CHINA'S DOMESTIC

TRANSFORMATION
IN A GLOBAL CONTEXT



Other titles in the China Update Book Series include:

1999
2002
2003
2004
2005
2006
2007
2008
2009
2010
2011
2012
2013
2014

China: Twenty Years of Economic Reform

China: WTO Entry and World Recession

China: New Engine of World Growth

China: Is Rapid Growth Sustainable?

The China Boom and its Discontents

China: The Turning Point in China’s Economic Development

China: Linking Markets for Growth

China’s Dilemma: Economic Growth, the Environment and Climate Change
China’s New Place in a World of Crisis

China: The Next Twenty Years of Reform and Development

Rising China: Global Challenges and Opportunities

Rebalancing and Sustaining Growth in China

China: A New Model for Growth and Development

Deepening Reform for China’s Long-Term Growth and Development

The titles are available online at http://press.anu.edu.au/titles/china-update-series/



CHINA'S DOMESTIC

TRANSFORMATION
IN A GLOBAL CONTEXT

LIGANG SONG, ROSS GARNAUT
CAI FANG & LAUREN JOHNSTON (eds)

'A‘ HERNFXE DR
M | SOCIAL SCIENCES ACADEMIC PRESS(CHINA)



Published by ANU Press

The Australian National University

Acton ACT 2601, Australia

Email: anupress@anu.edu.au

This title is also available online at http://press.anu.edu.au

National Library of Australia Cataloguing-in-Publication entry

Title:

ISBN:
Series:

Subjects:

China’s domestic transformation in a global context /
editors: Ligang Song, Ross Garnaut, Cai
Fang, Lauren Johnston.

9781925022681 (paperback) 9781925022698 (ebook)
China update series ; 2015.

Economic development--China.
China--Economic conditions--2000-
China--Economic policy--2000-
China--Commercial policy--2000-
China--Social conditions--2000-

Other Creators/Contributors:

Dewey Number:

Song, Ligang, editor.
Garnaut, Ross, editor.
Cai, Fang, editor.
Johnston, Lauren, editor.

330.95106

All rights reserved. No part of this publication may be reproduced, stored in a retrieval system

or transmitted in any form or by any means, electronic, mechanical, photocopying or otherwise,

without the prior permission of the publisher.

Cover design and layout by ANU Press

Printed by Griffin Press

This edition © 2015 ANU Press



Contents

CONETOULOrS. o Y
Acknowledgements. ... o Xvii
Abbreviations .. ... Xix
1. Domestic Transformation in the Global Context..................cooiviiit 1

Part I: Domestic transformation and structural change

2. The New Model of Growth and the Global Resources Economy............. 19
3. A Compelling Case for Chinese Monetary Easing.......................... 43
4. Consequences of China's Opening to Foreign Banks ...................... 67
5. Destination Consumption ... 91
6.  National Energy Market Integration ...............coo i, 111
7. China's Gas Market Liberalisation ..., 137
8. China’s Electricity Sector. ... 175

Part II: China’s participation in global integration

9. Financial Integration and Global Interdependence........................ 213
10. Capital Account Liberalisation in China. ..., 239
11. The Offshore Renminbi Market and Renminbi Internationalisation. .. ...... 271

12.  China’s Manufacturing Performance and Industrial Competitiveness
Upgrading .. .v e 297

13. China Becomes a Capital Exporter...............ooooiinn o, 3156



vi

China’s Domestic Transformation in a Global Context

14. The Impact of Coastal FDI on Inland Economic Growth in China.......... 339
15.  China’s Trade Negotiation Strategies.................coooiiiiii i 361
16, Boom 10 CUSP. ..ottt 383
17 The Trend of China's Foreign Investment Legal System...................... 409
INdEX o 429



Tables

Table 2.1 Electricity generation by source, 2010-14 ..., 37
Table 4.1 Net interest margin, operational cost and foreign bank entry............ 79
Table 4.2 Foreign bank entry and bank competition ............................. 80
Table 4.3 The basic model (TFP). ...t s 83
Table 4.4 Financial constraints and foreign bank entry (TFP)..................... 85
Table B.1 Yearly consumption per capita of migrants and urban residents......... 94
Table 5.2 Consumption patterns of migrants and urban residents ................ 95
Table 5.3 Independent variables in the model ..., 96
Table 5.4 Descriptive characteristics of migrants and urban residents............. 97
Table .5 Income elasticity of consumption for migrants and urban

residents (SUD=SAMPIE). ... o v it 98
Table 5.6 Income elasticity of consumption for migrants and urban

residents (pooled sample) . .......oi i 101
Table B.7 Marginal consumption propensities of migrants and urban

residents (SUb=SAMPIE). ... o\ttt 102
Table 5.8 Marginal consumption propensities of migrants and urban

residents (pooled sample). ... ..o 104
Table 5.9 Estimation of consumption potential of migrants..................... 106
Table 5.10 Consumption per capita of migrants: Actual and estimated.......... 106
Table 6.1 Recent key energy policies supporting China's 20 per cent

reduction goal. .. ..o 113
Table 6.2 Aggregate price of energy products, 2006-12...................... 118
Table 6.3 Percentage of nonlinear convergence by product type ............... 124
Table 6.4 Percentage of significant regions by energy product................. 125
Table 6.5 Comparison of energy marketisation with general marketisation

DY ProVINCE. ..o 127
Table AB.1 Detailed description of dataset by product......................... 134
Table 7.1 Pipeline gas imports into China................ocoooi 141
Table 7.2 Evolution of gas pricing reforms in China............................ 148
Table 7.3 Marginal cost of productionofgas.....................ooooi 164
Table 7.4 Total production, import and procurement costs for China

across scenarios, 2010=80 . ... . 165
Table 75 Export revenue for Australia in different scenarios, 2015-35 ........ 166
Table 7.6 Optimised system cost, 2015-35 (US$ million). ...........coovvvnen. 166

Table A7.1 Regional specifications used in the study ........................... 174

vii



viii

China’s Domestic Transformation in a Global Context

Table 8.1 Electricity sector of China and 10 comparator countries ............. 189
Table 8.2 Electricity industry structures and forms of ownership,

regulation and competition ......... ... o 190
Table 9.1 Relative economic sizes of China and the other large

regions, ca 2011 .. i 221
Table 9.2 Shares of total domestic savings directed to investment

ineachregion, 20T 1. .. . i 222
Table 9.3 Key assumptions about labour markets, fiscal and monetary policy. ... 223
Table 9.4 Experimental shocks...... ... 226
Table 9.5 Effects of the growth surge with moderate financial integration. ...... 228
Table 9.6 Effects of the transition with moderate financial integration........... 229
Table 10.1 Marginal effects and predicted probabilities of financial crisis:

The role of capital account opening and domestic financial reform............. 247
Table 10.2 Marginal effects and predicted probabilities of financial crisis:

The role of capital account opening and banking sector reform ................ 248
Table 10.3 Marginal effects and predicted probabilities of financial crisis:

The role of capital account opening and credit distribution..................... 249
Table 10.4 Marginal effects and predicted probabilities of financial crisis:

The role of capital account opening and interest rate liberalisation ............. 250
Table 10.5 Performance of the early warning system.......................... 252
Table 10.6 Robustness check: Alternative indicators .......................... 253
Table 10.7 Robustness check: Alternative control variables and samples. .. ..... 254
Table 10.8 Scenario analysis: Sequence and speed of domestic financial reform

and capital account opening—Percentage chance of experiencing crisis........ 256
Table A10.1 Variables definition and data sources........................0. 266
Table A10.2 Statistical description of variables............................ 268
Table A10.3 Assumptions for projecting financial crisis........................ 268
Table 11.1 RMB flows between mainland China and the offshore market........ 274
Table 11.2 RMB clearing banks,as of 4 May 20156 ...................coiit 276
Table 11.3 RQFIl quotas,asat 4 May 2015 ... 280
Table 11.4 Features of the Stock Connect program ..............cooovviv i, 282
Table A11.1 China's international assets and liabilities......................... 295
Table 12.1 China’s position in the top-10 economies, 2014.................... 299

Table 12.2 Industrial competitiveness: Three dimensions and eight indicators ... 300

Table 12.3 Rank of top-15 economies for industrial competitiveness,
19922010 Lt 301

Table 12.4 China’s industrial competitiveness and eight indicators, 1990-2010 .. 302



Table 12.5 Top 15 economies for industrial competitiveness in 2010...........
Table 12.6 China's export structure: 1985-2013 (percentage) ................
Table 12.7 Export upgrading by SITC, 1984-2013 (percentage). ..............

Table 14.1 Variables of the impact of FDI on the economic growth
of China'sinland provinces ...

Table 14.2 Estimating inter-regional spillovers of FDI on inland province
economic growth, 1987=2010 ... ...t

Table 14.3 Shares of processing trade in selected provinces, 2003-10 ........

Table 14.4 Estimating inter-regional spillovers from coastal FDI in different
trade activities on inland province economic growth, 1987-2010..............

Table 156.1 FTAs signed by Chinaas of April 20156.............cooo
Table 16.1 Bilateral Chinese FDI into Africa, 2013 (US$ million)...............
Table 16.2 Geographic distribution of China’s outbound FDI flows, 2013........
Table 16.3 Selective ‘top-10" Africa—China export indicators, 2013.............
Table 16.4 Oil importer and exporter groupings, top 10, Africa, 2013...........

Table 16.5 Selective net oil importer economic ties with China ................






Figures

Figure 2.1 Coal consumption of China compared with other countries............ 21
Figure 2.2 Steel consumption of China compared with other countries ........... 22
Figure 2.3 Thermal coal price index (US$/Mt; 2007 prices, 2007=100).......... 22
Figure 2.4 Crude oil price index (US$/bbl; 2007 prices, 2007=100)............. 23
Figure 2.5 Copper price index (US$/Mt; 2007 prices, 2007=100)............... 23
Figure 2.6 Real growth rate of GDP and wage of low-skilled workers ............ 29
Figure 2.7 Gini coefficientof China..............ooooii 29
Figure 2.8 Consumption and investment share of GDP...................... ..., 30
Figure 2.9 Trade balance and current account balance .......................... 31
Figure 2.10 Contributions of components of GDP growth ................ ... ... 31
Figure 2.11 Contributions of components of potential output growth,

2006~14: Developed countries (per cent). . .....o.vvviii e 33
Figure 2.12 Contributions of components of potential output growth,

2006—14: China (Per Cent). . ..o . vt 33
Figure 2.13 Contributions of components of potential output growth,

2006-14: Other emerging market economies (percent).............coovvve. 34
Figure 3.1 Chinese inflation, industrial profit and inventory....................... 47
Figure 3.2 Real Chinese GDP growth and government bond yields .............. 49
Figure 3.3 Nominal and real GDP growth and private-sector debt in China ....... 50
Figure 3.4 Real policy rates and real effective exchange rates for G5

central banks. ... ... 54
Figure 3.5 Financial condition indices (FCI) for G5 economies................... b7
Figure 3.6 The RMB daily trading band and the US dollar index.................. 60
Figure 4.1 Development of foreign banks in China....................cocoi . 69
Figure 4.2 Financial freedom index, 2005 ... ... 71
Figure 4.3 Distribution of host countries of foreign banks in 2006 ............... 74
Figure 4.4 Development of foreign banks in China.....................oo00iie, 75
Figure 4.5 Foreign banks turning into net takers of capital....................... 76
Figure 4.6 NPL ratio of commercial banks and foreign banks.................... 77
Figure 6.1 Historical average prices of energy products in China............... 116
Figure 6.2 Coefficient of variation for energy products in China................ 119
Figure 7.1 Evolution of the gas sectorin China........................oo 139
Figure 7.2 China's imports of natural gas, 2006—14........................... 140

Figure 7.3 China LNG import sources, 2014.............ooviiiiii e, 141

Xi



xii

China’s Domestic Transformation in a Global Context

Figure 7.4 Spot price and shadow price (all prices in 2012 US$ per mmBtu). . ..
Figure 7.5 Chinese gas market balance (production and imports) (bcm) ........
Figure 7.6 Australia’s gas market balance (production and exports) (bcm) ......
Figure 7.7 China’s pipeline and LNG imports (bcm). ...,
Figure 7.8 Australia's LNG exports: baseline scenario (bcm) ...................
Figure 7.9 Selected spot price comparison: baseline versus China spot price. . ..
Figure 7.10 Pipeline imports to China: baseline versus China spot (bcm)........
Figure 7.11 LNG imports to China: baselines versus China spot (becm)..........

Figure 7.12 Spot and shadow prices: ‘China spot, no TOP’ versus
baseline (USE) ..o vt e

Figure 7.13 Production comparison: baseline versus ‘China spot,
NO TOP (DM . ettt

Figure 7.14 LNG imports to China: baseline versus ‘China spot,
NO TOP (DM . ettt e e e

Figure 7.15 Pipeline imports to China: baseline versus ‘China spot,
N0 TOP (DM . et ettt e

Figure 7.16 Australian LNG exports: ‘China spot' scenario .....................

Figure 7.17 Australian LNG exports: baseline versus ‘China spot,
NO TOP SCENATMO « v vttt

Figure 8.1 The central location of the Three Gorges Dam ......................
Figure 8.2 The Guangdong electricity sector in late 2002 .....................
Figure 8.3 Structure of generation capacity ownership in China in late 2002 . ..
Figure 8.4 Global comparison of power systems (2010 data)..................
Figure 8.5 Generation and transmission map of the NEM .....................
Figure 8.6 Australia's NEM and other electricity markets ................... ...

Figure 8.7 Power sector models, 10 comparator countries, UK pathway
since 1882 and recent and possible future pathways for China ...............

Figure 9.1 US Treasury bond short and long yields over two decades. ..........
Figure 9.2 Long-term bond yields in advanced economies.....................

Figure 9.3 Effects of the growth surge: sensitivity to China’s financial
integration (percentage Changes). ... .....uviier e

Figure 9.4 Effects of the transition: sensitivity to China’s financial
integration (percentage changes)...........uvviiiiiiiiiiii i

Figure 10.1 Trends in global financial reform ...................ooooonins,
Figure 10.2 China’s financial reform: Cross-country comparison ...............

Figure 10.3 Scenario analysis: Domestic financial reform and capital
ACCOUNT OPENING vt e

154
1565
1565
156
187
158
158
159



Figure 10.4 Scenario analysis: Banking system reform and capital
ACCOUNT OPENING. « vttt

Figure 10.5 Scenario analysis: Credit allocation reform and capital
ACCOUNT OPENING. « vttt e

Figure 11.1 Chinese renminbi (RMB per US dollar, inverted scale) .............
Figure 11.2 PBC local currency swap agreements.............coovvvviinnnnn.

Figure 11.3 Foreign investment in Chinese financial assets
(accumulated approved qUOLAS). . . ..o v i

Figure 11.4 Shanghai-Hong Kong Stock Connect program
(aggregate quUOta USEd) . ..o\ vt

Figure 11.5 Cross-border RMB settlement....................oooiin,

Figure 11.6 Bilateral RMB trade settlement, as a share of total bilateral
merchandise trade with China ...

Figure 11.7 Cross-border RMB receipts and payments........................
Figure 11.8 Value of RMB deposits..........cocoviiii i
Figure 11.9 Dim sum bond issuance, by nationality of parentissuer............
Figure 11.10 Chinese five-year government bond yields. ......................

Figure 11.11 China’s balance of payments (quarterly flows, percentage
OF G, et

Figure 11.12 Chinese RMB (spot rate against US dollar, inverted scale). . ......

Figure 12.1 Growth of China’s GDP and its component sectors, 1978-2013
(TOT8=T00) ..ttt ettt e

Figure 13.1 Four stages of China's ODI..........ooiiiiiii i
Figure 13.2 China’s ODI flows, 1980-2013.............co i
Figure 13.3 Estimated annual flow of Chinese ODI, 2013-22 (US$ billion). ... .

Figure 13.4 Comparison of China’s future ODI estimations, 2013-22
(USE Arllion) « vttt e

Figure 13.5 ODI of developing countries . .......o.vvieiii i
Figure 136 BRIC ODI . ...t
Figure 13.7 ODI by China and Chinese SOEs above US$100 million ..........

Figure 13.8 Chinese transactions covered by the Committee on Foreign
Investment in the United States. ...

Figure 13.9 Typology of Chinese entities investing in the United States,
Q8 2014,

Figure 13.10 CITIC before and after the acquisition...........................
Figure 15.1 Chinese trade volume, 1978-2013 ($ million) ....................
Figure 15.2 Export trade share of GDP, 1978-2013................ovvovnt.

Figures

Xiii



Xiv

China’s Domestic Transformation in a Global Context

Figure 16.1 Mainland Chinese FDI stock in Africa (US$ billion) . ...............

Figure 16.2 China—Africa trade (US$ billion)



