 2020 was an important milestome Chi na d s
poverty reduction and social agenda going forwardrstitlains challengingrhe second part of

this report examines the pe&d20 social challenges, proposing a set of policy priorities to tackle

new forms of social deprivation and addrbggh levelsof inequalityd not just in incomes but in

access to publicesvices and economic opportuniti€hina has adjusted its national poverty line

three times over the past forty years as average incomes have lgroayneed to develop a new

poverty metric once again, consistent with its current income level. Inaggadthe US$5.50 per

day poverty line calibrated by the World Bank for Upp&iddle-Incomecountries, around8

percent of the people in China would have been considered as poor in2B1&ound a third
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residing in urban area$his group will contine to require supparthrough a range of social

policies, including measures to address inequalities in access to quality public services and
economic opportunites Chi naés i nequality |l evels andn i ncoc
measures osocioeconomic mobilityhave declined since the start of reform and opening up

Closing gaps in access to highality public services and easing constraints on labor mobility will
bekeyto reverse these trends addition, progressive tax systems cay@ more active role in
addressing inequality and relative poverty, as they do in Organisation for Econocimpeation

and Development (OECD) countrieBinally, better coordinaton of pro-poor development

programs with the social protection system ddelp protect households from shocks, irrespective

of their location.
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Figure 1. The China Economic Updateat a glance
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Ch i n a épsndgmicsetovery has beealatively carbon-intensive
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SourceNati onal Bureau of Statistics (NBS); PeofEIE:
DatabaseWind Info DatabaseOur World in Data; PovcalNet; World Inequality Databgsé) et al. 2020);
(Wangetal. 2018);China Education Panel SurvéQEPS) 201314.

Note: A. Percent of population that has received at least one vaccine dose. Data for China is an estimate.
Last observation is June 2, 2021. B. Figure showsgegear real GDP growth and expenditure conttitms.
Data is based on official estimates published by the NBS. C. Trade value in U.S. dollars at current prices
Balance of Payments (BOP) dafta CPI=Consumer Price Inde®PEProducer Price Inde. The augmented
fiscal balance = Public Finaa Budget balance + Government Fund Budget balance + Social Security Func
State Capital Operation Budget balance. F. Total debt is defined as a sum of domestic and external debt,
household, noffinancial corporate, and public sector debt esged as a share of GDP. Last observation is
2021Q1LGFV= Local Government Financing Vehi¢cl8OE= StateOwned EnterprisesPOE=PrivateOwned
EnterprisesG. Emissions are estimated from National Bureau of Statistics dgieodoction of different fuels
and cement, China customs data on imports and exports gad Vibrmation data on changes in inventories,
applyingthedefault emissions factors and annualssions factors per tonne of cement production until 2Bi18
Carbon intensity refers to carbon emissions per unit of GCHeries break in 20123 due to changes in
sampling and methodology. Number of poor calculated based on poverty rates in Clsing $5.50/dayl..
Urbanrural according to household Hukou registration, not residence.

11



ChinaEconomic Update June2021

|. RecentEconomic Developments
Global recovery is strong but uneven

Following a 3.5 percent contraction caused by the COVIEL9 pandemic in 2020, the global
recovery has gained song momentum. Initially led by China,the global recoveryhas
broadened to the United States, whgrewth received a significant boost fraime substantial
fiscal stimulus eid aneffective vaccinatioprogram(Figure2.A). Activity is also firming across

a number of other major economi&®ill, many emerging market and developegpnomies
(EMDEsSs) are experiencing a more protracted recovery because of repeated-COMIEbreaks
and slow progreswith vaccination.The global rebounds supported by still accommodative
global financing conditionsvith spreads on highield and investment grade corporate bonds
remaining arecord low levels anthost sovereign borrowing costs holding steathspite rising
inflation expectations

By November 2020the global goods tradehad recovered to prepandemic levels, whilehe
services trade, which had been hit harder in 2020, also pickegb but remains suppressedy
continued travel restrictions. Global goods tradkas continued to grow strongdince November

of last yearnotwithstanding apparent supply bottlenecks, a sharp rise in freight rates, and localized
shortages of shipping containers. Commodity prices have seen ashegsen 2021, with many

now well above their prpandemic levelslifted by a gradual firnmg in global demandnaid
various supply constraints apdoductiondisruptions(Figure2.B). Services activity especially

travel and touris@ remains softhowever, reflecting reluctance to traveamid the lingering
pandemic and uneven global vaccinatmwagress

Figure 2. Global economy gained significant momentum

A. Contributions to global growth B. Global commodity prices
(Percentpercentage poiht (Index, nominal term, 2010 = 1P0
m Advanced economies excl. U.9a United States 140 Ener
B EMDEs excl.China China 9y

Agriculture
8 120 Metals&Minerals /
6 100

; A

80

2
60

2 40

-4 20

2020 2021f May-13 May-15 May-17 May-19 May-21

SourceHaver Analytics; World Bank.
Note:In figure A,2021f is based on the World Bank June 2@bal Economic Prospedt&EP forecasts.

COVID-19 continues to spread globally amican unequal vaccine deploymentThe most
recent wave of COVIELY, now centered in Asjas characterized by more transmissible and
virulent strains. Vaccinations are accelerating in many advanced economies aatE&BES,
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butthemajority of EMDESs are lagging behind in their vaccination effontpart due tohelimited
availability of vaccinesilt is estimated that about 9 percent of the global population have received
at least one vaccine dose and thap8Ecent of tbsedoses have been administered in highd
uppermiddle-income countrigsvith only 0.3 percent of doses applied in loweome economies.

Chinads r ecov e rbytsomamnbaldancesranadie n e d

Economic activity in China hascontinued to normalize, supported by effective suppression

of the pandemic Notwithstanding docalizedflare-up of COVID-19 cases at the start of the year,

new COVID-19 infections have been quickly contained, thanks to the effective implementation of

a targeted virusontrol strategy involvingvide-scaletesting, contaetracing, and locally targeted
restrictions(Figure3.A). As new domestic cases have fallen, the authorities have almost entirely
lifted domestic mobility restrictions n mo st r e gi oarsllout, @hich had & slowv a c c i
start earlier this year, has gathered speed in recent weeks following small local outbreaks of
COVID-19 (Figure3.B). By June 20the share ofhe populationthatreceived at least one dose of
thevaccine has surpasséd percentof the population

Figure 3. China successfully suppresse@OVID -19 butis lagging behindin vaccinations

A. New confirmed cases B. Share of population with at least one vaccine
(Thousand casgs dose
(Percent of populatign
== «= == « China United States
e China e \Norld excl. China (RHS) United Kingdom Russia
5 900 India South Korea
800
4 700
600
3 500
) 400
300
1 200
100
0 o a s 0
Jan-20 May-20 Sep-20 Jan-21 May-21 1/3 2/14 3/28 5/9 6/20

SourceChinese Center for Disease Control &rdvention (CDC)Wind Info Databas@Norld Bank

Output has surpassed its prgpandemic level byaround 7.7 percent by2021Q1. GDP growth

leapt to 183 percent yly in the first quarter of 2021, following growth of 6.5 percent in the final
guarter 0f2020(Figure4.A). The large jump in growth was mainly dueatow base following

the historic downturn during the first quarter last year. On a sequential basis, real GDP growth
moderated to 0.6 percent2021Q1 from 3.2 percent iB020Q4. The slowdown largely reflected

a temporarydisruption in economic activitpmd renewed COVIBrelated mobility restrictions
during the first two months of the ye&tarting Marchactivity datahavepointedto a continued

but mildly slowerrecoverymomentum(Figure4.B).
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Figure 4. Economic activity continued to recover

A. Quarterly GDP growth rate B. Fixed asset investment, industrial valueadded and
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On the demand side, there are increasing signs ofgadual rotation from investment to
consumptiondriven growth. Growth in gross capital formatianoderatedo 6.9 percent 2y/2y

in thefirst quarterof 2021, from 12.0 percent 2y/2y therevious quartet Policy normalization,
especially a slow start in special local government bond issgaoostributed to the softened
investment activity inthe first quarterinfrastructure spending particular moderated in the first
guarterafter fueling much of the acceleration in investment last, yelite growth in real estate
investment remained lboist despiteegulatorytightening measures. Meanwhile, consumption has
contribued about twethirds of the rise in GDP growth, a much higher contribution than during
the second half of 202Figure5.A). Improved labor market conditions, a recovery in household
incomes, and improving consumer confidence have supported private consumgtiohn,
however, remains below its ppandemic trendNet exports contributed positively to growth in
the first quarteamid the rebound in global demand.

On the supply side, growth in industrial production has stayed above trend, while services
sector growth continued to improve but remained below its prgpandemic trend Figure 5.B).
Growth in industryinched up tdl2.5 percent 2y/2y ithe first quartefrom 12.1 percent 2y/2pn
the previous quarterupported primarily byrobustmanufacturing activityGrowth in services
moderated to 9.6 percent 2y/2ytine first quartefrom 14.1 percent 2y/2y in 202081, mainly due
to temporary crosgegional travel restrictions before the Chinese New Yidawever, services
growth, excluding transportation and hotel and catercuntinued to improveOQutputs in the
agricultural sector grew modestly by 4.6 percent 2y/2penfirst quarter

1 To adjust for the distortions caused by the low base in 2020, it is useful to measure growth dynamics between 2019
and 2021 (2y/2y).
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Figure 5. Signs of rotation in growth drivers with previously lagging sectors catching up

A. GDP demand components B. Sectoral composition
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Exports and imports of merchandise goods have maintained strong growth momentum in
2021.The U. S. doll ar wval ue of su@bdyd@Opescenpod@s2s | mp o
percent W in the first five months of 202(Figure6.A). On the baclof resilient global demand,

export sector activithaspicked upand broadesd steadilyfrom medical supplies and electronic

goods to other product grougsllowing the shargontraction in the first quarter of 202Bigure

6.B). Therebound in exportaas broad baseacross destinatiotspecifically, growth of exports

to theUSrose by 50 percent yin the first five months of 2025imilarly, import growthwhich

only started to improve in the third quarter of last year, further accelerated on the back of the
recovery in domestic demarahd restocking ofnventories, leadingo increased imports of
intermediate goodgFigure 6.C). The mport of consumegoods alsoincreasedmoderately
reflectingthe gradual recovery ioonsumeispending Moreover, the surge in global commodity

prices, particularly crude oil and metals, raised commodity impoxtalue termsChi nadés good
trade balance continued to record a surplua®percent of GDP irthe first five months of 2021

compared t@.0 percentof GDPduring the same period last year.

Chi nads s edeficit hasecentinued to dagrow reflecting the uneven performance of
services exports and importsWh i | e C h tes exf@oss have outperformed global services
exports for most of last yeagervices imports have been trailigipbal services importgd-igure
6.D). Services import growth in Chipalreadyin negative territoryprior to the pandemic
decelerated further in tHest half of 2020driven by the sharp collapse in outbound trgi&jure

6.E) Conversely, Chinads ser vi ¢ledbyseongpexpodof gr owt |
transportand also ICTserviceswhich have more than offset the dropinbound travelFigure

6.F). On the back of these developmetite services trade deficit has steadily narrowed to about
0.4 percent of GDRn thefirst four monthsof 2021 from0.9 percent of GDP in the same period
last yearlLooking beyond thesshortterm trends,longer termdynamics underline the growing
importarce oftheservice trade for China's econonBok 1).
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Figure 6. Robust trade activity
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Box 1. Boostingservicestrade for economicgrowth

Chi nads s eintegratorehasdeepeaedseeadilyover the pasttwo decadesChi na 6 s
of commercial services stoad $281hillio n in 2020, ranking fourth in the world (excluding intéaJ
trade) and accounting for 4p@rcentof global exportsChina also it h e w0 r -largestamporter
of commercial services, which reach®d97 billion in 2020, representing 8.percentof aggregate
i mports. Chinads ascendant services trade
itsst at us as t hsepplerefmiamdfactured gpalslanditie gesmtsices linkages that flo
from Chinads ma nQvdrthegast decadedh i mra@we coO.mmer ci al
more rapidly than those of comparator countftégure7.A and B.

Transport and tourism servicesplay a key rolefor C h i nsar@icestrade. As exports of merchandis
goods steadily increasetiiring the past two decadesxports of transport services haaiso grown
rapidly to becomen importantd r i ver of Chi n Ménswhiteexpovtd of IETSserdces
havegraduallyincreasedver the past decadend picked ugignificantlyin 2020reflecting the large
pandemiedriven demand fonformation anccommunicationsechnology srvicesMe anwhi | €
services imports are largely driven tnyurism accounting for more than 5Cegent intotal services
imports in the years prior to the pandentiaport of ICT serviceshas increased in recent yedrat its
share in overall services imports is still less than 10 percent. Simitaggrt of financial services play
only amarginalrole, largely due to restrictiorlBniting foreign competition in services

While the servicestrade hasexpanded its full potential has not yet been realized due to domest
constraints. The share oservices exports and impoitsoverallexports and imports still relatively
small compared tesome advanced economi@isigure 7.C).China maintains a relatively restricti
regulatory regime for servicesontribuing to the suboptimal performance of its services trade. T
O E C D $esvices Trade Restrictiveness Index (STRI) indicates that market restrictidd$r onn
services sector are in line with those in some other major upigeile-income countried such as
Brazil, Indig and Indonesi@& but are more restrictive than those in OECD countiégure7.D). This
reflects high restrictions to foreign entry, barriers to competiaondrestrictionson the movement o
people, as well as issues of regulatory transparency and other discriminatory measures.

Figure 7. Services trade

A. Commercial services exports of leading B. Commercial services imports of leading suppliers
suppliers (yly percent)
(yly percent)
OECD EU28 = — = China OECD EU28 = = = China
Russia Turkey USA 18 Russia Turkey USA
4 d A
7 N\
, 1.6
3 /7
- - - = = =
s = 1.4
e
2 /
— = 1.2
L 1
0 0.8
2005 2008 2011 2014 2017 2005 2008 2011 2014 2017

17



ChinaEconomic Update June2021

C. Share of services in total exports and D. Trade Restrictiveness Index in selected countries,
imports, selected suppliers, 2020 2020
(Percent) (Index, O=no restrictions)
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Policy makers can help lay the foundation for a more dynamic and modern service sector |
introducing both economywide and sectorspecific measuresHorizorntal measures include reduci
distortions to competitigrdeveloping the skills base and human capitailitating access to adequa
technology and infrastructure, including telecommunicatioetworks and encouraging activ
promotion policies for services exports. These should be accompanied by targetat measures t
key services sector&owering barriers to services trade and opening key service sectors to f
providers would encourage competition, drive innovation and productivity growth, and ensure (
consumers and producers have acaesgher quality antbwer costservices.

Persistentcurrent account surplus and larger twoway crossborder capital
flows

Driven largely by a significant increase in goods imports, the current account surplus
moderated in early 2021 after rising sharpy in late 2020 (Figure 8.A). The surplus in the
current account widened to a dechdsh of 1.9 percent of GDP last year froinl percenof GDP
in 2019. The increase reflected a surge in the goods trade surplushdriesilientexpors anda
narrowing services trade deficit owing to the sharp drop in outbound tourism and Figueé
8.B). In the first three months of 2021, the goods trade surplus narrmfledtingless favorable
termsof trade driven by the sharp rise in commodity prickkanwhile, the services tradeftit
narrowed further in the first quarter as crbssader travel restrictions remained in pla@eerall,
the current account surplus moderated to 2.0 percent of GIDE first quartefrom 2.7 percent
of GDP the previous quarter

Two-way crossborder capital flows increased notablyin 2020, buoyed by the sustined
recovery of China's economy further opening of the domestic financial market, and
relaxation of capital outflow controls. Total capital inflowsincludingforeigndirectinvestnent

(FDI), increased to $52#llion in 2020 compared to $291 billion the year before. Similarly, total
capital outflows amounted to $5®illion in 2020 versus $281 billion in 2019. Inflows, supported
by the economic recovery and financial market opemirgge driven equally by FDI and foreign
portfolio inflows, specifically into the onshore bond market, with both categories recording net
inflows. While China also witnessed some portfolio outflows, more than h#tedbtal capital
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outflows reflected sharincreases in overseas deposits from Chinese banks and corporates, more

lending to overseas entitiemnd traderelated credi{Figure8.C). Therelaxation ofsomecapital

outflow restrictionscontributed to the notable increase in outflows. The overall capital and
financial accounts (including net errors and omissions) redaakficit of 2.0 percent of GDP in

2020, widening from 1.1 percent of GDP ¢t he
with Foreign ExchangéFX) reserves at $3.2 trillion (the equivalent of around 15 months of

imports) by the end d¥lay.

Following the sharp RMB appreciation in 202(H2, the exchangeate has displayed greater
fluctuations this year (Figure 8.D). After strengthening rapidly in the second half of last year,
the RMB retreatetemporarilyin the first quarter of 2021eflecting anoderatingcurrent account
surplus as well amoderatng capital inflowsIn recent weeks, however, the RMB has continued
to strengthen agaion the back of a weaker US dollar and strong portfolio inflovesrein in the
rapid appreciation of the RMB, tlaithoritiesintroduced a number @dministrative measures
including an increase in the FX reserve requirement ratio for financial institufibeg have also

takenmultiple measursto relax restrictions ocapital outflowso stem the RMB appreciation.

Figure 8. China continues tomaintain a strong external position

A. Current account surplus B. Current account by components
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Rising incomesamid improved labor market conditions

Employment conditions have improvedamid the ongoing recovery, especially oflabor-
intensive serviceactivities Despite soffirst-quarteroutput growthalmost3 million new urban
jobs werecreaged in the first three months d2021 This representa significant improvement
compared t®.3 million in 2020Q1 but is still lower thanthe 3-3.5 million recordedduring the
same quarten 201719 (Figure9.A). The surveyed unemployment rate avedages.4 percent

in 2021Q1, lower thanthe 5.8 percent in 20291 but higher tharthe first quarteof 20172019
(Figure9.B). More recent datpoint toa steady recovery dhe labor market,with new hiring
alreadyapproaching the pxpandemic levein April and the surveyed urban unemployment rate
approaching th prepandemic level in May

Figure 9. Improving employment conditionssupported by therecovery in services activity

A. Monthly new increased urban employment B. Surveyed urban unemployment rate
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Reflecting improved labor market conditions, fousehold incomes continued to recover.
Income losses endured by households as a resultgfure 10. Savings rate has increased

the COVID19 shock have been gradually (12-month average saving rajes

reversed. Real disposable income per capita gri4o Urban

by 13.7 pp yly in 2021Q1, with faster growtt

among rural households. This reflects in part t*° _,_f/
low baseas incomesad fallen around 4 pp percenis, _’__“/___,‘/\
in 2020Q1. Still, the recovery more thar

compensated for the loss, resulting in2@2y 25

growth rate of 9.2 percenwhich isslightly lower

thanGDP growth of 10.3 perceriy/2y during this \'—\—J
period Wagesrecovered strongly asmployment 1s

picked up especially for migrant workers

Increased transfers also played a significant rc'y,. s ceots  warts  septs v
amongrural householdscontributing to 30 percent SourceNBS: World Bank

of the rural income growth between 2019Q1 and

2021Q1 Figurell.A).

National Rural
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Household e&penditures also recoveredut have yet to catch up with rising disposable
income. In 2020, household spending contracted even more sharply and took longer to recover
than houshold incomes, reflecting cautionary behavior as well as restsctioriaceto-face
services.n 2021Q1, household expenditure grelsy 17.6 percent ylyreversing the 12.5 fall a

year earlier. Compared to 2019 levels, per capita household expenditure@i12e5P.9 percent
higher, driven bystronggrowthin spendingamong rural households. The continuous increase in
food and clothing spending amongral households suggests they are no longer cukiaw on
essential expenditure itemSigure11.B). Meanwhile urban househosspentless tharthey did

two yearsagoin all categoriesexcepthousing As urban incomes grew more than expenditures,
the 12month-average saving rates for urban households rose from around 34 percent in 2019 to
38 percent by March 202although he2021Q1 data suggests that the trend is reve(Eilggire

10).

Figure 11. Consumer spending has yet to catch up with rising disposable income

A. Per capita disposable income B. Per capita household expenditure
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The unevendomestic recovery has contributed talivergent consumer and
producer price trends

After months of deflation, producer prices havepicked up sharply this year In a period of
three monthsProducer Price IndefPP)) inflation accelerated rapidly 1.0 percent y/y inMay

from 0.3 percent y/y in JanuaffFigure 12.A). The recovery in domestic demand, global price
trends,supply shortagesnd bottlenecksin some countriesind of certain goodsand sizable
production cuts domestically have fueled upstreaices Thesein combinatiorwith a low basge
pushed u@PPI inflationsharply in recent months. In particular, raw material and mining prices
haveincreasedharply which couldstart toweigh on smalland mediurrsized enterprise3 he
authorities have expressegncern about the rapidcreasen upstream priceand are considering
measureshat includefine-tuning the pace otarbonrelated production cutand trying to curb
speculativeeommoditytradng.
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Despite soaring producer prices, the pasthrough to consumer prices has been contained
(Box 2). CPl inflation has slowly crept up from deflationary territory at the end of last ydaB to
percent y/y inMay, its highest level irsevenmonths(Figure 12.B). The increase was largely
driven by higher notfiood prices, especially recovering services prices, which more than offset the
drop in food prices. Food price inflation fell in recent months, weigloadhby lower pork prics.

The drop reflectedbas e ef f ect s from | ast y e aAfiican Spnei c e
Feverandthe supply recovery this year. After declining last year, core inflation excluding food
and energy prices edged up t® Percent y/y inMay, likely reflecting the impact ofirming
domestic demand

Figure 12. Inflation dynamics differ across PPI and CPI
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(Contribution toy/y growth, percentage points) (Contribution toy/y growth, percentage points)
10 m Consumer goods m Mining and quarrying 6 m Pork price ® Non-pork food price ® Non-food price « CPI
m Raw material m Manufacturing
8 Producer price index 5

6

4
2l
0 welag

o = N
Nm—
)
N ——
————
——
——
——

L

AEEEE o L
4 - -1

Jan-18  Sep-18 May-19  Jan-20  Sep-20  May-2! Jan-18 Sep-18 May-19 Jan-20 Sep-20 May-21
Source: NBSWorld Bank

Box 2. Inflation risks in China

China's inflation pressure is rising with both CPI and PPI inflation picking up this year. This box
takes a closer look at inflation dynamics in China, specifically at the interaction between PPI ¢
inflation.

Traditionally, fluctuations in CPI inflation have been largely driven by food price dynamics,
especially pork prices Figure 13A).Food pri ces account for abol
the largest contributor to éal price fluctuations, pork prices are highly volatile and have their
idiosyncraticinflation dynamics, mainly caused by the mismatch between demand and supply. Por
surged last year after the outbreak ofdhine fever. Since then, bwever, record imports and the recovi
in domestic production have driven down pork prices, wihickurn lowered headlineCPI inflation.
Meanwhile, fluctuations in commodity prices, which only account for a small share in the CPI bask
less of aimpact on headline inflation. For example, a 10 percent upside shock to global oil prices tr:
to only 02 percentage poinig extra CPI inflation.

Meanwhile, PPI inflation is mostly driven by commodity and industrial prices(Figure 13.B). PPI
dynamics are typicallgominated by developments in upstream indust@ee( L, et al.2018. The recen
rise in oil andnonoil commodity prices can explain about 75 percent of tloeese in PPI inflatior
Chinads PPl i s most sespacallybilipncesFigurel3.C)oArmimpledcoritelstion
analysis suggests that a 10 percent upside siooglobal oil prices would increase PPI inflation by |
percentage points.
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Historically, the transmission from PPI to CPI has been limited.The passthrough ratio from PPI tc
CPl isestimated aaround 25 percent, suggesting that the spillover from upstream to downstream
appeargelatively small (Figure 13.D). During the past reflation cycle in 2014, the inflationary pass
through was relatively sluggish. Highpstream inflation partially traleed into faster inflation ir
intermediate goods but was barely visible in downstream consumer goods other thaBdeed.on §
simple correlationwe find that competitive downstream sectors (¢eytile) and highly regulated sectg
(e.g, utilities) tendto accept a squeeze in profit margins when upstream inflation is on the risq
explanation could be that the downstremmusties are more fragmented and face more intense p

competition.

To sum up, upside risks t o Ch atthiagoist, doestotlse sloggish
inflation pass-through from upstream to downstream sectorsContinued reforms that address glyp
constraints, improve resource allocation, and strengthen domestic competition will help to

inflationary pressures.

Figure 13. Consumer and producer price inflation
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Chinads i ndust fled re@mver has beemelatively earbon-
intensive

Chi n a émandenocsdcovery has beemelatively carbon-intensive. While theCOVID-19
pandemic causeda7per cent y/y dip in Chinads carbon el
latter half of the year witnessed4d. percent y/y surge in emissions, pushamqual growth of
carbon emissions last yetr 1.5 percent y/y above the 2019 le@ligure 14.A). Much of this
increase was caused by the strong industry and investirieen growth rebounds the economy
relied heavily on the energy and carbintersive sectors to offset weakness elsewl{Ergure

14.B). This pattern is particularly distinct in steel production, which increased by nearly 10 percent
yly in 2020, four times theate of GDP growth.As a result of this recovery pattern the decline in
carbon intensitglowedin 202Q comparedt@€ h i n a é&eymtierml m geducingarbonintensify
(Figure14.B; Box 3). With a broader and motgalanced recovery, especially the catghfrom

the services sectoreductions in carbon intensity are likely haveregaired momentum in the

first half of 2021

Figure 14. Ch i n gandemip recovery has beerelatively carbon-intensive

A. Carbon emissions and GDP growth B. Carbon emissions andntensity growth
(yly percent) (yly percent)
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Note:In figure A, emissions are estimated froRational Bureau of Statistics data on production of different fi
and cement, China Customs data on imports and exports gxdnérmation data on changes in inventories,
applying default emissions factaséthe International Panel on Climate ChariigRCC) and annual emissions
factors per tonne of cement production until 2Qhdigure B, @arbon intensity refers to carbon emissions per
of GDP.
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Box3. The sl owd o wnterin oarb@ltemiss@arogsowth o n g

China is by far the largest emitter of carbon dioxide (COZ2), with its per capita emissions of COZ
now surpassing those of the European Unio(EU) (Figure 15.A). After accessing the WTGZ h i n
growth model relied predominantly on foskikl infrastructure, manufacturing, and construct
activities all of which require large energy inputs and produce high carbon emissions. More recel
utilities sector has beate the largest contributor to carbemissionsKigure15.B).

Chinads carbon emission has gdmer glrlowt ©il oW
emissiongdropped from an average of 9.4 percent y/y in the 2000s to an average otérit p& in the
2010s Figurels. C) . Sever al factors have driven th
the recent decad€&igure15.D)?

I The deceleration is closelyinked to the slowdown in economic growth and changes in th
industrial structure. After rapid industrialization in the past three decades, China has n
toward a more servieand consumptiotbased economy. The share of industrial value adde
from a pealof 42 percent in 2006 to 32 percent in 2019.

I The continuous improvement in energy intensity steadily brought about reductions il
carbon emissionsThe economyds energy intensity
to the 2009evel (Figure15.E),t hr ee year s ahead ¢due toh shary
decline in the energy intensity of thenufacturing sectoiF{gure15.F).

1 Carbon intensity, which used to drive increases in carbon emissions, has graduabgcome
an important factor in reducing emissions.China has a much more cafdminated energ
structure compared with advanced economies. As the main source of carbooremssl
consumption still accouatifor 56.8 percent of total energy consumption in 2020, albeit drop
significantly from 76 percent in 1990.
declined from 82 percent in 1990 to 71 percent ih®20n addition, 990 gigawatts of ndossil
energy electric power generation capacity had been installed in China as of 2020, accou
45 percent of total power generation capacity.

I The increase in population has had a limited effect on carbon essiongrowth. Estimates
suggest thathanges in carbon emissions are much less sensitive to poptiaother driving
factors(Figure15.D). Moreover, the population growth rate has already been declining in
due to |l ow fertithtydraobescynder the fAo

2We improved the welknown equatiod Kaya ldentity (Kaya, 19979 to analyze theriving factors of carbon
emissions. First, total carbon emissions are determined by population and per capita erSssomts per capita

emissions are determined by per capita GDP (or per capita income), as richer people tend to emit more due to high

standards of living, and the amount of CO2 emissions produced per unit ofTGDE, the energy intensity (the

amount of energy consumed per unit of GDP) and carbon intensity (the amount of CO2 emitted per unit of energy
consumption) jointly determine CO2néssions per unit of GDR.ast, the energy intensity of different sectors of the

economy varies greatlfhus, improving energy efficiency through technology or management innovation and
industrial structure transformati®draway from energyntensive sect@ can both help reduce energy intensity.

31n 2009, the Chinese government pledged to reduce the carbon emissions per unit of GDP by 40 to 45 percent in

2020 compared to the 2005 level.
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Figure1l5. Chi n a Gemissorsr b on

A. Per capita GDP and CO2 emissions B. CO2 emissions by sector
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other services sectortn figure D, we use the time series decomposition methodMegn Divisia Index
(LMDI) (Ang et al., 2001; Ang, 2015) to analyze the change of carbon emissiongifiesectors of the Chines
economy over the period 202017 following (Lu et al. 2013).In figure F,others include agriculture
construction, retail and wholesale trade, hotel and catering services, and other services sectors.
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Gradual normalization of fiscal policy

In the context of the robust economic _. . . .
o S Figure 16. Fiscal tightening
recovery, the authorities are envisagng a (Percentin GDP)
gradual flscal ConSOIIdatlon thIS yeal(Flgure m Offical fiscal balance  ® Augmented fiscal balance

16). Thegovernment announced it would lowel o

its headline deficit target to 3.2 percent of GDI —II
in 2021, compared with 3.6 percent set fc

2020. The augmentediscal deficit, which in )
addition tothe headline budgealso includes -

IS

o

several extrdbudgetary accounts, has been s
to 7.6 percent of GDP this year compared to ¢
actual outturn of 9.@ercent (versuatarget of ~ *°

11.1 percent) last yediTable 1). In terms of 12
specific measures, the government phased 2016-19
the waiver and deferral of corporate sociafource: MOE-World Bank

insurance contributions introduced in 2020 to support the economy. In addition, thengener

halted the issuance of special national bonds amtedtigating the COVID-19 shock It also

reducedhe local government special bond quota issued to finance infrastructure and shantytown
investmento RMB 3.65 trillioncompared tdRMB 3.75 trillion last yeard declineof 0.1 percent

of GDP).Therelatively modesadjustmentn fiscal targetdighlightsthego ver nment 6 s f oc
using fiscalpolicy as a hedge against remaining downside riskgdwth.

-8

2020 budget 2020 2021 budget

Table 1. Government finances

(RMB billion unless otherwise noted) 2018 2019 2020 2020 2021
Budget Budget
Public Finance Budget
Revenues 19,813 21,259 21,025 20,903 21,442
Central government 8,546 8,931 8,277 8,277 8,945
Local government (excludes transfers from central budget) 9,790 10,108 9,750 10,012 10,820
Withdrawal from Stabilization Fund 1,477 2,220 2,998 2,613 1,677
Expenditures 22,193 24,019 24,785 24,663 25,012
Central government (excludes transfer®otml governments) 3,271 3,512 3,504 3,510 3,502
Local government 18,820 20,374 21,232 21,049 21,461
Contribution to Stabilization Fund 102 133 50 104 50
Public Finance Budget balance -2,180 -2,760  -3,760 -3,760 -3,570
Public Finance Budgetbalance (% of GDP) -2.6 -2.8 -3.6 -3.7 -3.2
Government Fund Budget balance -516 -714 -4,468 -2,451 -3,674
Social Security Fund Budget balance 1,162 841 -500 -672 277
State Capital Operation Budget balance 75 168 102 223 123
Augmentedfiscal balance* -3,033 -4552 -11,573 -9,169 -8,471
Augmentedfiscal balance (% of GDP) -33 -4.6 -111 -9.0 -7.6
Memo: Nominal GDP** 91,982 98,652 104,444 101,599 111,563

Source: MOENBS; World Bank

Note: * Theaugmentediscal balance = Public Finance Budget balance + Government Fund Budget balance + Social
Security Fund and State Capital Operation Budget bal&htraplied nominal GDP forecast from the Public Finance
Budget target for 202Q021.
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In the first five months of 2021 the fiscal deficit narrowed on the back obuoyant revenue
growth. Fiscal revenues increased{.5percent y/y in the firsive months of 2021 due ®low
basepngoing economic recovergnd the rollback of most tax exemptions introduced last year in
response tdhe initial outbreak ofCOVID-19. Fiscal expenditures increased by a much more
modest0.8 percent y/y during the same perjoeflectingthe high basen the early months dast
year when China had ramped up spending to combat the pan(féguce 17.A). As revenue
growth outpaced expenditure growth, the budggistered a surplus of 0.3 percent of GDEhe

first five months of 2021, compared aadeficit of 2.0percent of GDP durinthe same period last
year(Figurel7.B). As the pace of government boisduance sloweaet financing decelerated to
1.0percent of GDP compared 303 percent of GDP during the same period last year.

Figure 17. Fiscal deficit narrowed

A. Growth in fiscal revenues and expenditures B. AugmentedFiscal deficit
(yly percentytd) (Percentin GDP)
40 Fiscal revenues ——— Fiscal expenditures 2 —2019 2020 ———2021
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Central government authorities have also Figure 18. LGFV financing has accelerated
reiterated their calls to curtail fiscal risks (Bilion RMB, 3mma; yly percent)
associatedwith off-budget borrowing at the 200 :gfgmblfh”%ftngggqig;[igg(\;sz)
local government level Off-budget borrowing,

in the form ofanew LGFV bond issuance, rose **
from 1.3 percent of GDP in 2019 to 1.9 percer 2%
of GDP in 2020 and chbed further in 202Q1. 150
Accordingly, the liabilities of LGFVs that have 100
issued bondsiccelerated td5.6 percenyly in 50
2021Q1 from 12.7 percent yly in 2019Figure 0
18). Concerned with the increase in leverage o
authorities signaled a more conservative jan-14 Jun-15 Nov-16 Apr-18  Sep-19  Feb-21
approach to ofbudget local government
financing and issued new guidance in Marc
2021, which strictly prohibits local governments from accumulgtiihiddero local government

debt. Meanwhile, financial institutions are urged to exercise prudence in lending to government
related entities. If these measures are successfully implemented, overall fiscalbpdhicyn and
off-budget, could be less expansionary than in 2020.
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Credit growth has moderated

ThePeopl eds B aRBOC)dhds mértainedaa ndutral monetary policy stance by
keeping liquidity conditions broadly steady.The authorities have rolled baclsignificant part

of the lending facilities adopted to provide targeted support in the context of the COVID shock
(Figure 19.A). In addition, the PBOC hassedopen market operatiorthis yearfor liquidity
management while keeping its key benchmark lending rates orfdrdl@ consecutive months
(Figure19.B). Marketinterest rates haveonsequentlyemained largely flat this yeasignaling

stable domestic financing cdiions.

Figure 19. Despite some liquidity withdrawal, market rates have remained broadly stable

A. Net liquidity injection B. Market rates
(Percentin GDP) (Percent)
H Change in RRR B Open market operations e Overnight SHIBOR 7-day repo for banks
2 mLending facilities Net liquidity provision 7-day repo 7-day reverse repo
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Source PBOC World Bank

Note:In figure A, retliquidity injection provided by the PBO@rough standing lending facility (SLF), the
mediunmterm lending facility (MLF), the targeted medittlgrmlending facility (TMLF), the pledged
supplementary lending (PSL), the spegiatpose refinancing (SPRF), atiee special relending or rediscountin
facilities. RRR=ReserveRequiremenRatio. In figure B,LPR=Loan Prime RateSHIBOR=Shanghai Interbank
Offered Rate

Credit growth has weakenedamid weaker bond issuance andontinued curtailment of
shadow bankingactivities (Figure 20.A). Credit growth to the nefinancial sector decelerated

to 10.9 percent y/y in the firstive months of 2021 from 13.5 percent y/y in the second half of
2020. The drop was driven by a moderatiothi@issuance of government bonds amid reduced
fiscal support, a continued contraction in shadow banking segmeegkercorporate bond
issuanceon rising bonddefaultsin recent monthssoftenedbank lendingon lower shortterm
corporate borrowingas well as a high base owing to monetary easing last year to mitigate the
COVID-19 impact(Figure20.B).
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Figure 20. Credit growth weakened on policy tightening

A. Total social financing growth B. Corporate and household loan growth
(yly percent) (yly percent)
60 Bank Loan 25 Enterprises: short-term Enterprises: long-term

Household: short-term Household: long-term

Entrusted loan, trust loan and banker's acceptance bill
Government bonds

Corporate bonds

Total social financing (minus equity)

20
40

15

Ae* = — 10

0 N\
\—v-/"—\/—\/\ 5
-20 0
Jan-17 Feb-18 Mar-19 Apr-20 May-21 Jan-19 Aug-19 Mar-20 Oct-20 May-21

Source: PBOCWorld Bank
Elevated debt levelsemain a key concern

After | ast year 6s s h-toiGPP ratio bas @eealised due tGalargea 6 s d e |
nominal GDP. After several years of deleveraging, leverage incresisarply last yeawith the

debtto-GDP ratioreaching285 percent of GDP from Zypercent in 2019V hiledeclining slightly

to 280 percent of GDP in the first quarter of 2084f|ecting largely higher nominal GDP growth,

the debito-GDP ratio remainedbeut 20 percentage points higher than beforepdmedemic

(Figure 21.A). At currentmarket interest rateGhi nads | arge debt stock
aggregatenterest burdenexceeding 10 percent of GDP. It is estimated that more thathwde

of new credito the norfinancial sectors used to service the existing debt.

Figure 21. The debtto-GDP ratio moderated on higher GDP growthin the first quarter of 2021

A. GDP growth and total credit stock to GDP B. Total non-financial debt by sector
(Percentin GDP, percent) (Percentin GDP, percent)
H Central government M Local government
Total credit Nominal GDP growth (RHS) mLGFVs Households
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Source: PBOCWind Info DatabaseCEIC DatabasgWorld Bank

The pace ofdeleveragingwas uneven acrossectors(Figure 21.B). Lower issuance of local
government bonds has led to a decline of the explicit government debptyeent of GDP in
2021Q1. However, implicit liabilities of local governmerttave contined to growin line with
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GDP following the rapid pickup in the issuance of LGFV bonds. Household debt moderated on
declining mortgage loans, driven by reduced housing sales as viiglhtes lending standards,
including higher dowrpayment requiremesit In contrast,non-housing consumer debt has
increased on the back of the recovery in private consumption and corcaanfidence The pace

of corporate debt buildupas moderatedverall Nevertheless, local state firms and real estate
transportatiorfirms have continued to gain lerage in recent quartefBox 4).

Box 4. Recent trends in orporate leverage

After several years of deleveragingchi naés corporate | everage

primarily by the rapid debt accumulation of localstate firms (Figure 22.A). De-risking measure
implementedsince 201éhaveled to amodestdeclineinChi nads cor por ate d
153 percent of GDP in 20X8m 155percentmn 2016 The moderatiomasdriven mostly by the reduce
leverage of state firms, reflecting tightaf-budget financingo addresghe surging debt among higl
leveragedstateowned enterprise6SOE9. Affected by the COVIBL9 pandemi¢ corporate leverag
rebounded in 202@vith corporate dehtisingto 160 percent of GDRFirm-level analysis suggests log
government entities are the malmmeficiarief the increased borrowing.

By industry, most of the buildup in leverage concentrated in the real estate sector, and to a les
extent,in the transportation, retail and wholesale sectorg¢Figure 22.B). Property developers enters
the COVID19 crisis with significant leverage&hivakul and Lam 2015)The leverageof real estate
firms has risersince 2020accounting foaboutonethird of newcorporate dehby the end of 2021Q1
Contactbased industries have been severelybiithe COVID-19 pandemi¢ leading to significary
increasd corporateleveragein these sectorsThe tansportationysetail, and wholesalesectors arg
estimated to account for aboomefourth of new debt accumulatidnom 2019Q4to 2021Q1.The
manufacturing sector, which is dominated by private firms, has seld @ecline in leveragelueto
weak investmerdand lower working capital needmidafast recovery of profitDespitethesharp swing
in commodity prices, the liability ratio of the mining firms has been relatively stable since 2020.

A significant share of local SOEs and real estate firms haviasufficient earnings to cover their
interest payments putting their debt at risk. The interest coverage ratjashichmeasure a company
ability to meet its interest paymentsave broadly deteriorated since220 particulaty among local
SOEs. It is estimatetthat around10 percent of local SOEs have an interest coverage ratiesefthan
one in 2021Q12 percentage points higher than 2089 industry, the share adebtatrisk (defined as
thedebt of borrowers with insufficiemiarninggo cover interest expensesf)corporates in theeal estate
and transportation sectorssdramatically increasedo 10.1 and 46.3 percent in 2021Q1 from 2.8
0.8 percent in 2019, respectivéRigure22.C). Real estate artdansportfirms, many of which overlaj
with local SOEsaccount for over 50 percenttbfet ot a | Afat risko debt

12 percent in 201@igure22.D).

Given highly leverageal balance sheetssomecorporates are vulnerable to a rise in interest rates.

Aninterest rateiseby 100 bps wouldaisethe debt at risk by about 4.3 percentpgits to 14.7 percen
in 2021Q1. Real estate firms in particLdaesensitive to an interest rate hike. An increagheinterest
rate by 100 bps would lead tosurge it he s har e o Bmorgadal estatesfikngy 1l
percentage pointto 21.4 percent.
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Figure 22. Corporate leverage and debt risks
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There have been signs of distress in some highly leveraged corporategh defaults shaking
the corporate bond marketin recent months (Figure 23.A). This has led to rising bond yiedd
for local SOEs, especiallyLGFVs, which are highly leverageahdless profitable than private

firms (Figure 23B). It h a s al so

rai sed i nvestor concerns

guarantees may be weakeni@uy the positive side, allowing SOEs to default would reduce public
perception of aimplicit guarantee, thereby enhancing ma#x@sed credit allocation. However,
elevated debt levelmake corporatesvulnerable to rising financing costs accompartgothe

repricing of risks.

Chinads cor poof@dPeandd e bt

estimates suggest that SOEs account for as much asitd® of this debt. In addition, some of
the SOE debt, especially at the local level, is related to infrastructure investment and may create

contingent liabilities for the budget.
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Figure 23. SOE bond defaultshave increasedbut public sector discounts persist

A. Default value B. Yield spreads of SOE bonds over private bonds
(Billion RMB) (Bps)
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Liquidity injections and regulatory forbearance have prevented a major risen bad debts in
2020.Although the NPL ratio remains lgwt aboutl.8 percent in 2021QINPLs are likely to go
up once forbearance and financial lifelines are rolled back. Iti@adactual NPLs might be even
higher due to regulatory loopholda.the pastfor exampleJoans over 90 days past due could be
classified as ESpHles)dnstead of nogerformingncortranatmisternational
best practiceThe stock of loans classified as SMLs is higimran NPLs, at 2.4 percent of total
loans Moreover, someeagional banks appear more vulnerable, due to their high exposure to the
commercial service sector, unsecured consuyraatsmicro and small enterpes (MSES), as well
as their weaker financial performance even before the pandemic. As @ 20Rral Commercial
Banks (RCBs) and City Commercial Banks (CCBs) Haadthe highest NPL ratiosat4.2 and
2.3, respectivelyFigure24. A and B.

Systemwide buffers in the financial sector appear adequate to absorb shocKsut localized
vulnerabilitiesd especially in regional bank§ may intensify. The systerwide -capital
adequacy ratimf commercial bankstood at 14.7 percentin 202Q well above the regulatory
requirement. In addition, anticipating deteriorating asset quabgnks have increased
provisioning to cover potential bad loans. Risks are particularly high in several smaller regional
banks with thinner capital buffers and greater and often concentrated exposureriskiggants.
Several local governments have takeioastto bolster bank balance shegtsluding using bonds

to recapitalize banks.

33



ChinaEconomic Update June2021

Figure 24. Regional banks are more vulnerable

A. NPL ratios by banking categories B. Distribution of NPLs across banking categories
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lI. Outlook, Risks, and Policy Considerations

Global outlook

The external environment is expected to be generally supportiybut inflation expectations
appear to be onthe rise. The global economy iprojectedto expand 5.6 percent in 2621ts
strongest postecession pace in 80 years (World Bank 2)2&igure25.A). The recoveryvill be
uneven, however with growth concentrated in a few major economies where vaccination
campaigs are proceethg rapidly. Conversely,COVID-19 will continue to disrupgctivity in
many EMDEs, includingn low-income countries, amid slowaccinationprogress and weak
confidenceGlobal inflationwill likely continueto risein 2021H2 butis expected to remain within
target bands in most inflatietargeting countriesThis, combined with &rge output gaps in many
countrieswill limit the extent of EMDE policy tightening in tlehortterm.

Global trade growth and commodity prices are expected to peak this yegpowered bythe
recovery in global output and investment.Global trade is forecast to grow 8.3 percent this year
after an equally sharp contractiam 2020 and moderate to 6.3 percent in 2Q22flecting a
gradually diminishingrade intensity of global recove(iFigure25.B). Oil demandwill continue

to firm but will not regain its pr@andemic level until next yeadil prices are expected temain

at around 62/bbl on average in 2021 and 2022id lingeringtravel restrictions. Metals prices
areprojected to b&6 percent higher on average in 2021 compared to lasi yemedon strong
demand from China and the rest of the worlokfore moderating in 2028n eafg supply
constraints Agricultural prices are expected to rise by 16 percent in 2021 before plateauing in
2022.

Figure 25. Global economy & projected to expand

A. GDP growth B. Global trade volumes
(Percent (Percent
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Note: In figure A, 2021fand 2022farebased on the World Bank June 2021 Global Economic Prospects (
forecastsIn figure B, shaded areas indicate forecasts. Aggregate growth rates calculated using constant 2
dollar GDP weights. Tradis measured as the average of export and import volumes.
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China outlook

Economic growth is projected to accelerate to 8 percent in 2021 reflecting alow base effect,

the release of perntup demand, and strongexports (Table 2). This marks an upward revision

by 0.6 percentage pomfrom the December projections (World Bank 2@20largely due to
strongerthanexpected foreign demand. This will alldar a steadynormalization ofactivity and
gradualconvergence of growttowardaround 1 to 2 percent below geandemic projections by

the end of the forecasting perjab a lack of aggregate dend will constrain expansioRolicies

are expected to continue to shift away from supporting activity toward reducing financial stability
risks.

The structure of aggregatedemandis expected taontinue togradually rotate toward private
domesticdemand Real consumption growth is projectedgi@duallyreturn toits pre COVID-
19 trend supported bythe ongoingabor market recovergndimproved consumer confidence
The structure of investment is expected to shifavor of private investmerasthemanufacturing
capeximprovesin response to the robust external demamd stronger revengeoffseting lower
infrastructure and property investment.

On the supply side,drivers of economic growth are expected toshift from industr ial
production toward services.The recovery in the lagging services sectors is expected to accelerate
following further relaxation of travelndmobility restrictionsand improved consumer confidence

in the wake oficcelerated vaccinatigprogressMeanwhile, he aboverend industrial production
growth is expected to moderair diminished policy support, decarbonizatietated production
cuts,and tighter propertyegulations

The current account surplus isprojected to narrow to 1.4percent of GDP this year and about

1 percent of GDP in 2022reflecting a gradual decline in thetrade surplus. Notwithstanding
the global economic recovergxport growth will likely slow later this year as the base effect
becomes less favorablihe global capex cycle peaks, and demand for pandestated goods
eases. Despite the upbeat demand outlelpplyside constraints including the global
semiconducto shortage, shipping disruptions, and reebigh freight rated are expected to
persist for some timand weigh orexports Meanwhile,import growth is expected to firm due to
strongerdomestic demandmport growth will get additional boost in 2028ith a gradual
resumption of international travelhe recoveryin manufacturing cape&nd robustconsuner
demandwill supportthe stronger mports of capitaland consumegoods.Higher commodity
import prices willalso contribute to highamports. Imports of services are also expected to
recover as travel restrictions are gradually relaxed and outveal picks up

Headl ine inflation is expected to r Bpexkenst ead:i
annual target for this year. This reflectsa combinationof low base effect, stronger demand
dynamicsandhigher commodity prices. Pork prices, a major driver of CPI inflation in Chnea,
expected to ease further on continued supply recoveme CPI inflation, which excludes food

and energy price inflation, is projectedinch upsteadily reflecting firming consumer spending

and some paghrough of higher industrial costBPI inflation is expected to peak this year on

higher material priceand decline thereafter in line with the projected moderation of commodity

36



ChinaEconomic Update June2021

prices. Policymakers will continue their counteyclical credit tightening and may slow the pace
of decarbonizatiomelated production cuts if inflation pressures persist.

Growth is expected to moderate to 5.percentin 2022 amid diminishing fiscal and monetary
support and tighter property and macroprudential regulations. This reflects the progressive
derisking and deleveraging efforts, policy normalization, and diministiggport from net
exports. Domestic demand will continue to trend toward itspprelemic levelandits structure
will gradually shift in favor of private domestic spending. GDP gromithstabilize slightly below
its earlier trend rate by lat2022, as fiscal consolidaticand de-risking and deleveraging will
weigh on growth.

The pace of poverty reduction is expected to return to its prl€OVID -19 trend. Tracking the

expected economic recovery, poverty is expected to decline rapidly in 202dillandntinueto

dropd though more slowly in subsequent years. The share of people falling below the $5.50 per

day poverty line (201Purchasing Power Parit?PP) is projected to fall from 15.9 percent in

2020 to 10 percent by 2023, representing 80 milfewer poor peoplthan in2020(Figure26. A

and BINot wi t hstanding Chinads continued progress
post 2020 social agenda, which is discusséchiapterlll of this report.

Figure 26. Poverty reduction is expected to return to a pace as obised in pre-COVID years
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Table 2. China selected economic indicators

China selected indicators 2018 2019 2020  2021f 2022f 2023f

Real GDP growth, at constant market prices 6.7 6.0 2.3 8.5 5.4 5.3
Private consumption 7.4 6.5 -1.0 115 6.0 5.8
Government consumption 8.9 6.0 9.7 7.2 8.1 8.0
Gross fixed capital formation 6.7 4.0 1.4 5.8 4.1 4.0
Exports, goods and services 4.0 25 1.6 9.0 3.3 3.3
Imports, goods and services 7.9 1.0 -1.7 10.0 3.5 3.5

Real GDP growth, at constant factor prices 6.7 6.0 2.3 8.5 5.4 5.3
Agriculture 3.5 3.1 3.0 3.4 3.3 3.3
Industry 5.8 4.9 2.6 6.5 4.7 4.7
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Services 8.0 7.2 21 10.8 6.2 6.0
Inflation (Private Consumption deflator) 2.1 2.9 2.5 15 2.2 2.2
Current account balance (% of GDP) 0.2 0.7 1.9 1.4 1.1 0.9
Financial Account Balance, excl. reserves (% of G| 1.2 0.1 -0.5 0.1 0.4 0.6

Net foreign direct investment (% of GDP) 0.7 0.4 0.7 0.8 0.9 1.0
Public finance budget balance (% of GDP) -2.6 -2.8 -3.7 -3.2 -3.0 -2.8
Augmented fiscal balance (% of GDP) -3.3 -4.6 -9.0 -7.6 -7.0 -6.6
Primary balance (% of GDP) 2.4 -3.5 -8.0 -6.5 -5.8 -5.2
Government debt (% of GDP) 36.4 38.6 45.8 49.1 52.8 55.8

Source: World Bank.

Note: f = forecast (baseline).

(a) World Bank staff calculations. The augmented fiscal balance (narrow definition) adds up the public finance budget,
the government fund budget, the state capitahagement fund budget, and the social security fund budget. The
primary balance is the difference between revenue andhterest expenditures.

Risks

Positive surprises to growth since Decembe2020s ugg e st t hat ri sks t
outlook remain balanced The downside risks to the outloake principally related tthe path of
the pandemiglobally and regionallyand the possibility of renewed domestic outbre&ledays
in vaccinationglobally could lead to a more severe and durable pandémsi@asehe possibility
of repeated outbreaksven in Chinaslow the reopening of borders atite resumption of
international travelaffect domesticproductionthrough limited imports of critical interndéate

goods (such as chipand lead talelays intherecoveryof lagging servicessectoh i naés str o

recovery has beepartly attributed tats strict virus containment policies in the last ye&ss.

immunization in China and the rest of the world gressesmaintainingtoo strict movement
control policies anderotoleranceCOVID-19 suppressiostrategycould risk slowing down the

recovery especially in the service sector

Risks in China could also emanate from a wave of corporatbankruptcies and defaults,
which could trigger financial market stress and derail the recoveryCOVID-19 has brought

to the fore balance sheatlnerabilities of corporate banls, and governmengntities Corporate

and household debt levetdreadyhigh before the pandemic, have risen further, eroding previous
deleveragingyainsand increasing financial stability risk& sudden rise in interest rates dirapt
policy or regulatory tightening fade-risking and deleveragingurposesould foice struggling
corporations andmall andmediumsizedenterpriss (SMES into bankruptcyirigger a cascade

of defaults,and aggrava&tdebt overhangdihile systerawide buffers appear to be adequate to
absorb shocksaind banks in the aggregate have robusfers vulnerabilities insmaller regional

and localbanks and fintech companies could intensify.

In addition, persistent policy uncertainty due to renewed economic tensions between major
economies could dampeimvestor and consumerconfidence.Specifcally, continued bilateral
tensions between China and its key trading partners eadélen private investment demaartl
harm potential growth by r est gobdsThismtunCoold na 6 s
further exacerbate the ongoingructural slowdown of potential growth (World Bank 2820

World Bank 2023).

38

o

-
C



ChinaEconomic Update June2021

The risk of high and persistent inflation is lowin China. Neverthelesghere are upside risks to
inflation shoulddomestic consumption strengthen diasaterthanexpected pace and the pass
through from PPI to CPI is higher than expected.

On the upside, global growth could be more robust if the virus is contained more quickly or

if spillovers from rapid growth in major economies support a sustained, brad-based global

rebound. Vaccine rollouts at the global level have proceeded unevenobugewhatasterthan

anticipated earlier (World Bank 20@)1 There is a possibility that by December 20 world

will have more than 13 billion vaccine doses &lale more than enough to fully inoculate about

80 percent of the worldobés popul ation (Duke GI
2021b). A largevaccine surplus couldromotea more equitable global vaccine distributiand

accelerate vaccinatn progress in lagging countrigesuling in thefasterthanexpected removal

of stringent control measures and contiiibgito a faster and more sustained global recovery.

The spillovers from strong economic activity in the major economies could help release pent
up demand, bolster global confidence, antkad to a strongerthan-expectedglobal recovery.

A synchronizd, stronger, more durable, and breaased global upturn wid reduce the scarring
caused by the pandentlrough higher labor participati@ndstrongesthanexpectednvestment
and productivity growthStronger potential output growth woydcbvide additional boost to global
trade and alsbelp keep inflation prssures in check and help reduce debt ratios.

Policy implications: charting a more inclusive and resilient postpandemic
development path

Solidifying the recovery

Given considerable uncertainty and remaining downside risks, the authorities wilheed to

stay agile and proactively adjust the level and composition of macroeconomic policy support.

As Chinads recovery becomes more entrenched,
accommodative to more neutral settings. The pace of thig/polit, however, should continue to

be datadependent and calibrated to the strength of the recovery in China and the rest of the world.
Rising financial vulnerabilities, together with subdued productivity growth and persistent
imbalances in the structurof aggregate demand, pose meditearm challenges that require
attention. Macroeconomic policies and structural reforms shouldaarginvigorae the shift to

more balanced higfuality growth.While China is on track to reach the target inoculation rate of

40 percent of the population by early summer, a full recovery will also require continued progress
toward achieving widspread immunizatiorThis would mitigate the risk of larggcale outbraks

while reducing case mortality rates, allowing for a gradiskibased relaxation of remaining
restrictions, including of those related to crbssder travel.

1 Maintaining responsive monetary policies Unless inflation moves well above target and
inflation expectations become unanchoremnetary policy normalization should proceed
cautiously, and the authorities should continue to signal a commitment to maintaining broadly
accommodative conditions. This includes responsive liquidity support to hieriéases in
interbank rates if liquidity conditions changeiddenly Over the medium term, further
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modernization of the monetary policy framework would strengthen the effectiveness and
transmission of interesate policies. Deposit and lendingteguidarce as well as aggregate

and specific credit targetshould be relaxed further to strengthen mabesed deposit and

loan pricing which will not only enhancéhetransmission of interest rate policy but also help
improve credit allocation.

1 Managing vulnerabilities to safeguard macrefinancial stability : Financial stability risks
associated with high corporate leverage and inflated property markets should be closely
monitored. As corporate revenues and household incomes recover, regutattr&ieimalize
loan classification and provisioning rules, as planned, to ensure banks properly recognize NPLs
and hold adequate capital and liquidity buffers. Alongside strengthened corporate insolvency
procedures, a comprehensive framework to deal weghkwbanks that are unable to meet
capital requirements is also critical to allow ngable banks to exit in an orderly fashion (see
also below). In addition, macirudential measures, including stricter enforcement of existing
redlines for large propertyeveloperand tighter mortgage lending standais be deployed
to curb excessive leverage and help contain rafacamcial risks stemming from the real estate
market?

1 Flexibly deploying fiscal policy to secureshort-term recovery while boostingmedium-
term rebalancing: China has policy spacd the central leveland policymakers should be
ready to maintain fiscal support should private investmenttandumption demand remain
sluggish and external imbalances further increase. Focusing additional fiscal efforts on social
spending and green investment rather than traditional infrastructure investment would not only
help secure the recovery and bolstesrstterm demand but also contribute to the intended
mediumt er m rebal ancing of Chinads economy.

Rebalancing to more productivitdriven and consumptionled growth

Looking beyond t hi s mgkerashdukl redoabtedheinedfortstgward i c y
promoting growth-enhancing structural reforms and steering the economy onto a greener,
more resilient, and inclusive development pathThe Government Workplan for 2021 and the
14th FYP, adopted earlier this year outline important policy priorit@sthe near term and the
coming five years. Dominant themes include stimulation of more innovation driven growth and a
shift toward low carbon developmemntn | i ne wi ttdrm dodisi ohaahiesing lcanbong
peaking before 2030 and carbon neutrality 2060. The policy documents also emphasize
demaneside management to achieve the desired shift toward a more consubgsezhgrowth
model. The following policy options could help achieve these stated policy objectives:

1 Effective and efficient market &it: Strengthened insolvency and bank resolution frameworks
would facilitate an orderly exit of weak or failing corporates and banks and free up resources

4 Against a backdrop of growing debt levels, rising land prices anthimg property sales, China imposed the three
red lines on selected developers in August 2020. Under this pblgylot developers are required to submit
regular detailed financial reports to regulators that will assess their financial health age@stitbria: i) Liability
to-asset ratio (excluding advance receipts) of less thae@nt ii) Net gearing ratio of less than 1p@rcentand
iif) Cashto-shortterm debt ratio of more than 1x
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to flow to more productive uses. This is particularly important in the context of CQ9ID

which has put additional strain on corporate and banking sector balance sheets. Resolving
insolvency cases in China is more costbBkes more timeand achiees a relativiy low
recoveryrate Chi nads esti mated r ec ovanmtsyponthedbllar, f or ¢
below the OECDhigh-incomeaverage of 70.2 cents. It costs an estimated 22 percent of the
value of the insolvency estate to resolve an insolvency case, justiotienes more than in

the Republic of KorealLastly, it takes an averagf 1.7 years for creditors to recover in an
insolvency caseA more effective insolvency regime could also facilitate a muaeket driven
reduction of excess capacity in some industries and help liquidai@led zombie SOEE
nonperforming insolvent SO& The effectiveness of théankruptcy Courts and
Administratorsare likely to improve as they gain more experience and training in insolvency
matters. Further enhancements to the law could also enhance srd@gjbds and paticipation

in insolvency proceedings.

1 Addressing financial sector distortions that impede the efficient allocation of resources
Productivity growth would require efficient use of capital to flow to the most productive
companies and investment opportwesti Moreover, since productivity levels vary widely
across firms in China, there is significant untapped potential for productivity growth through
the diffusion of improved technologies and management praclites.would require all
enterprises, regardis of ownershipo betreated equallyin practicethough,SOEs continue
to benefit from implicit government guaranteleatdistort the allocation of financing and may
contribute to slowing the diffusion of technologigmrticularly amongmicro, small and
medium enterprises(MSMESs). Recent cases of corporate distress and insolvencies have
triggered some repricing of riskut further steps are needed to ensure price signals in financial
markets respond more directly to underlying credit risks.

1 Quality opening up, especially inservice sectors Increasing competition througthe
openingof more sectors to private and faye investment would be particularly beneficial for
the services sector, where Chinads mar ket
countries. The governmentdos commitment to f
foreign investment is a wame move in this direction. SOE reforms would complement the
promotion of market competition by helping to ensure fair compefitiong advocated in
China. China could introduce a formal state ownership policy for SOEs that would articulate
the purpose o$tate ownership and focus SOEs in strategic sectors. Taking further advantage
of some of the more modern servidesuch as professional, financial, and information
technologyenabled servicésc oul d not only help upgrade Chi
alsocreate new opportunities for growtbiven the low carbon intensity of servidag would
also contribute to decarbonizing growth.

1 Expanding domestic consumption will require steps to reduce precautionary household
savings While prioritizing consumption rebalancing, government policies continue to almost
exclusively focus on theupply sidee.g, enhancing the operation of the retail sector by easing
restrictions and fostering expansion etammerce especially in ruralareas. Arguably,
consumption growth is constraindelss by the lack ofbuying opportunitieghan by the
reluctance of consumers to spend. More attention shibaléforebe given todemaneside
policies that address reasons for high savings. For example, rebalancing fiscal spending from
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investment to social safety nets would encourage households to reduce precautionary savings,
lifting domestic consumption. Further extending the liberalizatibn oChi nads hous
registration systemh(ikou) to large cities would equalize access to services and amount to a
significant transfer of wealth to migrant families. The next section elaborates on some of these
points in the c-802Qseial policy &genGahto radace semanmg relative
poverty.

Making growth more inclusive

Achieving inclusive growth and broadbased welfare gainsis a key priority under the

g o v er n mMé& nRYB. sSRecognizing the critical importance of quality job creation, the
government targetithe creation of 11 million additional urban jobs per year, aiming to stabilize
the urban surveyed unemployment rate at 5.5 percent. Government policy statements also
emplhasize improving access to quality services and strengthening social protection and social
insurance mechanisms. Building on these commitments, several policy options could be
considered to lay the foundation for more inclusive growth and equitable seogdbdment:

1 Tax reforms aimed at a more progressive tax structure could help stem rising income
inequality while mobilizing resources for higher social spendingReforms to make the tax
system more progressive could play an important role in stemming the rise in income
inequality. China relies heavily on regressiadue-addedtax (VAT) and other consumption
taxes which account for half of general government taxereie in China compared tme
third on average in OECD countries. Progressive personal inconfeli@xaccounts for only
5 percent of revenue in China while yielding close to 15 percent on average in the OECD.
Enhancing the role of a progressive PIT would improve the sbecieden sharingand
contribute to lowering inequality and relative poverty. In addition, wealth anckgiyojaxes
which are generally considered progressreenain underutilized in China and could play an
important role in reducing imbalancesspecially in local government budgets. Introducing
broader environmental taxes, including carbon chagmddh el p achi eve Chi na
emission targets ancbntribute to enhanced equalifycombined with progressive revenue
recycling

1 Deepening hukou reform is critical for greater equality and quality urbanization A large
gap (around 16 percentage poiqs)sists in China between the share of the total and the share
of the registered urban populatiohhe new government target of 65 percent for the total
urbanization rate for the 14th FYP implies that more than 60 million people will become urban
residents in the next five years. To achieve this targeewlusing the gap between the total
and registred urban populati@will require a deepening of hukou reform, includingthe
larger cities. This would create significant benefits to migrant worker households in terms of
access to public education and health serytbesredudng their need to hal precautionary
savings It also wouldsupport employment creation in the most productive areas of China,
thereby facilitating the targeted rapid labor productivity growth.

1 Reinforcing social safety nets and labor market policies to enable rapid economic
transformation: While government social policy priorities rightly emphasize job creation, the
| abor mar ket challenges associated with Chin
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attention. Indeed, the accelerated green transition of the ecomahdigatal transformation

after COVID-19 will generate significant shifts in the labor mark@&tserefore, &dbor market
policies should stand ready to help provide more derdaindn training programs, strengthen
public employment services, and supporblaimarket flexibility both through portable social
insurance and through improved labor market regulations. In addition, an integrated
employment statistical system covering urban and rural labor markets will be essential to
timely monitor the dynamics admployment and labor markets and inform evidemased
decisionmaking.

Getting on the path to carbon neutrality

Thel4t h FYP is a critical o p geonrconmtentyoathevet r an s |
carbon neutrality by 2060, outlined by President Xdinping at the UN General Assemblylast

year, into commensurate shortterm targets and specific policy actions to ehieve them The

following policy options could be considered to underpin faster progress and achieve more rapid
decarbonization in a growdiniendly and distributionally fair manner:

1 Raising shortterm climate ambition through the revised Nationally Determined
Contribution (NDC) : By setting an ambitious NDC, China could play a leading role in global
climate change efforts. For example, a commitment to achieve peak @arissionswell
ahead of 2030 and establishing an ambitious absolutelraasd emission cap in the context
of the 14th FYP would anchor deeper decarbonization efforts domestically and reinforce the
credi bil it y-teonfcaridh meatralidy pledgecimegnatiogallf China raises its
shortterm commitments, thisiW contribute greatly to the success of both the 26th session of
the Conference of Parties to the United Nations Framework Convention on Climate Change
and the 15th session of the Conference of thed3dd the Convention on Biological Diversity,
both of which are due to take place in 2021.

1 Accelerating the energy transition away fromcoal Whi |l e t he share of
energy mix has declined in recent years, coal capacitysolute termiasbeen rising to meet
growing ener gy de ma ntdrm anhbition] cuttandicoal corisumption amé 6 s |
replacing it with cleaner energy sources is an important priority. Recent advances and falling
prices in renewable energy have made replaaad) @n easier abatement option than cutting
oil use in transportation and emissions from farm fields and livestock. On the other hand, new
coakfired power plants that are currenflanned ounder construction could lock in pollution
and highgreenhouse gas emissions for several decauesying financial losses if thse
plants were to close early as China accelerates the low carbon transition. Against this backdrop,
the economic viability and technical feasibility of introducing a moratonarmvestments in
new coalfired power plants could be examined in tandem with a push to scale up renewable
capacity.

1 Wider application of carbon pricing could be considered to drive efficient and economy
wide abatement The nationaEmissionsTrading SchemeHTS) plan which is currently
being rolled outwill initially cover the power sectorThe sectoaccounts foabout 3(percent
of Chi nads andsomanagpropriatsplacertosstamdeed, Chi nads ET
operation will be the largest national emissions trading system in the world. Hoypewer,
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signalsin the power sectare distorted by various barriers to efficient power trade, including

a dispatch system that continues to favor dQabtas were alsset generously, and the initial

carbon price in the ETS may thus be relatively modest. This may limit the impact of the ETS
without complementary power sector reform. Additionalyhi nadés ETS <coul d
expanded beyond the energy sector to includé sement, and other heavy industries, turning

it into a true cagandtrade regime. This would create incentives for end users of energy to
increase efficiencyln other carbon intensive sectors, such as transport, agriculture and
construction, emissiongatding will be technically challenging because monitoring and
verification of emissions is difficultin these sectocomplementary carbon taxesuld be
consideredSuch carbon excise taxes are a relatively simple and efficient instrument, charged

in proportion to the carbon content of fuel and a set carbon pi¢ghout considering the

climate and other cbenefits, carbon taxes are likely associated some welfare losses. In
addition, distributional impacts may be regressive. These adverse effectsro@igated if

the revenue generated by carbon pricing is recycled back into the economy to subsidize
abatements costs, offset negative social impacts and rebalance the tax mix by cutting other
distortionary taxes on labor, general consumption or pr@itsulations show that a wider
application of carbon pricing could significntcontribuet o achi evi ng Chi na
neutrality target (seBox 5 below for illustrative simulation results).

1 Ensuring a just transition: A faster transition also means a faster exit from polluting
industries. Some provinces will face significant transittosts. To make this feasible, some
losses from stranded assets may need to be absorbed by power producers or compensated from
other sources. In addition, mitigating social risks calls forbaof increased labor mobility,
skills upgrading and retraining efforts to diversify local economies away from coal and
polluting industries, and strengthened social safety nets to protect households from adverse
shocks associated with economic restructuriAgovinciatlevel decarbonization strategies
would helptailor policies to specific local conditions, industrial structure and hence differences
in abatement options and transition challenges and risks. However, national financial support
will be requiredn provinces thately heavily on coabased economies.
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Box 5. Fiscalfoundations ofcarbon neutrality 8 simulating impacts of carbon charges in China

Chinads commit ment to carbon neutral i tyermk
ramifications. Carbon charges could make a major contribution to emission reductions in the ne
while achieving multiple other social, environmenéad economiobjectives. To illustrate the potenti
impactof carbon charging in China, two potential designs were considered. FHistderate carbo
charg® (RMB170/$25 per tCO2 in 2021, rising to MB340/$50 by 2030, based on current exd
rates) andgecondafistrong carbon charg¢dRMB340/$50 per tCO2 in 2021, rising to RMB500/$75
2030). Revenues were split equally between increases in public investment arsilifartransfers.

Key findings:

9 Carbon charges could be a central lever to help China junygtart its decarbonization efforts.
Both a moderate and a strong carbon charge would help China achieve its 2015 climate con
(NDC) on carbon intensityThe 2015 NDC target seeks to reduce C@@nsity of GDP by 62.4
percent in 2030 compared with 2005gure27.B). However,additional efforts may be needed
ensure thaemissions peak ithe comingtenyearS he &é moder at ed and
could keep emissions about 15 gt.CO2 and 14.1 gt.CO2 by 2030, respectively, thereby abg
to 2.9 gt.CO2 per yedFigure27.A). Under both scenarip€hina would achieve its 2015 ND
target

1 Both reforms could raise substantial revenuesPotential additional revenues from fossil fu
couldbe about $45@illion (2.0 percentGDP) or $62Dillion (2.7 percentGDP) by 2030 against
baseline of maintaining the existing excise reg(figure27.C and D. These revenues can mak
substantive cont +COVWefforte and itsl4th Fudr Year RI@ng203bp s t

1 The reform can be both povertyreducing and equity-enhancing lllustrative examples sugge
that rebating revenues to citizens directly via targeted or untargeted transfers can reduce po
increase equity. The bottom two deciles and rural Chinese disproportiobatedyit if half of
revenuesvereused to fund lumysum transfergFigure27.E and B. Alternatively, these revenug
could fund a 2514 percenincrease in health expenditures or al&@Dpercenincrease in educatio
expenditures, both of which would benefit poorer Chinese.

1 The remaining half of the revenues could be used to fund various other objectives, such
dealing with transition risks. Using revenues to fund green public investments could &
mediumterm GDP growth by the end of the decade by abouidr&entage pointshough greening
existing public investment flows may be preferable. Alternatively, enhanced fiscal space cot
deal with transition riskssuch ascompensatingoal producingegions or absorbing losses fra
stranded assets.

9 Lastly, carbon charges could help improve health outcomes of Chinese citizens: air pollutig
concentrations (PM2.5) would decline, helping \gert about 1.7 million deaths by 2030.Air
pollution isa major cause of premature deaths in China, accounting for aboumtillidh deaths
annually. Cutting fossil fuetombustion would reduce concentrations of PM2.5 and aroun
million deaths cumulativelyrom 202130. In addition, costly road accidents could be redu
saving about 16,000 lives by 2030, and congedtiamising problem for urban Chinégseould be
reduced, especially where substitute forms of mobility (public tranport) are available.

1 In total, the welfare benefits from reduced air pollution, road deaths, and avoided climat
damages alone could be worth about 3fsercentof GDP by 2030.
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Figure 27. Carbon charges could inducssignificant emission reductionsand generate fiscal
revenue;recycling parts of the reverue could mitigate regressive distributional impacts
A.Chi n a 6 GreenhouseaGasGHGS) B. Indexed emissions vs. 2015 NDC
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lll. Extreme Poverty HasBeenEliminated. What Comes

Next?
Introduction
Chinadbds goal of el iminating 7rur al govwwrrmente me p ¢

announced on February 25. The proportion of peopliving in poverty according to the official

2010 standard equivalent t0$2.30 per dayn 2011 Purchasing Reer Parity (PPPH fell in

China from 96.2 of the rural population in 1978 to 0.@pet in2019 Eigure28.A), representing

765 million fewer poor people after four decadédse majod r i ver s of Chinads po
are rapid and widespread economic growth, complemented, particularly in recent years, by
targeted poverty reduction policies and programs. On average, increased labor income accounted
for around twethirds of the povey reduction between 1988 and 20Figure 28.B). Increased
productivity in agriculture was key in the first period (1988, while more labor opportities in

industry and services drove poverty reduction in the second period-2099%. Since then,
transfer incomes, which include (domestic) remittances and public transfers, played a major role
in lowering poverty. From 2013 to 2018, public transfer®ag rural households in the bottom
quintile almost doubled, driven by the increased coverage of rural pensions, the expansion of social
assistance, social insurance and social assistance benefits, and the introduction of universal health
care with a basioeimbursement package extended to rural areas.

Figure 28. Poverty reduction in China over the past 40 years based on the 2010 poverty standard
was driven by economic transformation and social programs

A. Poverty headcount ancheadcount rate in B. Contribution of all sources of income to rural
rural areas, 2010 Standard poverty reduction
(Percent, millions) (Contribution to poverty reduction, percentage
points)
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Source: 201NBS China Statistical Yearbooks using @10 standard, equivalent to $2.30 per person per day,

2011 Purchasing Power Parifizugo, Niu, and Yemtsoforthcoming2021), based on China Household Income
Project surveys 1988, 1995, 2002, 2007, 2013, and 2018.
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5 https://apnews.com/article/chit@lebratesendextremepoverty-1449b5dc8a48483af84 7f4c38{64c326
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With the goal of eradicating extreme poverty in rural areas met, China is redefining the

social agenda for the years to com&he14th FYP (2021-25), formally adopted on March 11,
reaffirmed the goal of achieving Acommon pro
urbanization sategies. The social agenda will shift from the national poverty alleviation strategy

to rural revitalization, with the aim of preventing a slide back into poverty and narrowing the
wealth divide between cities and the countryside. Urbanization is expecteatinue, fueling the
household incomes that woul d help boost cons
model 06 that the country is adopting. This charg
the agenda going forward.

A new poverty standard for a new era

Going forward, standards to Figure 29. Consumption per capita vs national poverty
measure poverty and broad-based lines, 120 countries and China

social welfare will have to be adapted (2011 $PPP)

t o t he real i ties 100

o]
o . g
prosperous societyp As countries ¢ -
grow wealthier and_ extreme _povertyg oot e
becomes rargssessingvhat definesa g < ,, > ®
- . . [} @
minimum bundle of goods and service: g 2 . #’- o
. . ISe)
changesAccordingly, national poverty g5 . -‘.. P
lines tend to increase with growing pe 5% v% \‘.".'1 A standard in 2018
capita income Kigure 29). China has ¢~ ' [& & China 2008
. . . % China 1978 standard
updated its standards twice (in reas poverty and mean
H H H 2 standard,
terms) since the first poverty line was § it
set in 1985. In eachrevision, the 01
minimum ConsumptiOH bundle was ! Consumption per capita f%oom surveys, 2011 $PPP per da)},olgg

upgraded t o r e f lseueeb(Jolliffé aRd@rydz Z0xB)UPBvEalMed S

ecoromic and social development. Thehttp://iresearch.worldbank.org/PovcalNet/povOnDemand)as

2008 revision maintained the calorid\ote: In 2011 US$ PPP, latest available data for all countrie
threshold at 2,100 kcal per person perina 198e2018; log scale

day, but the quality of the food bundle was improved to consider its nutritional value. In addition,
the nonfood component was increased from dé&rcentto 40 percent of the line. The 2010
standard is meant not only ¢over food and clothing needs but also basic education, health, and
housing. Norfood goods represent 54 percent of the total minimum basket (National Bureau of
Statistics, NBS 2016)Consequently, the value of the Chinese poverty lines, expressed in US$
2011 purchasing power parity, grew over time, from $0.98 per ppesatay of the 1978 standard

to $1.30 of the 2008 standard, and finally to $2.30 of the 2010 standard (Chen diidriR20/20).

As the country has reached the goal of eliminating extreme poverty, it is natural now to define a
new poverty standard that is better suited to

While setting new poverty (or lowincome) lines is a complex and often lengthy technical
process, existing higher absolute thresholds can provide a first approximatiobsolute
poverty thresholds based on valuations of the cost of basic needs are watkgcuoss middie
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income countries as well as rich econonfisost of the lines presented Figure29 are derived

from using absolute thresholds. The median poverty line used in-opgeie-income countries,

such as China, is equivalent to $5.50 per person per day (in 2011 PPP). The &Sdlira $21.7

a day (in 2011 PPP). In China, the Dibao standards are being used on a de facto basis to target
social assistance-ifnaroneh s éi damws il d emreesd aifrleo wne a
minimum cost of basic needs: food, clothihgusing, and education. While thresholds differ
among provinces and within provinces for urban and rural areas, the average thresholds have
increased over time, on average. In addition, the Dibao lines have converged, with rural thresholds
approaching urdn thresholds and Western lines closing with Eastern lines. On average, the urban
minimum standard in 2020 was 678 yuan per month per beneficiary, while the average rural
minimum standard was 479 yuan per month. These are equivalent to 4.2 Bl8D36rperson

per day in 2011 PPP, respectively. The implied poverty rates and headcount, using these alternative
thresholds are presentedTiable3.

Table 3. Estimates using absolute poverty lines

Value of threshold Poverty rate Number Year of
Absolute lines Welfare aggregate RMB/ | 2011 PPP/|  (percen of poor the data
year daily (million)
2010 standard (NBS) Per capita consumption 3,218 2.2 0.6 (rural) 5.5 2019
6,443 18.9 264
(national)
Uppermiddle income line | Per capita consumption 5,326 5.5 30.2 (rural) 172 2018
6,773 11.2 (urban) 92
Dibao average rural Per capita consumption 4,836 3.6 9.8 55 2018
Dibao average national | Per capita consumption 6,960 4.2 4.5 37 2018

Source: Staff calculations based on ventile data provided by, NB®&n/rural CPI from NBS and 2011 PPPs for
China: urban = 3.91; rural= 3.04; national = 3.70.

An alternative to setting an absolute revised threshold is the adoption of a relative poverty

line. EU and OECD countries set their minimum living standard0a6® percent of the median
equivalentdisposable income, respectively. Typically, the same threshold is used for the whole
country, despite geographic diff eSD&adoppeda i n | i
relative poverty indicator (10.2.1)efined as the proportion of people living below 50 percent of
median incomé.The justification for the use of relative poverty lines is clear: People are said to

be living in poverty if their income and resources preclude them from having a standard of living
considered acceptable in tlseciety in which they livé In other word |, i ndi vidual so

8 Increasingly, countries are replacing ongplementing their monetary poverty measure with multidimensional

measures. Some combine monetary andmonetary dimensions into a single index, such as Mexico or the EU,

while others construct a solely nanonetary measure, such as ColomBieeWorld BankUNICERUNDP recent

document for a description of steps and examples adopted by countries.

7 https://sdetracker.org/inequality

8 European Commission, Joint Report on Social Inclusion 2004. (Fuchswasone of the first proponents of

relative lines, as 50 percent of the current median income. See (Chen and Ravallion 2020) for a brief description.
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depends on their incomes relative to others.
shared prosperity, which emphasizes equitable development. In addition, the notion of a minimum
threshold increasing with medianincem i s supported by peopl eds pel
amount to cover their household expenditures, according to a survey conducted in urban China
(Gustafsson an8ai2020.

To contribute to the discussion, several researchers in the past few ysdnave produced

poverty estimates using relative thresholdsA selection of these studies is summarizetiahle

3 below. The value of the thresholds wadeived using strongly relative lines (as in Gustafsson

and Sai20200r Shen and.i 2020 in several multiples of the existing 2010 stand&lsing an
approach similar to the EU6s (60 percent of tl
four times higher than the current standard. |
in 2018 would have been around three times tireeat standard(Chen and Ravallion 2020)
analyze the use of a fAweakly relative | ineo t
means that the poverty threshold depends on the mean or median income, with a minimum floor

of what is considered nded for survival.In addition, these proposals assume that the new
standard would expand the measurement of poverty in China to be truly national for the first time

in its history, covering both rural and urban ar@dss is consistent with the vision the 2016

30 National Devel opment Pl an, which underscor
rur al poverty to comprehensi vebhen aadlid2028)s si n g
Furthermore, in all the cases, income instead of consumptigsed as a welfare measure. This is

similar to the practice in most highcome economies.

Table 4. Estimates using relative poverty lines (selected studies)

Value ofthreshold
— Poverty | Number | Year
Definition of Welfare 2011
Authors threshold aqarecate RMB / rate of poor | of the
99red year PPP/ (percent) | (million) | data
daily
(2010 standard | )\ pq o te threshold | 8" Capita 3218 23 |o06(ura)| 55 | 2019
NBS) consumption
0 -
(Gustafsson angai 40% urban median Equivalent 8,910 59 8 (urban) 2013
2020) 50% urban median | disposable 11,136 7.4 14 (urban)
60% urban median | "¢°™M€ 13,364 8.9 20 (urban)
40% national median 8,000 5.1 14 2018
50%national median 10,000 6.4 20 280
_ 60% national median| Per capita 12,000 7.7 27 370
(Shen and.i 2020) disposable
income
50% rural median 6,000 4.7 17 (rural) 100
50% urban median 15,000 9.1 14 (urban) 120

9 Consumption is typically the preferred welfare aggregate for developing countries where subsistemtgragr
and informal employment amevalent (Deaton, A. 1997). In richeconomies, these types of employment are
marginal, and thus income becomes an attractive alternative to measuring welfare, representing potential command
over resources (see 201arberra Group recommendations on household income statistics).
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Weakly-relative line,

(Chen and anchored at $1.90. | Per capita
R . Z =Max($1.9, disposable 9,376 7.46 23 2014
avallion 2020) 0.9+0.7M¥) income
M*=(1-Gini)*Mean
Whether relative or higher absolute lines are usedsomel52 5 per cent of

Chi

would be considered poor (in 2018), and around a third would be located in urban areas.

Poverty in China has traditionally been considered a rural phenomenon. Therefore, all government
efforts to address poverty and mimniits evolution focused on rural areas. But if a higher standard
countri

is used, such as the uppeiddlei nc o me
With growing urbanization, the share of people who fall below the $5.50 a day line (2011 PPP)

and live in urban areas has increased, from 20 percent in the early 1980s to 35 percent in 2018.
According to these latest estimates, 92 million urban residents would be considered poor in 2018

(Figure30.A and B.

es o

ne

, t

The urban poor differ from the rural poor . According to(Shen and.i 2020), the urban
pood as defined using a relative urban Bna r e
Central regionsynlike the rural poor. The urban poor tend to be working but receive low wages.
They have limited social security coverage and relatively high expenditures, as they remit part of
their income to their family in rural areas.

Figure 30. At higher poverty standard, a third of the poor in China live in urban areas

A. Poverty rates in China using $5.50/day
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B. Number of poor by location
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At this higher standard, addressing high levels of inequality will be crucial for reducing

poverty going forward. The ability to translate growth into reduced poverty depends on the initial

level of inequality and changes in inequality over time. For el@mising inequality in China
between 1990 and 2010 took a toll on poverty reduction. Had consumption growth been equally
distributed from 1990 to 2010, an additional 5.3 percent of the population would have moved out
of poverty during this period, based a poverty line of $5.50 a day 2011 PPPKigure33). In
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