‘ ! ' RESERVE BANK OF AUSTRALIA

A Rebalancing Chinese Econom
Challenges and Internation r—

>
,J

‘and Ge rard Kelly**

-

i = - - i,
.-

—

*This presentation draws upon material in Ma, Roberts and Kelly (2017), ‘Rebalancing China’s Economy: Domestic and International
Implications’ China & World Economy, 25(1), pp 1-31; and Ma, Roberts and Kelly (2016) , ‘A Rebalancing Chinese Economy: Challenges
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Issues and outline

China’s imbalances in international perspective

— Has Chinese consumption been anaemic and repressed?

Drivers behind past imbalances and triggers for rebalancing
— Are imbalances due to factor price distortions?

— How does the return to capital compare to real financing costs?

Scenarios for growth and rebalancing

— How much will real investment slow?

Implications for trading partners

— What are the effects on China’s industries and trading partners?
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Framing expenditure imbalances

Internal and external imbalances
Many ways to frame

: . Shares of Nominal GDP
expenditure imbalances

% - 0
° Household Consumption Savings &
_ 50 50
« External and internal
balances 40 40
« Saving and investment 30 _ _ 30
balance Gross Capital Formation
C £alli 20 20
« Three hallmarks: falling
consumption share, rising 10 _ 10
investment share and high Government Consumption
saving rate 0 0
Current Account Balance
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* Gross Capital Formation plus Current Account Balance
Source: CEIC Data; authors' calculations
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China’s expenditure imbalances in
international perspective

Shares of Domestic Expenditure —
Selected Economies

Taking a 10-year view
and relative to
International peers

* Very low private
consumption share

 Among the highest
iInvestment rate

 External imbalances
not an outlier

-10

2001-2011 Cumulative

0O 10 20 30 40 50 60 70 80 90 100

%

Chln-a ! /' [ | | |
nde o [ |
South Korea
T e ————— e —————————
Indor7e5|a e ..\ | |
Thallan.d ./ '/ [ | [
Aust-ralla ! ' ' [ | | |
Tl - ! ' /[ | | |
Japan .| [ | |
cermany e ../ !/ | |
Ujﬁ o4l g | | [ |
-10 0 10 20 30 40 50 60 70 80 90 100 %
m Gross Capital Formation ® Public Consumption

m Private Consumption Net Exports

Source: Penn World Table 8.1



W RESERVE BANK OF AUSTRALIA

An international perspective on real
expenditure growth

Real Private Consumption Growth

Maximum 20-year Annualised Rate
6

China (1979-1999)
Taiwan (1959-1979)
Thailand (1956-1976)
Japan (1950-1970)
Indonesia (1977-1997)
South Korea (1968-1988)
India (1991-2011)
Germany (1950-1970)
Australia (1952-1972)
USA (1958-1978)

UK (1982-2002)

Source: Penn World Table 8.1
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Real Investment Growth*
Maximum 20-year Annualised Rate
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Who Saves and Invests in China?

 Flow-of-funds data;

— All three sectors
contributed positively in
1992-2013

 Households a leading driver:

— Two-thirds of 12 ppt rise
in national saving rate

— More than half of 10 ppt
rise in national
investment rate

« Two likely reasons:
— Self-employment
— Housing
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Savings and Investment by Sector

Flow of Funds, Shar

e of GDP

Savings

Household Sector

Investment

Government Sector

Mt
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*Adjusted for 'Acquisition Less Disposal of Other Financial Assets'

Sources: CEIC Data; authors' calculations
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Countertactual: household investment,
saving and consumption

Household Sector — Actual and Counterfactual

Keep household investment at Share of GDP
1992 level and .allocate the % Investment Savings Consumption | %
dlfference. to private 50 50
consumption. Rising
household capital formation 40 il 40
can then account for:

30 30

Adjusted*
20 20

 More than %2 of the decline
In household consumption 10 [Adjusted* 10

« More than % of the rise In
: 0 0
household saving 1992 1999 2006 2013 1998 2005 2012 1997 2004 2011

*Investment capped at 1992 level, remainder allocated to consumption
Sources: CEIC Data; authors' calculations
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Cheap factors or positive shocks?

» Mainstream View: Distortions from cheap (subsidised) factor prices
explain external and domestic imbalances:

o Artificially boosting competitiveness, stimulating investment and
depressing consumption.

» Our View: multiple positive productivity and demand shocks elevate
potential growth, giving rise to large income windfalls mostly saved:

o Productivity, allocative efficiency, demographic dividends,
secured foreign market access, transfer of know-how, and
demand impulse to an undersupplied housing market.

» Competing but not necessarily mutually exclusive:
o Alleged distortion effects more ambiguous than at first glance.
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Implications of rebalancing

» Rebalancing towards a consumption-driven economy:
o First and foremost via a marked investment slowdown

o International experience suggests that further acceleration
of consumption is unlikely

o ‘Benign’ rebalancing: consumption growth falls at a slower
pace than investment growth

» Likely triggers for domestic rebalancing:
o Diminishing positive shocks in more saturated markets

o Rebalancing and slower potential growth are likely to occur
hand-in-hand

o Declining return to capital and rising cost of finance
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Triggers for prospective rebalancing

Gap between return to capital
and financial cost has shrunk:

1. Steeply rising capital-
output ratio over past 2
decades

2. Labour share has
recovered since 2011

3. Rising real financial cost
since 2012 reflecting
deflation

Return to Capital and Corporate Financing Cost

%

15

10

0

2000 2002 2004 2006 2008 2010 2012 2014

%
15
10
Real corporate borrowing
cost**
5
0

*Based on gross fixed capital formation data

** Weighted average medium-to-long term debt yield, deflated using
geometric mean of inflation in the PPI, CPl and GDP deflator
Sources: CEIC; National Bureau of Statistics of China; authors'
calculations
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Scenarios for Growth

Interactions between
slower growth potential
and rebalancing: three
scenarios for 2030
GDP growth rates

Fast: 5%
Moderate: 4%
Slow: 3%

Real GDP Growth Scenarios

Year Average

% %
14 \ 14
12 12
10 W 10
8 8
», Fast Growth
6 Moderate Growth 3. _ 6
4 \ e 4
T 2

1979 1985 1991 1997 2003 2009 2015 2021 2027

Sources: CEIC Data; BIS; authors' calculations
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Scenarios for Rebalancing

Three scenarios for
rebalancing, defined
as one-to-one
changes in nominal
consumption and
Investment shares by
2030:

* Fast: 25 ppt
 Moderate: 15 ppt
« Slow: 5 ppt
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Scenarios for Growth and Rebalancing

Real Consumption Growth Scenarios

Modest decline in Rolling 16-year Annualised Average

: % Slow Moderate Fast %
annualised average Rebalancing Rebalancing Rebalancing
consumption growth 10 o
rates under fast 9 w W\A/\A\,f:::\ W N g
rebalancing scenarios. A

8 ‘\“\ “\‘\ “| 8
\ | Fast Growth '3\ Moderate .
: . : : W \ | Growth
Still historically high 7 7
rates of consumption 6 6
growth. "
5 5
4 RN NN RN RN N AN NN AN 4

1994 2006 2018 2030 2005 2017 2029 2004 2016 2028

Sources: CEIC Data; authors' calculations
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Scenarios for Growth and Rebalancing

-2

Real Investment Growth Scenarios
Sharp decline in Rolling 16-year Annualised Average
: % Slow Moderate Fast %
Investment gl’OWth 1 Rebalancing Rebalancing Rebalancing 1o
under fast rebalancing \
scenarios. 10 v H 10
8 3 B 8
: : : 3 3 |
Consistent with rapid 6 ; , L6
- x| Fast Growth 3 !
consumption growth? , yrastirowi Ll
2 \ Moderate "“ 2
Growth N
0 < 0
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Sources: CEIC Data; authors' calculations
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Scenarios for Growth and Rebalancing

Without meaningful
rebalancing,

capital-output ratios
will rise to potentially
unsustainable levels

This is the ‘knife-
edged’ nature of
rebalancing

years

4.0
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3.0

2.5

2.0

1994 2006 2018 2030 2005 2017 2029 2004 2016 2028

Capital-Output Ratio Scenarios
Ratio of Capital Stock to GDP

Slow
Rebalancing
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Rebalancing

Fast Growth

rT

Fast
Rebalancing

Moderate
Growth )

Sources: CEIC Data; authors' calculations
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Scenarios for Growth and Rebalancing

Real Per Capita Household Consumption
Level Scenarios
China 2014 = 100

Fast rebalancing and
growth could raise
Chinese household
consumption above the
current upper-middle
Income range by 2030,

while slow rebalancing
and growth may
struggle to get near
that level.

index
400

350

300

250

200

150

100

50

2014 2020 2026 2015 2021 2027 2016 2022 2028

Slow
Rebalancing

South Korea

Moderate
Rebalancing

Fast
Rebalancing

Malaysia

4
/
/

‘, /

,| Fast Growth /-

I/'

Y
/

/

rd
’

Thailand//

(4

.|Moderate /-

4
4

.,’

Growth .
t/

P
2,

7,

index
400

350

300

250

200

150

100

50

Levels for South Korea, Malaysia and Thailand indicate 2014 comparisons with China
using Purchasing Power Parity conversion factor for household consumption (2011

International dollars). Medium fertility variant population projections
Sources: UN; World Bank; authors' calculations
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Caveats

« 3x3 scenario framework assumes that growth and rebalancing
scenarios are independent

* Implies different paths for the efficiency of investment
(ICOR)
— Example: moderate growth and fast rebalancing requires more

efficient investment than moderate growth and slow
rebalancing
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Scenarios for Growth and Rebalancing

Real GDP and Consumption Growth
Scenarios for Fixed Investment Efficiency

Rolling 16-year Annualised Average

Without improving
iInvestment efficiency,
rebalancing could drive a
slow-down in overall
growth that would offset
its positive effect on
consumption growth.

Rebalancing requires

» exceptional consumer
resilience

» marked improvement
In investment
efficiency
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Implications for the Production Side

Expenditure-side
rebalancing likely to
drive structural
change on the
production side,
away from the
secondary sector
and towards the
tertiary sector

Sector Production Per Unit of Expenditure
Value Added 2012

0 20 40 60 80 %

Household Consumption

Government Consumption -

Secondary Sector
Total Consumption

Tertiary $ector

Gross Fixed Capital Formation

Net Taxes on Production and Imports

Exports

0 20 40 60 80 %

Source: NBS; authors calculations
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Implications for Factor Income

Factor Income Per Unit of Expenditure
Value Added 2012
20 40 60 80 %

o

Expenditure-side

rebalancing likely to

drive structural Household Consumption
change on supply side Labour
toward labour-
Intensive tertiary
sector, supporting
employment. Total Consumption

Government Consumption

[
il

Net Taxes on Production

C_etens paribus, a Gross Fixed Capital Formation _ _
higher consumption

share will reduce Imports
iImports as a share of Exports F H
GDP | |

o

20 40 60 80 %

o

Source: NBS; authors calculations
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The External Balance

Relative Impact of Chinese Rebalancing on Trading Partners
Share of Exporters' Gross Value Added*
-1.2 -1.0 -0.8 -0.6 -04 -0.2 0.0 0.2 %

Taiwan
South Korea
Saudi Arabia

Chile

Singapore
Philippines
Japan

South Africa
Australia
Malaysia
Russian Federation
World
European Union
Canada

India

United States
Viet Nam
Thailand

Brazil

Argentina

New Zealand

-1.2 -1.0 -0.8 -0.6 -0.4 -0.2 0.0 0.2 %

*Estimated for a 15 percentage point shift in Chinese domestic absorption from
investment to consumption in 2011
Source: OECD; authors' calculations
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Summary

* Rebalancing is likely to be driven by slowing investment
growth, not rising consumption growth

* Rebalancing will be at least in part driven by factors other
than government policy

* Rebalancing process has already begun, driven by falling
return to capital and higher real financing costs

« Expenditure-side rebalancing will drive growth of the tertiary
sector, supporting employment growth

 Internal rebalancing may increase the external imbalance

» Rebalancing will have an effect on most of China’s trading
partners — not just commodity exporters



