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I. Recent Economic Performance

(I) GDP Growth

Driven by strong investment, the People’s Republic of China (PRC) registered a high economic growth rate exceeding 10 % in the passed four years. According to “Asian Development Outlook, 2007” issued in May 2007 by the Asian Development Bank, the PRC reached an impressionable economic growth achievement in 2006 and the first half year of 2007. 

First, let us review the economic performance of the PRC in 2006 from the supply side as follows:    

1. GDP grew by 10.7%.
2. Industry contributed 7.0% points, or 65% of total GDP growth.

3. Services contributed 3.2% points, or 30% of total GDP growth.

4. Agriculture contributed 0.5% points, or 5% of total GDP growth.

(II) Factors Contributing to Growth
1. Investment growth

Growth was promoted by economic reforms that led labor and capital more productive. And a favorable economic environment attracted investment from home and abroad.
On the demand side, the China’s economy was driven by strong investment that contributed 4.4% points (or 41% of GDP growth). Net exports contribution declined 2.1% points (or 21% of GDP) in 2006, while total consumption edged up 4.2% points (or 38% of GDP).
Foreign direct investment for the year 2006 totaled US $69.5 billion, compared to US$ 72.4 billion in 2005.
As a result of accelerating urbanization, drive of local government, and excess liquidity, investment surged in the first half of 2006. Concerned about overheated economy, the PRC government imposed restrictions on investments on some sectors to cool the economy. Consequently, the growth of fixed asset investment slowed from about 30% in the first half of 2006 to 21% in the second half. The investment slowed sharply in industries that have built excess production capacity, such as textiles, coal mining, and electricity.

To understand the acceleration of economic growth in China, the relationship between investment and industry is the key. The reinvestment of large profits into new industrial activity was perhaps the most important driver. Higher investment led to more capital deepening, labor productivity gains, and GDP growth.

2. Trade growth

Total exports rose from US$ 76.2 billion in 2005 to US$ 96.9 billion in 2006, an increase of 27.2%; total imports increased from US$ 66 billion to US$ 79.2 billion during the same period, an increase of 19.9%. Faster growth in exports than imports boosted the trade surplus by US$ 75 billion to US$ 177 billion in 2006.

The trade surplus came largely from bilateral trades with the United States and European Union (EU) , while trade deficit with the rest of Asia continue to widen.
Processing trade, which involves the assembly and export of imported intermediate items with most inputs exempted from customs tariffs, is the hugest contributor to the trade surplus.

3. Official Reserve Accumulation
The surge in the trade surplus, companied with higher tourism receipts and interest incomes on the large official foreign reserves, boosted the current account surplus to around US$ 227 billion, equivalent to 8.6% of GDP.
In addition, there was a large inflows of foreign direct investment and sharp increase in short-term capital flows into property and stock markets. As a result, the foreign exchange reserves reached US$1.07 trillion by year-end, surpassing that of Japan and becoming the world’s largest official reserves holding.
(III) Macroeconomic Management

Inflation slowed to 1.5% in 2006, as a result of the excess production capacity in some industries and strong competition in manufactured products. Food prices rose fast, reflecting the sharp rise in global grain prices. Housing prices in some big cities increased rapidly because of excessive liquidity, speculation, and some structural imbalances in housing supply.

Concerned about overheating in some sectors, the government took several measures to limit credit expansion and to slow investment. The People’s Bank of China tightened credit eight times, increasing commercial bank’s reserve-requirement ratio, beginning in mid-2006 and continuing to June 2007, from 7.5% to 11.5%; and five hikes in the benchmark 1-year lending rate through May 2007, from 5.58% to 6.57%. These measures are expected to moderate investment growth and cool the economy.
The overall fiscal deficit was narrowed to an estimated 0.4% of GDP in 2006. Revenues rose by 24.3%, helped by gains in incomes and rising corporate profits. Expenditures also rose rapidly, by 18.5%.

Given buoyant private investment, the government reduced its issuance of special treasury bonds used to finance public investment, from the equivalent of about US$10 billion in 2005 to US$7.4 billion in 2006.

In a move to liberalize the capital account, the government allowed PRC residents to purchase foreign securities through the Qualified Domestic Institutional Investors plan.
To decrease the pressure on the CNY (Yuan), the government allowed a slightly faster appreciation of the currency. The trading band of exchange rate fluctuation has been widened from 0.03% to 0.06% daily. As of June 29, 2007, the exchange rate of the Chinese Yuan was 7.6155 Yuan per US Dollar, showing an appreciation of 2.5% over the end of 2005. The Chinese Yuan is projected to appreciate further in the second half of 2007. A total of 5% appreciation is projected in 2007.
Stock market also expanded significantly in 2006. Major domestic banks and companies began to sell their shares to the public. Underpinned by strong economic expansion, the stock market in China is going to the high fever period. As of June 29, 2007, the stock index of Share B in the Shanghai Stock Exchange jumped to 254.981, representing an increase of 96% over the end of 2006. 
II. Economic Outlook for 2007 and 2008

(I) GDP Growth 

The 11th Five-year Program (2006-2010) set the average annual GDP growth rate at 7.5%, but the first year of the program in 2006 registered a rapid GDP growth of 10.7%. Economic growth is projected at 10.8 % and 9.8 % in 2007 and 2008, respectively, higher than the plan targets.
The overheated investment and economy would require the tightening of the overall macroeconomic policy in 2007. The authorities would keep the fiscal deficit below 1.0 % of GDP. And the People’s Bank of China will continue its tight monetary policy.
(II) Investment Growth 

With the rising profit growth and ample liquidity in the system, investment will continue to grow at a fast rate that will remain the main driver of growth. Responding to various restrictions, especially those targeted at energy use and pollution, and others curbing property speculation, fixed investment growth is projected to moderate to 20 % in 2007.
(III) Industrial, Trade and Agricultural growth

As a result of tightening measures in investment, and easing export growth caused by softer external markets, industrial growth is forecast to slow to 11.0 % in 2007 and 10.8 % in 2008, compared to 12.5 % in 2006.

Agriculture is expected to benefit from a new policy on rural development. If no serious weather problems, agricultural production would increase by 5.2-5.4 % in the next two years, compared to 5% in 2006.

Services are expected to grow by 10.4- 10.5 % in the next two years, compared to 10.3 % in 2006, supported by government efforts to promote consumptions and expenditures associated with the Olympic games in 2008.

Because of the softening in export markets and a reduction in PRC tax rebates for exports in July 2007, the growth of merchandise exports is projected to decline from 26 % in 2006 to 18 % in 2007 and 16% in 2008. And import growth will decrease to 18 % in 2007 from 22 % in 2006.
The trade surplus in goods will increase to US$ 229 billion in 2007 and US $257 billion in 2008. 

(IV) Prices and Inflation

The acceleration in food prices, particularly pork continued in the first half of 2007. In addition, the expected rises in labor costs and higher prices of water, electricity, and fuel will push consumer prices to increase by 3.2% in 2007, compared to 1.5% in 2006.
(V) Macroeconomic Management

Since there is a high starting of GDP growth rate in 2006, higher than the indicative average annual growth of 7.5 % in the 11th Five-Year Program, the government will tighten overall macroeconomic policy in 2007, and take administrative matures to curb overheat investment, and slow the economic growth in the next two years..

The authorities decide to keep the fiscal deficit below 1 % of GDP, and the central bank will continue to use interest rates, reserve ratio, and open-market operations to keep its current monetary policy stance.

In the meantime, reforms will be implemented that may have an influence on the structure of the economy in the medium to long term.
Public investment will increase in priority areas including agriculture, education, and health. Rural areas will get a larger share of infrastructure spending. School fees will be eliminated up to the junior high school. Health care spending will increase by 87% in 2007. These measures should support rural development and stimulate services, leading to increase in urban and rural incomes and private consumption.

(VI) Medium-Term Prospects 
Over the medium-term (2007-2011), GDP growth is expected to average about 9%. During this period, inflation will be higher than it is now, probably about 3 % on average.
Several factors that will affect future growth include domestic investment, inflows of foreign direct investment, export expansion, industrialization, urbanization, monetary and fiscal policies, among others.

Domestic investment is projected to grow to support rapid economic growth. Inflows of foreign direct investment and other capital will finance high investment. Industrialization and urbanization will continue. However, the wide gaps in incomes and in development between urban and rural areas would require government action.
Moreover, large numbers of unemployed and underemployed people would maintain a pressure to the government for many years to generate jobs.

The administrative measures take by the government, including financial reforms, encouraging private sector participation in rural finance, active management of foreign exchange reserves, unification of corporate tax rates, etc., will have a pronounced impact on the development of a market-based economy in China.
III. Development Challenges

The PRC government had set a target of “five balances” since 2004 to build their “harmonious society.” The “five balances” are going to resolve the imbalances between rural and urban development, interior and coastal development, economic and social development, people and nature, and domestic and international development.
China had a wonderful record of four year of double-digit growth, rising government revenues, low inflation, and a manageable public deficit since 2002. But the authorities believe that a number of corrections are necessary to achieve the “five balances.”
To achieve “five balances” is the most important development challenge for the PRC in the coming years. They are briefly discussed as follows:
(I) Imbalance between Rural and Urban Development

According to the official statistics, per capita income of urban households grew to CNY 10,493 (about US$ 1,300) in 2005, while that of rural households increased to CNY 3,255 (about US$ 407) only. Income inequalities continued to enlarge in 2006. The per capita incomes of urban and rural households were CNY 11,759 and CNY 3,587 respectively in 2006. The ratio between urban and rural nominal per capita incomes increased from 2.9: 1 in 2001 to 3.3: 1 in 2006.
Real per capita household income rose by 7.4% in rural areas in 2006, while 10.4% in urban areas.

The increasing income inequality impedes the growth of private consumption and increases social tensions. Therefore, unemployment and underemployment have become a social problem and attracted serious concerns for policy makers.
(II) Imbalance between Interior and Coastal Development

Although China had enjoyed high economic growth for several years, different growth rates existed in the interior and coastal areas.
According to “China Statistical Yearbook 2006,” the per capita income of Shanghai residents was estimated at CNY 51,486 (about US$ 6,380) in 2005, while that of Beijing was CNY 44,774 (about US$ 5,548), in Sichuan was CNY 8,993 (about US$ 1,114).
The government began a “Go West” campaign in the 1990s by offering lower business tax and investment incentives with an aim to balance development between interior and coastal areas.

The authorities also will take measures in next few years to reform economic development and social security system, for example, establishing a minimum living standard in the interior or rural areas and narrowing down the income gap between interior and coastal areas. However, it will take time to reach their objective to balance the development in the different regions.
(III) Imbalance between Economic and Social Development

The government views economic rebalancing as not just an economic goal, but as part of an overall strategy to reach “social justice.” The leader of the country decided in 2004 to change the growth pattern from investment-and-export-led to more consumption-led growth. But it seems still getting an overheated economy in recent years. The policy makers reiterated that improving the quality of economic growth and rebalancing the economy would be a priority in the medium- and long-term.

Measures taken by the government included raising minimum wages, reducing income taxes, increasing public spending, and steps needed to contain investment and private consumption.
The government will spend more on rural area and less-developed regions in order to eradicate absolute poverty. The government increased salaries for civil servants in late 2006 to lift their purchasing power. 

The government also set a plan for the state-owned enterprises to pay dividends to the state. This would provide financial resources to the government for development of social infrastructure and the social safety net, which is likely to lead to gradually increased consumption spending.
. 

(IV) Imbalance between People and Nature 
The government tried to induce local governments and enterprises to improve energy efficiency, reduce energy consumption, and cut pollution. In 2006, a decline of 1.2% in energy consumption per unit of GDP was realized, but which was far form the target of 4%.

Furthermore, the government wanted to change industry-led growth to service-led growth. Actually the share of services in total GDP fell from 41.7% in 2002 to 39.5% in 2006. The services contribution to GDP growth fell from 38.7 % in 2001 to 28.7 % in 2006, while the contribution of industry rose from 56.3% to 65.2%. The industry-led growth would requires more energy and natural resources and put a heavy burden on the environment, it may not be sustainable in the longer term.
Restrictive measures of energy consumption, the environment, and land use are going to have a greater impact in 2007 and 2008. The Ministry of Land and Resources plans to stop the use of arable land for construction of buildings, especially for luxury housing and golf courses. 

The State Environmental Protection Administration (SEPA) had canceled more than 80 construction projects in the first 2 months of 2007, and decided to suspend project approvals for any region, sector, or large enterprises if the project violates the SEPA’s standards on energy consumption and pollution.

(V) Imbalance between Domestic and International Development

China has adopted export-oriented development strategy in the past decades and is now the world’s third largest trading country, next to the United States and Germany. China has become the world’s factory, producing and exporting a variety of products to almost every market around the world. Foreign trade has grown annually at an average rate of more than 20 %. External trade as a proportion of GDP rose from 42 % in 2002 to 66 % in 2006. Large trade surpluses have sparked trade friction with the United States and European Union, and resulted in rapid accumulation of foreign exchange reserves.

 As China’s dependence on external trade for growth is high, there is a need to rebalance the economy by reducing the emphasis on exports, and give priority to promote private consumption and services, with ab aim to balance domestic and international development. 
IV. External Economic Relations

China is one of the most open and trade-oriented nations in the world. The country is now the world’s factory and a growing market for the world. It has enjoyed an increasing trade surplus since 1990. China’s trade surplus with the United States hit a record high of US$ 232.5 billion in 2006. Large bilateral trade surplus has sparked trade friction between the US and China.
The rapid growth of China has attracted substantial inflows of foreign direct investment (FDI), accounting to US$ 69.5 billion in 2006. FDI inflows have mainly come from Hong Kong, Taiwan, Japan, Korea and the US. In addition, there have been greater inflows of short-term capital, attracted by the expectation of the Yuan’s appreciation against the US dollar over the past two years.

China’s accession to the World Trade Organization (WTO) in December 2001 has important impact on its economy and its trade competitors and partners. Under the China’s commitments with the WTO, the Government abolished its formal trade plans, decentralized the conduct of trade, lowered import tariffs, removed foreign exchange control for current account transactions, and undertook necessary structural adjustments. In addition, the monetary authorities also lifted their geographic and consumer restrictions on foreign banks by the end of 2006. Today, a total of 177 foreign banks have set up branch offices and are doing business in China.

In view of the ever increasing trade surplus and rapid accumulation of foreign exchange reserves, as well as the pressure from the US and European Union, the People’s Bank of China on July 21, 2005 announced that it would no longer peg the Yuan to the US dollar but would manage its exchange rate based on market supply and demand with reference to a basket of foreign currencies, dominated by the US dollar, euro, yen and won. The Central Bank also revalued the Yuan by 2.1% to CNY 8.11 to US$ 1. The Chinese Yuan is expected to appreciate further in the second half of 2007 and 2008.
The continuing appreciation of the Chinese Yuan will help reducing global imbalances. A moderating impact on China’s exports and investment in export industries are also expected. The growth of merchandise exports is projected to reduce from 26 % in 2006 to 18 % this year. However, Chinese products remain competitive in the world market.

During the 11th Five-Year Program period (2006-2010), the Government plans to further integrate its economy into the world economy by raising the level of openness to the outside world, developing foreign trade, bringing about a basic balance of imports and exports, promoting efficient use of foreign capital, and encouraging qualified enterprises to go abroad. It is expected that control and restrictions on capital account transactions will be liberalized by phase, the money and capital markets will be developed further, and the financial sector will be liberalized and globalization. 
V. Concluding Remarks

In conclusion, China, as an important importer of primary commodities and raw materials as well as a major exporter of manufactured goods, will have a very important role to play in the world economy. While the Chinese economy is projected to continue to grow rapidly in the coming years, its capacity to sustain future economic development is being challenged by a number of imbalances. Major risks include: the weakness of the banking system, shortage of energy, large unemployment and underemployment, imbalances in industrial structures, rural poverty, among others.

The challenge in the PRC is to diversify growth and spread its benefits more widely. However, there are constraints that will require a variety of institutional and policy adjustments in economic, financial and fiscal areas. In my view, China will maintain a high rate of growth in the medium-term. It will become one of the largest economies and major economic power in the world, and hold out a number of substantial benefits for developing Asian countries and the rest of the world.

  Thank you.  

Table 1  PRC: Key Economic and Financial Indicators
Item                     Unit            2005   2006   2007*   2008*
Nominal GDP             CYN billion      18.39   20.94   --      --
Nominal GDP             US$ billion        2.24    2.63   --      --
Real GDP                % change         10.4    10.7    10.8    9.8
Per Capital GDP           US$            1,716    1,997   --       -- 
Gross Domestic Investment   % change         43.3    44.9    --       --
Industrial Production       % change         16.4    16.6    --        --
Consumer Prices          % change          1.8     1.5     3.2      1.7
Exports                  US$ billion       76.2    96.9     --        -- 
Imports                  US$ billion       66      79.2     --        -- 
Trade Surplus             US$ billion       10.2    17.7     22.9    25.7
Foreign Direct Investment   US$ billion       72.4    69.5     --        --
Gross Official Reserves     US$ billion      818.9    1066    1356     -- 
Exchange Rate (end-period)   CYN/US$      8.0702   7.8087   7.6155**   --
Notes:

* forecast          ** As of June 29.2007.
-- = not available

Sources:

1. Asian Development Bank, Asian Development Outlook 2007.

2. International Monetary Fund, International Financial Statistics, June 2007.
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