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China’s Economic Outlook 2021-22

e China’s economic recovery is becoming broader and more sustainable;
annual real GDP growth is expected to average 8.3% in 2021 due to
rebounding global demand, base effects, and pent-up demand
domestically.

e Proactive fiscal policy stance and neutral monetary conditions will
provide support to the economy, yet emergency measures are no longer
needed.

e The government’s development plan through 2025 focuses on
innovation-driven development, industrial modernization, domestic
demand enhancement, and further trade and investment integration with
the rest of the world.

e The US-China tensions are unlikely to face a significant escalation
despite persistent differences in the two countries’ economic and
governance structures as well as social and political views.

ECONOMIC GROWTH OUTLOOK

The Chinese economy continues to recover from the COVID-19 crisis, assisted by
supportive fiscal and monetary policies and effective containment of the virus
(chart 1). After the economy rebounded to positive growth territory in the second
quarter of 2020, the recovery has gradually become more broadly-based. Indeed,
China’s industrial sector is no longer the primary source of growth as momentum
is also underpinned by solid services sector activity (chart 2). In 2020, China was
an exception among the world’s major economies as it was able to grow its GDP;
its output expanded by 2.3%.

High frequency data show that China’s industrial, manufacturing and export-
oriented parts of the economy got back on their feet relatively quickly (chart 3) and
face a favourable outlook given rebounding global demand. Meanwhile,
strengthening consumer confidence and recovering retail trade (chart 4) imply that
domestic demand dynamics are catching up as well. We forecast China’s real
GDP growth to average 8.3% y/y in 2021, supported by the recovering global
economy, pent-up demand and a low base of comparison. In 2022, the pace of
growth will likely return to a more sustainable trajectory, with output gains
expected to average 5.9% yly.

The annual session of the National People’s Congress (NPC) was held in March.
The NPC is the highest body of state power in China with the ability to enact
legislation, approve the government’s budget and ratify development plans.
Sustained fast economic growth continues to be important for China, although the
announced 2021 economic growth target of “more than 6%” is less ambitious than
in prior years; we expect it to be surpassed by a comfortable margin. The
government will maintain a proactive fiscal policy stance in 2021. The central
government’s budget deficit will narrow only somewhat this year to 3.2% of GDP
from 3.6% in 2020, while the issuance of special local government bonds

will remain sizable at CNY 3.65 trillion, equivalent to around 3%2% GDP (vs.
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CNY 3.75 trillion in 2020 and CNY 2.15 frillion in 2019); the bonds are typically used for Chart 3
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centers around the “Dual Circulation” development strategy, in which internal and
international sides of the Chinese economy complement each other (chart 5). On the
internal side, the strategy focuses on innovation-driven development and industrial
modernization as China seeks to reduce its reliance on exports for technology
products. Simultaneously, policymakers will focus on supporting Chinese consumers,
employment and private sector investment in order to increase the importance of
domestic demand to the overall economy. The government’s international goals
encompass further trade and investment integration and structural reforms, steps that
will help increase China’s relevance in the global economy. For further details on the
“Dual Circulation” strategy, please refer to this report.

MONETARY POLICY, INFLATION AND YUAN OUTLOOK

The People’s Bank of China (PBoC) will likely maintain a prudent and neutral monetary
policy stance this year and avoid making sharp policy adjustments. While the economic
recovery is well underway, we assess that it is not sustainable enough for a near-term
monetary tightening via traditional policy levers. Accordingly, we expect the Chinese
benchmark Loan Prime Rates (LPR) to remain unchanged in the foreseeable future; the
1-year and 5-year LPRs have remained at their current levels of 3.85% and 4.65%,
respectively, since April 2020. We also expect banks’ reserve requirement ratios (RRR)
to remain unchanged over the coming months.

In response to the pandemic, the Chinese financial system
increased credit supply substantially in 2020 (chart 6) as
the PBoC directed banks to increase lending to affected
industries. The credit boom—combined with banks’ ability
to extend loan maturities because of the pandemic—has
triggered our concerns regarding China’s loan quality. We
assess that financial instability is set to increase over the

coming quarters, especially in 2022 and beyond as the . %gzlrﬂggical
impact of stimulus measures fades and the country’s advancement
economic growth steadies at a lower level. Indeed, the * Higher-end
International Monetary Fund has noted that credit quality in g:;cit(::f:gtunng 2

China has deteriorated due to repayment holidays and
relaxed rules for handling bad loans. Accordingly, the Fund
has urged Chinese authorities to strengthen bank
transparency and governance. As the worst of the
economic crisis is now over, Chinese monetary authorities
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will likely be increasingly focusing on addressing financial risks and imbalances that
may have resulted from inefficient allocation of credit during the pandemic. Indeed,
the PBoC is now encouraging lenders to rein in credit supply. According to the NPC,
China’s money supply and total social financing growth will be in line with nominal
GDP gains this year, which we forecast to be around 10% y/y. Last year, annual
broad money supply (M2) and aggregate financing growth averaged 10.3% and
38.0%, respectively, compared with nominal GDP growth of 3.0% yly.

The Chinese government has set the nation’s annual consumer price inflation target
at “around 3%” for 2021. Inflationary pressures remain low for the time being; in fact,
the consumer price index dipped into deflation in early 2021 (chart 7), though we
expect this to be a temporary phenomenon. We forecast headline inflation to
accelerate towards 2% y/y by the end of 2021 on the back of base effects,
strengthening demand dynamics and higher commaodity prices. Price pressures
further up the distribution chain are already building as implied by the producer price
index that has resumed an upward trajectory after being in deflationary territory for
most of 2020 (chart 7 again).

The Chinese yuan (CNY) appreciated significantly against the US dollar (USD) in the
second half of 2020 on the back of attractive yield differentials, China’s fast economic
recovery and resultant capital inflows. While the CNY has reversed some of the gains in
recent weeks, it is still about 10% stronger than at the end of May 2020 (chart 8). We
expect broader dollar movements to influence the CNY in the near term, yet the
currency should find medium-term support from China’s economic growth
outperformance, relatively high yields and advances in bond market liberalization, as
well as a less tumultuous US-China relationship. Against this backdrop, we expect
USDCNY to close 2021 at 6.40. The expected scaling back of the US Federal Reserve’s
bond purchase program in 2022 will likely trigger a modest weakening bias for the CNY
in 2022, taking USDCNY to 6.60 by the end of the year.

CHINA IN GLOBAL CONTEXT

The Regional Comprehensive Economic Partnership (RCEP)—which was signed in
November 2020 and will likely be ratified by the member countries over the course of
2021—is set to increase China’s influence in Asia-Pacific’s regional trade and
geopolitical affairs over the coming years. The pact consists of China, Japan, South
Korea, Australia, New Zealand, as well as the ten ASEAN countries. The RCEP is the
largest free trade agreement in the world, encompassing about 30% of the world’s
GDP and population. Deeper regional supply chain integration is one of the key
objectives of the agreement; as such, it is expected to help China to diversify its
sources for materials and intermediate inputs while shifting the country’s focus to
higher-end manufacturing. China’s aspirations for further trade and investment
integration go beyond the Asia-Pacific region, as evidenced by the proposed EU-
China Comprehensive Agreement on Investment (CAl) and the Chinese government’s
expression of interest of joining the Comprehensive and Progressive Agreement for
Trans-Pacific Partnership (CPTPP).

The Chinese government has indicated that it is seeking to work toward an improved
bilateral relationship with the US. While the economic and political structures of the
two economies differ substantially, we believe that the change in the US
administration is set to bring about a period of relative stability to the economic
relationship between the US and China, as implied by a recent resumption of bilateral
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dialogue. While there appears to be bipartisan consensus in the US Congress on being tough on China, we expect the Biden
Administration to restore more traditional forms of diplomacy in its engagement with China, thus preventing the relationship from
deteriorating further. Nevertheless, we do not foresee a notable improvement in the state of affairs and expect that the US import
tariffs on Chinese goods will be kept in place over the coming months. In our view, the two countries could potentially find common
ground for collaboration in such areas as the global economic recovery, the COVID-19 pandemic, and climate change. However,
we note that substantial differences in views will persist regarding political developments in Hong Kong and human rights
violations, for instance. While these issues have strained China’s diplomatic relations with various countries globally, we do not
expect them to significantly hinder China’s continued economic outperformance, the government’s goal of further trade and
investment integration, and the resultant increase in China’s global economic might.

APPENDIX—THE 14™ FIVE-YEAR PLAN’S MAIN DEVELOPMENT GOALS Jian Kun Ng, jiankun.ng@scotiabank.com
Category Indicator 2020 2021-2025
. Growth target within reasonable range, with targets set annual-
Economic Development Real GDP (%) 23 ly in light of actual economic conditions
Productivity Growth (%) 25 Above GDP growth
Urbanization Rate (%) 60.6* 65 by 2025

o : : :
Growth in R&D spending _ >7% GDP, strive to invest a higher share of GDP than under

Innovation 13" plan (2.2%)
Innovation Patents per 10,000 people 6.3 12 by 2025
Digital Economy Share of GDP (%) 7.8 10 by 2025

Social Development Average Life Expectancy 77.3* 78.3
Growth in Disposable Income (%) 2.1 Growth in line with GDP
Urban Unemployment Rate (%) 5.2 <5.5

Average Years of Education of work-

: . 10.8 11.3 by 2025
ing-age population
Number of licensed physicians per 29 3.2 by 2025
1000
Basic pension insurance participation 18 4.5 by 2025
rate (%) : -0 by
Reduction in energy consumption per ~ .
Green Ecology unit of GDP (%) 13.5 cumulative by 2025

Reduction of Carbon dioxide emission
per unit of GDP (%)

Share of days with good air quality in

- 18 cumulative by 2025

cities at prefecture level and above 87 87.5 by 2025
(%)

Share of surface water at or better

than class Il (%) e S loy A
Forest Coverage rate (%) 23.2* 24.1 by 2025

Comprehensive grain production

Security/ Safety capacity - >650 mn tons by 2025

Comprehensive energy production
capacity (Coal, Petroleum, Natural -
Gas and Non-Fossil Energy)

>4.6 bn tons of coal equivalent by 2025

*2019 data
Sources: Scotiabank Economics, the Government of the People’s Republic of China.
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