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Aside from the sharp drop in local governments’ land sale revenue in 2022, which
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1. Introduction

While much of the world is still dealing with an overheated economy, with excess demand and
supply chain disruptions pushing up prices, prices in China have barely risen. Consumer price
inflation was only 0.2 percent in 2023, and producer price inflation was -3 percent, the lowest
since 2016. China’s GDP deflator, a measure of economy-wide inflation, was also negative in
2023, falling to the lowest level in more than two decades.! If prices continue to fall, consumers
and businesses will likely put off buying and investing, in anticipation of further price drops.
Deflationary spirals are detrimental to an economy. They can lead to lower production, falling
wages, and rising unemployment.

An expansionary fiscal policy is indispensable to China’s fight against falling prices. At this
critical juncture, it is useful to reflect on China’s fiscal policy during the COVID-19 pandemic, in
order to see whether any lessons can be learned.

China’s fiscal policy was particularly expansionary in 2020, helping make it the only major
economy that expanded that year. In 2021, as China pivoted toward tightening in many policy
areas, the authorities withdrew fiscal support to the economy, out of concerns about fiscal
sustainability. In 2022, the government budget once again became more expansionary, to ensure
economic stability ahead of the Communist Party Congress, but execution fell short, leaving
fiscal policy significantly weaker than planned.

A recurrent problem in China’s fiscal policy execution throughout the pandemic was that the
government repeatedly underspent its budgets, leading it to fall short in delivering the intended
fiscal stimulus in response to the economic downturn during the pandemic. Although both the
central government and local governments underspent their budgets, local governments
underspent substantially more. But why did local governments leave some of their budgetary
resources unused at a time when they were struggling to repay their debt?

Examination of budget execution shows that two factors were at play. First, an unexpected drop
in local governments” land sale revenue in 2022 amid the property downturn led to a decline in
government spending closely associated with land sale activity. Second, the proceeds of local
government special bonds were not fully invested in capital projects and thus did not fully
translate into actual government spending, largely because local governments had difficulty
finding enough capital projects that could meet Beijing’s requirements on return prospects.

China’s experience during the pandemic offers at least four important lessons for its future
fiscal policymaking;:

e The close connection between land sales and certain types of spending means that in
anticipation of a declining land sale revenue for a prolonged period, the government
needs to raise spending in other areas. More revenue needs to be raised and/or more
debt issued to make up for the potential financing gap.

1 See “Statistical Communiqué of the People's Republic of China on the 2023 National Economic and
Social Development,” National Bureau of Statistics of China, February 29, 2024
(https:/ /www.stats.gov.cn/english /PressRelease /202402 /120240228 _1947918.html).
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¢ Repeated underutilization of local government special bond issues undermines the
effect of fiscal stimulus. It raises the questions of whether local special bonds are suitable
as a major instrument of fiscal stimulus and whether Beijing should downsize the
program to make room for more general government bond issuance, especially by the
central government. The government could also consider redirecting more fiscal
resources toward investing in the Chinese people, to improve the country’s human
capital.

¢ Inconsistency of economic targets can cause fiscal stimulus to be less forceful than it
could have been and undermine the signaling effect of setting growth and inflation
targets. The government therefore needs to make its deficit target consistent with its
growth and inflation targets.

e The share of fiscal spending in GDP fell between 2020 to 2022. To reverse this downward
trend, China needs to make sure that fiscal spending grows at least as rapidly as output.
To make fiscal spending countercyclical, China needs to be more tolerant of higher
budget deficits.

The rest of this paper is organized as follows. The next section explains why China’s insistence
that its headline budget deficit not exceed 3 percent of GDP has become increasingly nominal in
recent years—i.e., the 3 percent rule exists only in name, not in substance. The section then
estimates China’s consolidated budget deficit, a more informative measure of China’s actual
fiscal stance. The following sections describe China’s fiscal policy during the COVID-19
pandemic and explain what led China to spend less than its budgets during the pandemic. The
last section discusses the implications for China’s future fiscal policymaking.

2. Measuring China’s Consolidated Fiscal Deficit

Beijing has long insisted on capping the official headline deficit at 3 percent of GDP. In response
to the economic shock of the COVID-19 pandemic, China’s budget headline deficit exceeded 3
percent of GDP in 2020 for the first time in decades, reaching 3.6 percent (figure 1). It declined
to 3.2 percent in 2021 and 2.8 percent in 2022 before rising to 3.0 percent in 2023, even though
arguably China’s recovery from the zero-COVID lockdowns merited a stronger fiscal response.2
China’s insistence on the 3 percent rule is becoming increasingly nominal in recent years; its
consolidated deficit is now much higher than 3 percent of GDP.

China’s fiscal system has evolved. As in other economies, it is a major factor in the allocation of
real resources and a critical element in macroeconomic policy. But because of its increasing
complexity and opaqueness, it is not as well understood as other aspects in the Chinese
economy.

2 China has a unified fiscal system. The official headline deficits published by the Ministry of Finance in
its annual budget reports include the General Public Budget deficits of both the central and local
governments.



Figure 1 China’s headline fiscal deficit, 2013-22

Source: Ministry of Finance of China and author’s calculations.

Each level of government in China operates four separate but interconnected budgets (figure 2):

¢ The General Public Budget draws most of its revenue from taxes, which it uses to pay
for general public services and areas of national interest such as diplomacy and national
defense.

e The Government Funds Budget is dominated by local governments. It draws most of its
revenue from land sales, which it spends on land and infrastructure development.

o The State Capital Operation Budget draws its revenue from dividend payments from
state-controlled enterprises. Most of its spending goes to state companies themselves.

e The Social Security Fund Budget draws its revenue from social insurance payments and
fiscal subsidies from other budgets, which it uses for social security outlays (Ministry of
Finance, Cadre Education Center 2019).3

The rationale for building this complex system and bringing all government revenue and
spending into one consolidated budget included at least two arguments. First, through various
inter-budget transfer mechanisms, the system ensures that the public can benefit from non-tax

3 The General Public Budget is the largest of the four budgets as measured by revenue, accounting for
more than half of China’s consolidated revenue. For a long time, the Government Funds Budget was the
second largest, making up of around a quarter of consolidated revenue. The property downturn since
2021 led to a sharp drop in local governments’ land sale revenue, long the main source of revenue in
Government Funds Budget, however. As a result, since 2022 the Social Insurance Budget, which receives
a fiscal subsidy from other budgets every year, has overtaken the Government Funds Budget as the
second-largest budget.



Figure 2 China's budget system

government revenues, including dividend payments from state firms, profit remittances from
the central bank, and local governments” land sale revenue. Both the General Public Budget and
the Social Insurance Budget — which together finance all the government’s social spending and
are thus most directly related to people’s livelihoods — draw revenue from the other budgets.
The General Public Budget accepts transfers from the Government Funds Budget and the State
Capital Operation Budget; the Social Insurance Budget accepts fiscal subsidies from the General
Public Budget and the State Capital Operation Budget.

Second, the system increases the transparency of the government’s activity and promotes fiscal
discipline, especially of local governments, which have long carried out substantial activity
through off-budget channels. It also helps the central government maintain better control of
fiscal policy, given local governments” massive off-budget activity, which is largely out of its
control and can make it difficult for Beijing to adjust its macroeconomic policy stance when
needed. However, despite the central government’s efforts to encourage local authorities to
integrate their spending into the official budgets, off-budget quasi-fiscal activity continues and
has become more obscured in recent years (Wang 2023, 98-99). The central government still has
some tools to indirectly force adjustments in local governments’ off-budget activity to bring it
more in line with its policy stance, including adjusting financing rules for local government



financing vehicles (LGFVs) and adjusting the speed of project approvals (Wang 2023, 99-100),*
but all of these measures are indirect.

Despite the increasingly complex structure of the budget system, coverage of the official
headline deficit remains unchanged from decades ago, when the government ran only the
General Public Budget. Emphasis on the official headline deficit may reflect the fact that its
main objective is to show how much general debt both the central and local governments issue
each year. However, local governments have been allowed to issue special bonds, which they
have used for capital investment with certain return prospects since 2015; the central
government itself occasionally issues special sovereign bonds. Both kinds of bonds are managed
under the Government Funds Budget, but neither is included in the official headline deficit. In
assessing China’s actual fiscal stance, some analysts simply add up all general and special bond
issues of the central and local governments.5 This method is flawed, because it fails to consider
the fact that proceeds from government bond issuance are not always fully spent by the end of
the issuance year.¢

To measure China’s consolidated fiscal balances, all four budgets should be considered. Some
analysts exclude the State Capital Operation Budget and/or the Social Insurance Budget,
claiming that these two budgets are relatively small and operate largely separately from the
other budgets, thus not worth being included when calculating consolidated deficits.”

4 Under the budget law enacted in 1995, provincial governments were not allowed to access domestic and
international credit markets. The “General Rules for Loans” promulgated by the People’s Bank of China
in 1996 also banned subnational governments from borrowing from banks. As a workaround, local
governments that needed more funds to finance their developmental agenda borrowed from off-budget
channels through special-purpose vehicles (Zhang and Xiong 2020). These financing vehicles emerged in
the 1990s, after the fiscal reform increased the difficulties many localities faced in financing much-needed
public spending (mostly on infrastructure). After the 1997 Asian financial crisis, many provinces set up
LGFVs to obtain more resources from off-budget sources, in order to ward off downward pressure. These
special-purpose companies did not start to flourish until the 2008-09 global financial crisis, when they
raised more than two-thirds of the RMB 4 trillion stimulus the government announced in November 2008
in response to the economic fallout of the crisis. The infrastructure investment undertaken through
LGFVs over the past several decades played critical role in the Chinese growth miracle and helped lift
China’s growth substantially. Lin, Wen, and Gu (2021) find that the increase in LGFV debt was
instrumental in bolstering China’s economic growth between 2006 and 2017. Infrastructure investment
undertaken by LGFVs helped create jobs and increase household income and consumption. It also
lowered transaction costs in the economy and raised the private sector’s investment returns. At the same
time, local governments overinvested in infrastructure, which led to much wasteful investment and
excess capacity in much of the country. One example is the competition to build more airports in cities in
the eastern Yangtze delta region (Zhou 2017). Most of the airports built in Jiangsu and Zhejiang, the two
provinces neighboring Shanghai, have been loss-making and operating substantially under full capacity.
5 See, for example, “China Mulls News Stimulus, Higher Deficit to Meet Growth Goal,” Bloomberg,
October 11, 2023 (https:/ /www.bloomberg.com/news/articles/2023-10-10/ china-weighs-new-stimulus-
higher-deficit-to-meet-growth-target?sref=ATNOrNv3).

¢ This phenomenon occurred repeatedly between 2020 and 2022, as discussed later in this paper.

7 See, for example, China Power (2023) and “Unraveling the Mysteries of China’s Multiple Budgets,”
Bloomberg, March 13, 2020 (https://www.bloomberg.com/news/articles/2020-03-13 /unraveling-the-
mysteries-of-china-s-multiple-budgets-quicktake?embedded-
checkout=true&sref=ATNOrNv3#xjdy7vzkg).
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Excluding them overlooks the fact they are connected with the General Public Budget,
however.8 The State Capital Operation Budget usually runs a small surplus. Most of its surplus
is transferred into the General Public Budget as supplementary revenue; the rest goes into
reserves for future use. Leaving this budget out can overstate China’s consolidated deficit. The
Social Insurance Budget receives a sizable annual fiscal subsidy from the General Public Budget
and the State Capital Operation Budget.? After the subsidy, it usually runs a small surplus,
which goes into its reserves.10 Given that the subsidy is counted as current expenditure in the
General Public Budget and the State Capital Operation Budget, a surplus in the Social Insurance
Budget means that it is possible that the subsidy was not fully used; excluding the Social
Insurance Budget balance therefore overstates China’s consolidated deficit.

The second reason why the headline deficit measure does not capture China’s actual fiscal
deficit is that in the government’s calculation, supplementary funds from noncurrent fiscal
resources —such as carryover and accumulated reserves, some of which are kept in the central
and local governments’ budget stabilization funds —are considered current revenue. The goal in
drawing additional funds from these sources is to bring headline deficit down to its target level;
if the government does not do so, it would have to issue additional debt. However, given that
such supplementary funds are not extracted from the economy in the current year, treating
them as current revenue leads to exaggerated revenue extraction and underestimated fiscal
stimulus. To calculate China’s underlying fiscal deficit each year, noncurrent supplementary
funds need to be treated as financing (Wong 2022a; Wang 2023, 98).

Table 1 shows the Chinese government’s consolidated budgets and deficits (budgeted and
outturns) between 2019 and 2022. The official headline deficit-to-GDP ratio outturns were 3.7
percent in 2020, 3.1 percent in 2021, and 2.8 percent in 2022; the consolidated deficit was 9.0
percent of GDP in 2020, 4.4 percent of GDP in 2021, and 6.4 percent of GDP in 2022. These
figures clearly indicate that the 3 percent deficit rule has been de facto breached.

Two additional points regarding the compilation of China’s consolidated budgets are worth
underscoring. First, the nominal GDP figures in the budget columns in the table are the
forecasts that can be inferred from China’s budget reports, while those in the outturn columns
are the actual nominal GDP after the statistical authority’s final verification. Although the
Ministry of Finance does not make it explicit, its practice of targeting both the absolute size of
the headline deficit and the deficit-to-GDP ratio in its budget reports, which started in 2010,

8 The Chinese fiscal authorities publish more frequent (monthly) revenue and spending data on the
General Public Budget and the Government Funds Budget; they publish only annual data on the State
Capital Operation Budget and the Social Insurance Budget. For the purpose of tracking budget execution,
the combined balance of just the General Public Budget and the Government Funds Budget is not a bad
proxy for consolidated fiscal balance, since the impact from the other two budgets is relatively small.

? Between 2013 and 2022, this fiscal subsidy averaged 22 percent of the Social Insurance Budget revenue.
10 The Social Insurance Budget had a small deficit in 2020, caused by the suspension of employer social
security contributions; it was financed mostly by past reserves. The National Social Security Fund, a
rainy-day fund, allocated RMB 50 billion to cover a small part of the deficit. Excluding the Social
Insurance Budget in 2020 would therefore understate the consolidated deficit that year.
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Table 1 China's consolidated fiscal balance, 2019-22

in billions of RMB unless otherwise noted 2019 budget 2019 outturn Outturn/budget 2020 budget 2020 outturn Outturn/budget 2021 budget 2021 outturn Outturn/budget 2022 budget 2022 outturn Outturn/budget
General Public Budget
Revenue 19,250 19,038 98.9% 18,027 18,289 101.5% 19,765 20,254 102.5% 21,014 20,370 96.9%
% of GDP 19.5% 19.3% 17.3% 18.0% 17.7% 17.6% 17.5% 16.9%
Expenditure 23,524 23,887 101.5% 24,785 24,559 99.1% 25,012 24,632 98.5% 26,713 26,061 97.6%
% of GDP 23.9% 24.2% 23.7% 24.2% 22.4% 21.4% 22.2% 21.6%
Underlying Balance (4,274) (4,849) 113.4% (6,758) (6,269) 92.8% (5,247) (4,378) 83.4% (5,699) (5,691) 99.9%
% of GDP -4.3% -4.9% -6.5% -6.2% -4.7% -3.8% -4.7% -4.7%
Supplementary revenue from other sources® 1,514 2,089 138.0% 2,998 2,509 83.7% 1,677 808 48.2% 2,329 2,321 99.7%
% of GDP 1.5% 2.1% 2.9% 2.5% 1.5% 0.7% 1.9% 1.9%
Headline Balance (2,760) (2,760) 100.0% (3,760) (3,760) 100.0% (3,570) (3,570) 100.0% (3,370) (3,370) 100.0%
% of GDP -2.8% -2.8% -3.6% -3.7% -3.2% -3.1% -2.8% -2.8%
Government Funds Budget
Revenue 7,795 8,452 108.4% 8,145 9,349 114.8% 9,453 9,802 103.7% 9,864 7,788 79.0%
% of GDP 7.9% 8.6% 7.8% 9.2% 8.5% 8.5% 8.2% 6.5%
Expenditure 9,980 9,136 91.5% 12,612 11,800 93.6% 13,127 11,366 86.6% 13,899 11,058 79.6%
% of GDP 10.1% 9.3% 12.1% 11.6% 11.8% 9.9% 11.5% 9.2%
Underlying Balance (2,185) (685) 31.3% (4,468) (2,451) 54.9% (3,674) (1,564) 42.6% (4,035) (3,270) 81.0%
% of GDP -2.2% -0.7% -4.3% -2.4% -3.3% -1.4% -3.4% -2.7%
State Capital Operation Budget
Revenue 337 396 117.7% 364 478 131.3% 388 518 133.6% 513 569 110.9%
% of GDP 0.3% 0.4% 0.3% 0.5% 0.3% 0.5% 0.4% 0.5%
Expenditure 240 229 95.3% 261 254 97.3% 265 262 99.1% 352 340 96.5%
% of GDP 0.2% 0.2% 0.3% 0.3% 0.2% 0.2% 0.3% 0.3%
Underlying Balance 96 167 173.4% 102 223 218.3% 123 255 207.8% 161 229 142.6%
% of GDP 0.1% 0.2% 0.1% 0.2% 0.1% 0.2% 0.1% 0.2%
Social Insurance Budgetb
Revenue 6,021 6,145 102.1% 5,566 5,117 91.9% 6,644 7,149 107.6% 7,617 7,784 102.2%
% of GDP 6.1% 6.2% 5.3% 5.0% 6.0% 6.2% 6.3% 6.5%
Expenditure 5,478 5,560 101.5% 6,066 5,789 95.4% 6,367 6,463 101.5% 6,831 6,777 99.2%
% of GDP 5.6% 5.6% 5.8% 5.7% 5.7% 5.6% 5.7% 5.6%
Underlying Balance 543 585 107.9% (500) (672) 134.5% 277 686 247.8% 786 1,007 128.1%
% of GDP 0.6% 0.6% -0.5% -0.7% 0.2% 0.6% 0.7% 0.8%
Consolidated Budget (0)
Total Revenue® 33,402 34,031 101.9% 32,101 33,233 103.5% 36,249 37,723 104.1% 39,007 36,511 93.6%
% of GDP 33.9% 34.5% 30.7% 32.8% 32.5% 32.8% 32.4% 30.3%
Total Expenditure 39,223 38,812 99.0% 43,724 42,402 97.0% 44,770 42,724 95.4% 47,794 44,236 92.6%
% of GDP 39.8% 39.3% 41.9% 41.8% 40.1% 37.2% 39.7% 36.7%
Consolidated Balance (5,821) (4,781) 82.1% (11,623) (9,169) 78.9% (8,521) (5,001) 58.7% (8,787) (7,725) 87.9%
% of GDP -5.9% -4.8% -11.1% -9.0% -7.6% -4.4% -7.3% -6.4%
Memorandum
Nominal GDP* 98,571 98,652 104,444 101,357 111,563 114,924 120,357 120,472

a. Includes carryover unused funds from previous years, budget stabilization adjustment funds, and transfers from other budgets.
b. Fiscal subsidy from other budgets is removed in the Social Insurance Budget, to adjust for double-counting.
c. Consolidated revenue does not include supplementary revenue in the General Public Budget.
d. The nominal GDP figures in the budget columns are forecasts that can be inferred from the Ministry of Finance’s budget reports; the figures in
the outturn columns are the actual nominal GDP, after final verification by the statistical authority.
Source: Ministry of Finance of China and author's calculations.



implies that it makes its own forecast of nominal GDP growth each year.!! In 2020, for example,
the government did not announce a growth target, citing the heightened uncertainty brought
about by the pandemic, but the Ministry of Finance arranged a deficit-to-GDP ratio of 3.6
percent and a total deficit of RMB 3.76 trillion in the budget, implying that it expected nominal
GDP to reach RMB 104.4 trillion in 2020, an increase of 5.87 percent over the previous year. The
nominal GDP forecasts inferred from China’s budgets and the implied nominal growth are
sometimes inconsistent with the government’s growth and inflation targets, as discussed later
in this paper.

Second, following the Chinese government’s convention, this paper treats local governments’
land sale proceeds as Government Funds Budget revenue. Whether land sale revenue should be
treated as government revenue is debatable. The Government Finance Statistics Manual produced
by the International Monetary Fund (IMF) considers a government’s land sale activity a
transaction of a non-produced asset that does not change its net assets or equity.12 Therefore, in
its Article IV consultations with China, the IMF considers the Chinese government’s land sale
activity as a type of financing, akin to privatization (Zhang and Barnett 2014). When reporting
its General Government Operations statistics to the IMF, the Chinese authorities remove
government land sale revenue from consolidated revenue and expenditure, per the IMF’s
standards, in order to make China’s fiscal data internationally comparable.’> However, when
reporting its annual budget to the legislature, the government treats land sale revenue as part of
the Government Funds Budget revenue.

3. Overview of China’s Fiscal Policy during the COVID-19 Pandemic

This section reviews China’s fiscal policy during the pandemic through a close examination of
its budgets and their execution.

Fiscal policy turned expansionary in response to the pandemic in 2020

China was the first country hit by the SARS-CoV-2 virus; it also started to recover from the
initial waves of the virus earlier than most other countries, beginning to rebound in the second
quarter of 2020. Because of the pandemic, the 2020 Two Sessions — China’s annual
parliamentary gathering, which usually takes place in March —were not held until May.

1 See Yu Yongding, “Several Important Judgments on China’s Economy in the Second Half of the Year,”
Sina, July 7, 2020 [in Chinese] (https://finance.sina.com.cn/zl/china/2020-07-07/ zl-
iirczymm1076442.shtml); “China’s Budget Forecast Is More Informative Than Its Growth Target,” The
Economist, March 13, 2021 (https://www.economist.com/finance-and-economics/2021/03/13/chinas-
budget-forecast-is-more-informative-than-its-growth-target).

12 See the IMF’s Government Finance Statistics Manuals and Guides

(https:/ /www.imf.org/external /pubs/ft/ gfs/ manual / gfs.htm).

13 See, for example, China’s 2022 General Government Operations statistics

(https:/ /yss.mof.gov.cn/2022zyjs /202309 /120230914 _3907098.htm-).
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Table 2 New issuances and outstanding balances of bonds issued by the central and local
governments in China, 2019-22

a. New debt issuance

New debt issuance

Year Central government Local governments

General bond Special bond General bond Special bond Sum % of GDP

trillions of RMB

2019 1.83 0 0.93 2.15 4.91 4.98
2020 2.78 1 0.98 3.60 8.36 8.25
2021 2.75 0 0.82 3.58 7.15 6.22
2022 2.65 0 0.72 4.04 7.41 6.15

b. Outstanding balance

Outstanding balance

Year |Central government| Local governments Sum % of GDP
trillions of RMB

2019 16.80 21.31 38.11 38.63

2020 20.89 25.66 46.55 45.93

2021 23.27 30.47 53.74 46.76

2022 25.87 35.07 60.93 50.58

Note: The 2022 local government special bond issuance includes the additional RMB 500 billion drawn
from unused quotas accumulated over the years.
Sources: Ministry of Finance of China and National Bureau of Statistics of China.

The government budget submitted by the Ministry of Finance to the National People’s Congress
at the Two Sessions in 2020 was particularly expansionary. Specific measures in the budget
included the following:

e The government’s headline deficit was set at 3.6 percent of expected GDP, the first time
it exceeded 3 percent since China started to announce a deficit-to-GDP ratio target in
2010 and 0.8 percentage points higher than in 2019. Total government general bond
issuance was RMB 3.76 trillion, RMB 1 trillion higher than in 2019 (table 2).

e The central government issued RMB 1 trillion of the so-called anti-virus special
sovereign bond, which was not included as part of the headline deficit. It sent all the
proceeds to prefecture and county governments directly to fund local spending, an
unprecedented way of making intergovernmental transfers.4

e By the time the budget report was submitted to the National People’s Congress in May,
the government had enacted a series of targeted tax and fee cuts for small enterprises

14 The central government usually sends intergovernmental transfers to provincial governments, which
then allocate them to lower-level governments. Also, unlike the usual intergovernmental transfers local
governments receive from the central government, which require no repayment, local governments were
responsible for repaying the principle of the special sovereign bond issues in 2020; the central
government was responsible for the interest payment alone. This mechanism was meant to impose some
discipline on local governments’ use of these additional funds. See “How to Manage and Use the One
Trillion Additional Treasury Bond Issues?” People’s Daily, November 22, 2023 [in Chinese]

(http:/ /paper.people.com.cn/rmrbhwb/html/2023-11/22 /content_26028088.htm).
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and individual businesses, including value-added taxes and social security
contributions. The planned amount of tax and fee cut was about RMB 2.5 trillion.

e Beijing distributed RMB 3.75 trillion in new local special bond quotas —RMB 1.6 trillion
more than in 2019 —to local governments to fund capital projects.

With consolidated revenue forecasted in the budget to see a 5.7 percent drop from 2019 and
overall budget spending increasing by 12.7 percent over 2019, the consolidated deficit rose
sharply to 11.1 percent of expected GDP in the 2020 budget, from 4.8 percent of GDP in 2019
(figure 3).

Figure 3 Consolidated revenue, spending, and deficit in China, 2019-22
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Source: Ministry of Finance of China and author’s calculations.

Execution of the budget yielded mixed results. On the one hand, tax and fee were cut by RMB
2.6 trillion (RMB 100 billion more than planned), and total government revenue was over RMB
1 trillion higher than the budget forecast. This overperformance in revenue largely reflected the
sharp increase in land sale revenue, which formed the bulk of revenue in the Government
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Funds Budget. The authorities introduced the “Three Red Lines” policy, aimed at limiting real
estate developers’ new borrowing in August 2020, but the effects of the policy on the property
sector did not show up until 2021. In the second half of 2020, the housing market boomed,
allowing local governments to sell more land parcels to real estate developers at higher prices
and to collect more taxes from property development.!> Total land sale revenue ended up rising
by a surprising 16 percent, reaching RMB 8.2 trillion in 2020 (figure 4).

Figure 4 Expected and actual land sale revenue in China, 2019-22
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Figure 5 Intergovernmental transfers in China, 2013-22
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15 For a more detailed account of China’s housing market in 2020 and 2021, see Huang (2023, 12-17).
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On the other hand, although the government collected more revenue than expected, it spent
only 97 percent of the expenditure specified in the 2020 budget. As a result, the actual
consolidated deficit was only 9.0 percent of GDP in 2020. Although it was still substantially
higher than in 2019, it was lower than the level planned in the 2020 budget (see figure 3).

It is worth noting that the central government substantially increased the amount of
intergovernmental transfers to local governments in 2020. China’s fiscal system is highly
decentralized in terms of government spending. Local governments usually implement more
than 80 percent of General Public Budget spending, but they receive about half of General
Public Budget revenue. They rely on intergovernmental transfers from Beijing to fund a
significant part of their expenditure. In 2020, the amount of central transfers exceeded the
central government’s own General Public Budget revenue for the first time (figure 5). The
central government transferred all of its own revenue to local governments, including a small
part of the center’s supplementary revenues drawn from its budget stabilization fund and other
sources. Beijing also created a special category of transfer because of the pandemic and sent
RMB 599 billion to localities in 2020; though not specified in the budget report, these funds were
likely used to implement the zero-COVID policy.

Subnational-level governments in China also carry out some off-budget quasi-fiscal spending
through their LGFVs and government guidance funds.1¢ These quasi-fiscal channels are opaque
and can be hard to measure.’” The Chinese government does not consider such activity part of

16 Government guidance funds are public-private investment funds aimed at channeling funding to
strategically important industries, such as semiconductors and artificial intelligence, many of which are
considered “new infrastructure” that the Chinese leadership aims to develop. These funds are usually set
up by a government agency, with initial funding from the government itself and possibly other state
agencies, including state-controlled enterprises and financial institutions (Luong, Arnold, and Murphy
2021; Wei, Ang, and Jia 2023). The rest of the funding is raised from private investors, sometimes
including foreign investors; the Chinese government often refers to this funding as “social capital.” A
government’s capital injection in setting up such guidance funds is supposed to be reflected on the
government’s budgets. But local governments sometimes circumvent that rule by using their financing
vehicles to set up government guidance funds, which they use to execute spending that should have
taken place on budget.

17 Measuring off-budget quasi-fiscal spending is challenging for at least three reasons. First, the concept of
LGFVs is loosely defined; which firms fall under the category can be somewhat subjective. Many local
state firms may have their main business operations in certain competitive industries while carrying out
quasi-fiscal activity for local governments on the side and therefore may not be categorized as LGFVs.
Second, it is sometimes hard to identify what type of activity of LGFVs and government guidance funds
lies within the scope of the general government and what is commercial. The National Audit Office of
China conducted a comprehensive audit of local government debt in 2013. It found that local
governments bear explicit obligation to repay 61 percent of total local debt (on-budget and off-budget
combined), 37 percent of which was initially raised through LGFVs (National Audit Office of China 2013).
Such an official audit by the government has not been conducted — or at least its results have not been
released — since then. Third, given the government guidance funds also raise a significant amount of
“social capital” from nongovernmental sources, it is not entirely accurate to treat all their activity as
government activity. Local governments are required to document their capital injections using
budgetary resources in government guidance funds as on-budget expenditure; therefore, if all investment
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the general government, insisting that LGFV debt issued since 2014 be considered corporate
instead of government debt, and the government does not bear any legal responsibility for these
debt obligations.!’® However, in its annual Article IV consultations with the Chinese authorities,
the IMF considers LGFV general government debt and creates an “augmented” measure of
general government for China. According to the Fund’s latest estimates, China’s off-budget
spending rose along with the on-budget fiscal expansion, reaching about 7.2 percent of GDP in
2020, an increase of 0.8 percentage points of GDP over 2019 (IMF 2024).

The Chinese economy expanded 2.2 percent in real terms in 2020, making it the only major
economy that expanded in a year of global contraction. China’s expansionary fiscal policy
played an important role in its growth. Had the government spent all of the expenditures
planned in the budget, however, China’s fiscal response to the economic downturn in 2020
would have been even stronger and growth would have increased by even more than it did.

Fiscal support was withdrawn amid broader policy and regulatory tightening in 2021

China entered 2021 still largely shut off from the rest of the world. Its zero-COVID policy —
including mass testing, contact tracing, and targeted lockdowns —led it to stamp out sporadic
COVID-19 outbreaks internally within a short period without inflicting much economic
damage. The economy was therefore in relatively stable condition most of the time in 2021.

Against this background, the authorities introduced tightening policies in different areas,
warning of the danger of “disorderly expansion of capital,” launching a sweeping regulatory
crackdown on private technology companies, strengthening financial regulation, and forcing
indebted property developers to deleverage. The authorities also withdrew their fiscal support
to the economy. The fiscal package the government submitted to the national parliament in
March 2021 was substantially smaller than in 2020, as Beijing wanted to “send a clear signal that
China is pursuing high-quality development rather than adopting a deluge of strong stimulus
policies, while leaving policy space for responding to new risks and challenges in the future”
(Ministry of Finance 2021).

Changes in 2021 included the following:

e The headline budget deficit ratio was lowered by 0.5 percentage points to 3.2 percent of
expected GDP. General government bond issuance was reduced to RMB 3.57 trillion,
RMB 190 billion lower than in 2020.

e No additional special sovereign bonds were issued.

made by government guidance funds are included in quasi-fiscal spending, some activities may be
double-counted.

18 See, for example, the Chinese authorities’ statement following the IMF’s 2020 Article IV Consultation
Staff Report (IMF 2021). Since China’s revised Budget Law came into effect in 2015, local governments
have been allowed to issue special-purpose bonds against their future revenue streams to raise funds and
finance their capital investment. The law explicitly prohibits local governments from raising debt through
their financing vehicles, but it did not prevent local governments from continuing to borrow and spend
off budget through LGFVs. Via their financing vehicles, local governments now raise funds from policy
banks and through public-private partnership programs to finance their spending on infrastructure and
other public projects (Wang 2023, 98-9).
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e Targeted tax and fee reduction measures continued, but the earlier exemptions on social
security contributions by enterprises were discontinued. Total amount of tax and fee cut
was therefore reduced to about RMB 1.1, substantially less than in 2020,

e The quota for local government special bonds was cut to RMB 3.65 trillion, RMB 100
billion less than in 2020.

As a result, the 2021 budget forecasted a 9.1 percent rebound in consolidated revenue from
2020, and consolidated budget spending increased by 5.6 percent. Although consolidated
budget spending rose in absolute terms, it declined as a share of GDP, to 40.1 percent, down
from 41.8 percent in 2020 (see figure 3, panel b). The consolidated budget deficit ratio saw a
more pronounced decline than the headline deficit ratio, dropping 1.4 percentage points from
2020 to 7.6 percent in the 2021 budget (see figure 3, panel c).

Underspending of the budget compounded the effects of budget tightening. Consolidated
revenue was 4.1 percent higher than forecast, partly as a result of higher-than-expected land
sale revenue. But consolidated spending was only 95.4 percent of the planned level and 37.2
percent of GDP, substantially lower than 2020 (41.8 percent) and lower than even the 2019 (pre-
pandemic) level of 39.3 percent. In absolute terms, consolidated spending in 2021 was about the
same as in 2020, but China’s nominal output expanded by 13.4 percent. The consolidated fiscal
deficit was 4.4 percent of GDP in 2021, substantially lower than the planned level and 4.7
percentage points lower than the level in in 2020 (see figure 3, panel c). In the meantime, off-
budget spending through quasi-fiscal channels was estimated to have dropped by 1.2
percentage points of GDP from 2020, to 6 percent of GDP (IMF 2024).

Amid the budget consolidation, local governments received less fiscal support from Beijing.
Although the Ministry of Finance stated in the following year’s budget report that the central
government significantly increased the amount of intergovernmental transfers in 2021, Beijing
actually raised only the general-purpose transfers, which is meant to equalize fiscal resources
across regions, increasing it by 7.6 percent. Earmarked transfers, which are intended to achieve
specific policy objectives, dropped by about 5 percent. The government also discontinued the
special pandemic transfer it had provided in 2020. In total, intergovernmental transfers dropped
by RMB 110 billion in 2021, the first time they had declined since the 1994 fiscal reform.

In hindsight, the fiscal consolidation in 2021 may have been premature. The economy recorded
real growth of 8.4 percent in 2021, higher than its growth target of 6.0 percent, reflecting the fact
that the COVID pandemic was less of a drag on growth in China than expected. It also made it
look as if the consolidation had had merit, as growth ended up being strong.

But the figures partly reflected the low base in 2020 and the fact that the growth target in 2021
was low to begin with. Year-on-year growth in the first quarter of 2021 was an astonishing 18.3
percent, pushing up the annual growth figure. But this growth largely reflected the sharp
contraction of output in the first quarter of 2020. After the first quarter, growth decelerated,
with quarterly year-on-year growth dropping to 7.9 percent in the second quarter, 4.9 percent in
the third, and 4.0 percent in the fourth. Average growth in the 2020-21 period was 5.3 percent,
lower than the average annual growth of 6.7 percent in the preceding five years. Moreover,
there was still a great deal of uncertainty as to how the pandemic would evolve. The economy
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could face a sudden shock once the pandemic raged back —which was exactly what happened
starting in late 2021. But the economy was poorly prepared.

Government budget expanded to ensure economic stability ahead of Party congress in 2022, but
execution fell short

The game changer was the highly contagious Omicron coronavirus variant, which began to rage
across the world, including China, in late 2021. While most countries decided to live with the
virus and reopen their economies, China continued to stick to its zero-COVID policy, trying to
eliminate the disease at virtually any cost. Cities across China were put under monthlong zero-
COVID lockdowns, sometimes clumsily, at different points in 2022.

The toll on the economy was heavy.? Not until the widespread lockdowns triggered
widespread protests against the policy —and even greater grievances against the Communist
Party in some cases —did the authorities finally decided to abandon the policy in December
2022. The exit was so abrupt and chaotic that more than a million people are estimated to have
died of COVID in the three months between December 2022 and February 2023 (Du et al. 2023).

Like politicians in Western democracies before elections, Chinese leaders like to pump up the
economy before major political events. The most important political event of 2022 was the
Chinese Communist Party’s 20th National Congress, in November, where Xi Jinping was
expected to secure an unprecedented third term in office. To ensure the success of the Party
Congress’s agenda, the Communist Party leadership decided about a year in advance at the
Central Economic Work Conference in December 2021, that economic stability would be the top
priority in the coming year and that macroeconomic policy needed to be conducive to ensuring
stability.20 To help ensure economic stability ahead of the Party Congress, policy makers made
the budget more expansionary than 2021:

e The headline budget deficit was set at RMB 3.37 trillion (2.8 percent of expected GDP),
RMB 200 billion (0.3 percentage points of GDP) lower than in 2021. But the underlying
headline deficit in the General Public Budget (the headline deficit before supplementary
revenue) was 4.7 percent of GDP, 0.9 percentage points higher than in 2021. The increase
reflected the fact that the government brought in an additional revenue of RMB 2.3
trillion (nearly three times as much as in 2021) to the General Public Budget from
multiple supplementary sources.?!

19 For a discussion of China’s zero-Covid policy and its economic impacts, see Tianlei Huang, “ Zero-
Covid’ in Shanghai Comes at High Social and Economic Costs,” Realtime Economics blog, Peterson
Institute for International Economics, April 15, 2022 (https:/ /www.piie.com/blogs/realtime-economic-
issues-watch /zero-covid-shanghai-comes-high-social-and-economic-costs); Tianlei Huang, “China’s
Zero-Covid Policies Are Crippling Its Economic Outlook,” Realtime Economics blog, Peterson Institute
for International Economics, August 11, 2022 (https:/ /www.piie.com/blogs/realtime-economic-issues-
watch/chinas-zero-covid-policies-are-crippling-its-economic-outlook).

20 See the full readout of the 2021 Central Economic Work Conference

(https:/ /www.gov.cn/xinwen/2021-12/10/content_5659796.htm).

2 The People’s Bank of China remitted RMB 1.13 trillion to the Government Funds Budget in 2022, an
amount that represented its profit from managing China’s foreign reserves (Monetary Policy Analysis
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e The large amount of supplementary revenue brought in to bring the official headline
deficit down to its target level allowed the central and local governments to issue less
general government bonds than they did in 2021. Total general bond issuance was RMB
3.37 trillion, down from RMB 3.57 trillion in 2021.

e On top of the continued targeted tax and fee cut measures, the government launched a
new tax rebate program for manufacturing companies and micro and small companies.
The value of the tax cuts and rebates was estimated at about RMB 2.5 trillion.

e Although local governments did not use up their quotas of local government special
bonds in 2021, the 2022 budget allocated RMB 3.65 trillion in new local special bond
quotas, the same as in 2021.

Despite the tax cut and rebate planned in the budget, consolidated revenue was still forecasted
to grow by 3 percent over 2021, and consolidated budget spending was to grow by 11.9 percent.
Consolidated deficit planned in the budget, therefore, rose to 7.3 percent of expected GDP in the
budget, almost 3 percentage points higher than 2021 (see figure 3, panel c). Intergovernmental
transfers bounced back strongly in the 2022 budget, exceeding the 2021 level by 18 percent
higher. As in 2020, central transfers in 2022 were more than 100 percent of the central
government’s own General Public Budget revenue (see figure 4).

It is worth noting that the deficit target in the budget was clearly inconsistent with the growth
and inflation targets announced in the Government Work Report. In the 2022 budget, the
Ministry of Finance reported that the planned fiscal deficit for the year would be RMB 3.37
trillion or 2.8 percent of expected GDP, suggesting that nominal GDP was expected to reach
RMB 120.36 trillion, an increase of 4.7 percent over the previous year before adjusting for
inflation. However, at the same time, a real growth target of around 5.5 percent and a consumer
price inflation target of 3 percent were announced in the Government Work Report. Unless the
ministry believed that the Chinese economy was about to face deflation, the nominal GDP
forecast that can be inferred from the 2022 budget is inconsistent with the real growth target
and the inflation target. It was not the first time that such inconsistency occurred: The nominal
growth forecasts that can be inferred from the budget reports were also lower than the
government’s real GDP growth targets in 2016 and 2017 (figure 6).

One potential explanation for this inconsistency is that the deficit target is set by the Ministry of
Finance and the targets on growth and inflation are set by the Central Financial and Economic
Affairs Commission of the Chinese Communist Party Central Committee, with no or poor
coordination between the two agencies in settings these targets. Had the Ministry of Finance
been able to overcome the coordination challenge and forecast a nominal growth rate that was
more consistent with the leadership’s growth and inflation targets and planned its budget
deficit based on it, the government would have been able to run a larger headline deficit and the
government budget would have been more expansionary in 2022.22

Group of the People’s Bank of China 2023). Part of this amount went into the General Public Budget as
supplementary revenue, to bring headline deficit down to the target level; it was sent to local
governments as a central government transfer.

22 Suppose that the Ministry of Finance had forecast an 8 percent nominal growth (rather than 4.7 percent,
which was what could be inferred from the budget that year), a rate that is more consistent with the real
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Figure 6 Growth and consumer price inflation targets and nominal growth forecasts inferred
from China’s budgets, 2013-22
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Note: The government did not announce a real growth target in 2020, because of pandemic-related
uncertainty.

Sources: Government Work Reports of the State Council of China, budget reports from Ministry of
Finance of China, and author’s calculations.

Over the course of 2022, economic conditions continued to worsen, because of the zero-COVID
lockdowns and the deteriorating property sector. Realizing that it had underestimated the
damage the lockdowns could inflict on the economy, in May Beijing introduced a policy
package aimed at stabilizing the economy. This package included an additional value added tax
(VAT) credit rebate of RMB 142 billion.? The rest of the package mostly reiterated the policy
measures that had already been introduced. In September 2022, Beijing increased the local
government special bond quota by RMB 500 billion, drawing on unused quota accumulated
over the years, in an attempt to stimulate the sluggish economy. 24

Despite these efforts, budget execution fell short and fiscal policy ended up being weaker than
planned. Consolidated revenue ended up being RMB 2.5 trillion (about 6 percent) lower than
forecast in the initial budget. The post-budget additional tax and fee cut measures contributed
to the decline, but the unexpected drop in land sale revenue was a much bigger drag. China’s

growth target of 5 percent and the consumer price inflation target of 3 percent. With a planned deficit-to-
GDP ratio of 2.8 percent, the headline deficit would have been RMB 3.48 trillion, RMB 100 billion higher
than the amount planned.

2 See “The State Council’s Notice on the Policy Package Aimed at Solidly Stabilizing the Economy,” State
Council of China, May 31, 2022 [in Chinese] (https://www.gov.cn/zhengce/content/2022-
05/31/content_5693159.htm).

2 “The Issuance Schedule for the Balance Limit of More Than 500 Billion Yuan Is Clear: Special Bonds
Continue to Drive Effective Investment,” Economic Daily, September 20, 2022 [in Chinese]

(https:/ /www.gov.cn/zhengce/2022-09/20/ content_5710707.htm).
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property sector went into a full slump in 2022, partly because of widespread lockdowns that
made buying and selling basically impossible.> Property sales across China dropped by an
unprecedented 27 percent from their 2021 level, and a record number of property developers
defaulted on their debt obligations. As developers struggled with their financial crises, local
governments across China had trouble selling land. The government’s 2022 budget forecasted
land sale revenue at about RMB 8.5 trillion, the same level as in 2021. Actual land sale revenue
was almost RMB 2 trillion (23 percent) lower.

With a lower-than-expected revenue, the government spent significantly less than its budget
across all four budgets, likely out of concerns about a rise in the budget deficit that would
require additional financing. Consolidated spending was nearly RMB 3.6 trillion, 7.4 percent
less than planned. Underspending was worst in the Government Funds Budget. Its revenue was
more than RMB 2 trillion lower than the budget forecast (largely because of the sharp drop in
land sales), but its spending dropped by RMB 2.8 trillion below the planned level. The General
Public Budget also fared poorly. Its revenue was RMB 644 billion lower than the budget
projection, partly because of the tax cut introduced in May; its spending dropped below the
budget level by roughly the same amount. Actual spending was also below budgeted levels in
the Social Operation Budget and the Social Insurance Budget, albeit to a much lesser extent. If
China had executed its budget more fully, it would have required additional financing through
government debt issuance. To avoid issuing more debt, Beijing cut spending.

China’s consolidated deficit in 2022 ended up at 6.4 percent of GDP (2 percentage points higher
than in 2021), but the increase largely reflected the economic downturn rather than an increase
in discretionary spending. Consolidated spending in GDP share was actually 0.5 percentage
points lower than in 2021, which was in turn lower than in 2020 and even 2019. These figures
indicate that the pace of China’s consolidated fiscal spending failed to catch up with that of
output throughout the pandemic. What was behind a higher deficit ratio but lower spending in
GDP share in 2022 was a more pronounced drop in the consolidated revenue in GDP share, by
about 2.5 percentage points from 2021. That decline was only in small part related to the new
tax and fee cut measures; most of it was caused by the sharp drop in land sales. Off-budget
spending through quasi-fiscal channels also saw a slight decline. It was estimated at about 5.9
percent of GDP in 2022 (IMF 2024).

China’s economy closed out 2022 with the worst performance in decades (except 2020), with
GDP growth of 3 percent in real terms, well below the government’s growth target of around
5.5 percent. Although the widespread zero-COVID lockdowns and the downturn in the
property sector were the greatest drags on growth, a weaker-than-planned fiscal policy was also
to blame.

Summary

China’s fiscal stimulus packages during the pandemic included two main measures. One was
targeted tax and fee cuts for certain corporates, including small enterprises, individual
businesses, and manufacturing companies. China’s policy response to the pandemic shock
focused on businesses rather than households because of the government’s view that

% For more, see Huang (2023).
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supporting businesses would benefit households, albeit indirectly, by keeping employment and
hence household income stable. China provided little direct income support to households,
likely because of the leadership’s belief that doing so might undermine the incentive to work
hard.2

The other measure was increases in expenditure, especially capital investment by local
governments. China has long adopted this approach in responding to economic downturns.
Since the pandemic, however, local government special bonds have become a major instrument
of fiscal stimulus. But a major problem with the program during the pandemic was that the
proceeds were not fully utilized, as discussed in in the next section.

Another noteworthy development during the pandemic was the substantially higher levels of
intergovernmental transfers. Despite a slight drop in 2021, intergovernmental transfers were
kept at the unprecedented level of above RMB 8 trillion every year throughout the pandemic,
accounting for an average of 42 percent of local governments’ gross General Public Budget
revenue. At a time when local governments were facing greater fiscal challenges due to the
property downturn and their growing debt burden, these transfers helped address local
revenue shortfalls. Intergovernmental transfers are just a short-term fix to a long-term structural
issue, however. More serious institutional reforms in intergovernmental fiscal relations will be
needed to realign the revenue collection and expenditure responsibility of local governments.

Despite the stimulus measures and higher central government transfers, China’s overall fiscal
spending as a share of GDP kept dropping during the pandemic, from 41.8 percent of GDP in
2020 to 37.2 percent in 2021 and 36.7 percent of GDP in 2022. The 2022 budget included a larger
share of aggregate spending (39.7 percent of expected GDP) than in 2021, but the government
underspent the budget again, causing actual spending as a share of GDP to drop to a lower
level than in 2021. The trend in fiscal spending in China during the pandemic was the opposite
of what was needed to deal with the country’s economic challenges, especially persistent weak
private demand and falling prices.

4. What Caused Budget Underspending during the Pandemic?

Throughout the pandemic, the Chinese government spent less than its budgets, leading it to fall
short in delivering the intended fiscal stimulus.?” On average, the government spent only 95.3
percent of the budgets approved by the legislature between 2020 and 2022. Although both the
central government and local governments underspent their budgets, local governments
underspent substantially more (figure 6). Because government spending is highly decentralized

2 In an article published by the party journal Qiushi in May 2022, President Xi Jinping rejected the idea of
“welfarism,” arguing that it had led some Latin American countries to fall into the middle-income trap.
He insisted that China focus instead on providing basic needs only for the poorest households and
providing basic public services for all. See “Correctly Understand and Grasp Major Theoretical and
Practical Issues in Our Country’s Development,” Qiushi, May 15, 2022 [in Chinese]

(http:/ /www.gstheory.cn/dukan/qgs/2022-05/15/c_1128649331.htm).

2 Wong (2022a, 2022b) discussed this phenomenon in 2020 and 2021 and predicted that the same would
likely happen again in 2022. This paper shows that budget underspending did take place again in 2022.
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Figure 7 Budgeted and actual consolidated spending by the central and local governments in
China, 2020-22

a. Central government
5 1 7 99
. 41 98
— N 4 97
\ 4 96
4 95
1 o4
1 93
1 92

trillions of RMB
N
percent

2020 2021 2022

b. Local governments

a4 - 1 100
43 A
2 42 - h { 98
=4l 19 &
540- o
S 39 4 94 &
538 - | o
37 +
36 - 90

2020 2021 2022

mmm Budget mmmm Outfurn e==Realized share (right axis)

Source: Ministry of Finance of China and author’s calculations.

in China, local governments were responsible for 93.6 percent of overall budget underspending
between 2020 and 2022. Across the four budgets, local governments underspent the most in the
Government Funds Budget, which accounted for about 80 percent of overall local government
budget underspending during the period.

Why did local governments in China leave part of their budgetary resources unused at a time
when they were struggling with debt problems? At least two factors contribute to local
governments” underspending of the Government Funds Budget. First, many expenditure items
in that budget are closely associated with land sale activity, including land confiscation and
resettlement compensation paid to households, land development cost, and necessary
infrastructure to prepare land plots for development. When less land is sold, these expenditures
tend to drop.2

28 See Huang (2023, 33-4) for a brief discussion of this point.
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This decline was likely a major factor behind budget underspending in 2022, when land sale
revenue was almost a quarter short of the budget forecast (figure 7) and actual spending of the
Government Funds Budget was more than 20 percent less than budgeted. The absence of
disaggregated spending data in recent years means that only now can one estimate how much
of the underspending in the Government Funds Budget was caused by a drop in spending
because of less land sale. In 2015, the last year for which such disaggregated data were
available, resettlement compensation, land development cost, and other costs incurred through
land sale activity accounted for about 80 percent of local governments’ total land sale revenues;
spending on infrastructure, agriculture, and public housing, which are less closely related to
land sale activity, accounted for the remaining 20 percent.? If one assumes that 80 percent of
land sale revenue was used on spending closely associated with land sale activity in 2022, then
the lower-than-expected land sale revenue that year probably contributed roughly RMB 1.57
trillion (55 percent) of the underspending in the national Government Funds Budget that year.

When more land is sold, government spending closely associated with land sale activity tends
to increase, as it probably did in 2020 and 2021. Although land sale-related spending was likely
higher than budgeted for in those years, overall local government spending of the Government
Funds Budget was still lower than the budget levels.

Underspending of the Government Funds Budget in 2020 and 2021 was likely caused by the
second factor: underutilization of the local government special bond quotas distributed by the
central government. As local special bonds were a pillar of the government’s economic
stimulus, local governments were expected to fully issue and spend their annual special bond
quotas by the end of the year, as issuance of local special bonds translates into deficit spending
only when the proceeds are invested in capital projects. During 2020-22, local governments
across China issued almost all the newly distributed special bond quotas.3® But many local
governments did not invest the proceeds in eligible projects in a timely manner, leaving the
money unused in government coffers for months and even years in some cases while incurring
interest cost.3!

Given the lack of national data on the use of special bond proceeds, there is no way to
determine exactly what shares of local special bond proceeds were left unused by local
governments across the country. But a significant portion of the final surplus in the annual
Government Funds Budget is likely unused special bond proceeds.

2 See “National Land Transfer Revenue and Expenditure in 2015,” Ministry of Finance of China, April 5,
2016 [in Chinese] (https:/ /zhs.mof.gov.cn/zonghexinxi/201604/t20160401 1934261.htm, accessed on
January 17, 2024).

30 Local governments issued RMB 3.6 trillion of the RMB 3.75 trillion special bonds quota (96 percent) in
2020, RMB 3.58 trillion of the RMB 3.65 trillion quota (98 percent) in 2021, and RMB 4.04 trillion of the
RMB 3.65 trillion quota (110 percent) in 2022. The actually issued amount in 2022 was higher than the
quota, because the central government distributed an additional quota of RMB 500 billion, drawing from
unused quotas accumulated over the years, to local governments. For local government special bond
statistics, see https:/ /yss.mof.cov.cn/zhuantilanmu/dfzgl/sjtj /202301 /120230128 3864087 htm.

31 See “Special Debt Audits Reveal Recurrent Problems Such as Idle Funds and Illegal Use: How to Solve
Them?” Yicai, August 6, 2023 [in Chinese] (https://m.yicai.com/news/101828447 html).
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The figure can be estimated by first calculating the difference between local governments’ gross
revenue (which includes their own revenue, central government transfers, and special bond
issues) and their gross expenditure in the Government Funds Budget. Part of that difference is
transferred into the General Public Budget as supplementary revenue; the rest goes into
reserves. The amount of the transfer is not reported and thus unknown. The closest one can get
is an upper bound, which would allow a lower bound of the final surplus in local Government
Funds Budgets to be estimated.32

Table 3 Estimated final balance in local Government Funds Budget, 2020-22

Gross revenug Gross Gross | Estimated transfer into | Estimated
Local Central Special . i :
Year . expenditure | balance | General Public Budget | final balance
revenue | transfers |bond issues Sum
billions of RMB
2020 8,992.7 772.5 3,601.9 13,367.1 11,528.4 | 1,838.7 1,610.5 228.2
2021 9,393.6 80.2 3,584.4 13,058.2 11,046.0 | 2,012.2 842.6 1,169.6
2022 | 7,375.5 78.7 4,038.4 | 11,492.6 10,503.9 988.7 1,027.0 (38.3)
Sum 1,359.42

Note: The fact that the estimated final balance in 2022 is negative does not necessarily mean that there
were no funds left unused, as it represents a lower-bound estimate.
Source: Ministry of Finance of China, and author's estimates.

Table 3 shows the results of the estimates. At least RMB 1.36 trillion was left unused in the
Government Funds Budget between 2020 and 2022; it went into reserves for future use. If all of
this amount were unused local government special bond proceeds, 12.1 percent of all such
bonds issued during this period would have gone unused.

How much did the failure to fully use the local special bond proceeds cost in terms of growth?
Estimates of the fiscal multiplier effect in China vary. In its 2019 Article IV Consultation Staff
Report on China, the IMF (2019) estimates that the fiscal multiplier for infrastructure investment
using local special bonds is 0.5. In its 2022 Staff Report, it estimates the fiscal multiplier for
broader public sector investment at 1.0 (IMF 2023). Estimates by private sector economists of the
fiscal multiplier effect for China’s fiscal spending, such as Ding (2021) and Zhang (2019), range
between 1.5 and 2.0. If the multiplier is 0.5, the unused local special bond proceeds cost China
0.1 percent of GDP growth in 2020 and 0.5 percent of GDP growth in 2021.

To a large extent, local governments left some of their special bond proceeds untouched because
of Beijing’s insistence that local special bonds be used only for infrastructure and public
welfare-related projects that would generate enough returns to cover interest payments on the
bond issues.? The rationale for this condition was to avoid wasteful investment that only add to
the government’s debt, but not much to the economy’s productive capacity, a mistake that some

32 The upper-bound estimate is just the difference between aggregate supplementary revenue that goes
into local General Public Budgets (which include transfers from local Government Funds Budgets, State
Capital Operation Budgets, Budget Stabilization Funds, and carryover and surplus funds) and transfers
from local State Capital Operation Budgets to local General Public Budgets, both of which are reported in
the annual budget report.

3 This principle is often phrased as “funds following projects” (Z £ IRET B 5E).
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localities repeatedly made in the past. To be eligible to use local special bond issues, projects are
generally required to show expected income equal to 1.2 times the value of the bonds used to
finance them.3* Special bond quotas cannot be used to service local governments” existing debt,
develop real estate projects, pay the pensions or salaries of government employees, or cover any
other running expenses (Ministry of Finance 2020a). Beijing encourages localities to use special
bond quotas on certain priority sectors, including transportation and energy infrastructure,
environmental protection, cold chain logistics, public utility facility, industrial parks, and public
health facility (Ministry of Finance 2020b).

The problem is that local governments, especially in less developed inland provinces, cannot
find enough projects that meet Beijing’s requirements, partly because of their overinvestment in
infrastructure in previous decades. At the time of special bond issuance, local governments are
required to disclose the projects in which the proceeds will be used, in order to ensure that
returns will cover interest payment. But local governments that have a hard time finding solid
projects sometimes include projects that are either not urgently needed or do not meet the
conditions needed to begin construction anytime soon in their disclosures in order to issue the
special bonds and obtain the funds.3> The lack of solid projects, however, means that sometimes
even with special bond funds already sitting in local-government fiscal accounts, local
governments still find it difficult to spend the money.

Even with special bond funds already invested in projects, the quality of many of the projects
funded by these bonds is reportedly questionable. Some local governments inflated return
prospects, only to find themselves in a bind when they had to repay their debt.36 During its
annual audit in 2022, the provincial audit office of Jiangsu, for example, found that nearly 80
percent of all projects financed with local special bond funds since 2019 did not realize their
projected returns.’”

The central government has pushed local authorities to find more eligible investment projects in
recent years. It has also taken some technical measures, such as distributing part of the
following year’s special bond quotas in advance, in order to allow local governments more time
to find eligible projects. When distributing part of the additional special bond quota of RMB 500
billion in September 2022, the central government pivoted to the more developed coastal

34 See “New Changes in Requirements on Local Special Bond Issuance 2021: What Are the Highlights Of
The New Regulations from the Ministry of Finance?” Sina, November 12, 2020 [in Chinese]

(https:/ /news.sina.cn/2020-11-12 / detail-iiznctke0971330.d.html).

% See, for example, “Strengthen the Management of the Use of Special Bonds and Truly Spend More Than
RMB 3 Trillion to Stabilize the Economy,” Yicai, July 15, 2022 [in Chinese]

(https:/ /m.vicai.com/news/101475574.html).

36 See “With the Decline in Land Revenue and Inflated Return Prospects, What Is the Risk of Repaying
Local-Government Special Bonds?” Yicai, July 2022 [in Chinese]

(https:/ /m.vicai.com/news/101486503.html).

%7 See “ Audits in Many Provinces Found That Some Special Bond Projects Did Not Realize Expected
Returns, Creating New Hidden Debt Problems,” Caixin, July 31, 2023 [in Chinese]

(https:/ /economy.caixin.com/2023-07-31/102087976.html).
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provinces, where appetite for capital investment was greater.3® Despite Beijing’s efforts, the lack
of eligible projects remains the underlying bottleneck in translating special bond quota into
actual government investment.

For the same reasons, it is likely that local governments will face problems finding eligible
projects to invest with the RMB 1 trillion special sovereign bond issues that Beijing announced
in October 2023. These issues are meant to support reconstruction of areas hit hard by natural
disasters in 2023. While Beijing will allocate the entire proceeds to local governments, use of the
funds is subject to similar requirements on return prospects.® The requirement on returns may
be lower, however, given that the interest cost of the central government issuing sovereign
bonds is lower than local governments issuing debt on their own.

Local governments are not required to repay either the principal or interest to the central
government this time around, which may create an incentive distortion that led local officials to
use the special sovereign bond proceeds on less productive investments. The repayment
arrangement of the 2023 special sovereign bond issuance was different from the 2020 anti-virus
special sovereign bond issuance, in that local governments were responsible for principal
repayment while the central government paid for interest in 2020.40

Recently, Beijing has signaled that the scope of areas in which local governments are allowed to
use the special bond quota will likely be broadened and that restrictions on special bond
proceeds used as equity capital in infrastructure projects would likely be loosened, to allow
local authorities greater discretion.#! Such a change would likely lead to improved budget
execution, albeit at the risk of more wasteful investment.

38 See “The Issuance Schedule of the Balance Limit of More Than RMB 500 Billion Is Now Clear, and
Special Bonds Continue to Drive Effective Investment,” Economics Daily, September 20, 2022 [in Chinese]
(https:/ /www.gov.cn/zhengce /2022-09/20/content_5710707.htm).

3 See “The National Development and Reform Commission Plans to Speed Up the Allocation of Special
Sovereign Bond Funds Into Eligible Projects,” Xinhua Finance, November 5, 2023 [in Chinese]

(https:/ /www.cnfin.com/yw-lb/detail /20231105/3959513 1.html).

40 See “How to Manage and Use the One Trillion Additional Treasury Bond Issues?” People’s Daily,
November 22, 2023 [in Chinese] (http:/ /paper.people.com.cn/rmrbhwb/html/2023-
11/22/content_26028088.htm).

41 In August 2023, then Minister of Finance Liu Kun, when reporting the budget implementation to the
National People’s Congress Standing Committee, noted that as a next step, the Ministry of Finance will
“conduct research on expanding investment areas and fields where special purpose bond proceeds can be
used as equity capital.” See the State Council’s Report on Budget Implementation by Minister of Finance Liu
Kun (https:/ /www.mof.gov.cn/zhengwuxinxi/ caizhengxinwen/202309/t20230905_3905503.htm). In
December 2023, at the Central Economic Work Conference, the Chinese leadership made a similar pledge,
suggesting that restrictions on local special bond usage may be further relaxed. See the full readout of the
2023 Central Economic Work Conference (http:/ /www.news.cn/ politics/leaders/2023-
12/12/c_1130022917.htm).
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5. What Lessons Can be Learned?

China’s fiscal policy during the COVID-19 pandemic highlights at least four issues with
implications for fiscal policy making.

The property downturn can create a drag on government spending

It is now increasingly clear that the still ongoing property downturn will last for years —a long
overdue correction in a sector with excess capacity. For local governments, it means lower land
sale revenue for a prolonged period. The Ministry of Finance needs to draw lessons from its
2022 budget and avoid forecasting unrealistically high land sale revenue in its budget plans.
Given the close connection between land sale activity and certain kinds of government
spending, the government also needs to increase spending elsewhere, in order to make up for
the decline in spending caused by lower land sales. In this process, more revenue needs to be
raised and/or more debt issued to make up for the potential financing gap.4

In the 2023 budget, the government forecasted revenue in the Government Funds Budget to be
about the same as in 2022. But that forecast was overly optimistic. Actual revenue was only
about 86 percent of the budget forecast, dragging actual government spending below the
budget level in 2023.43 The same overly optimistic revenue projection occurred again in the 2024
budget, which may lead to fiscal spending to fall below the planned level again this year.

Local government special bond issues are problematic

Repeated underutilization of local government special bond issues during the pandemic
significantly undermined the effect of the government’s fiscal stimulus. The quality of much of
the capital investment made using special bond funds was also reportedly questionable.
Moreover, the persistent decline in local land sale revenue, which has long been an important
source of revenue that local governments use to repay their debt, is already calling into question
the debt-servicing capacity of many local governments. These problems raise a bigger question:
Should local government special bonds continue to be used as a major instrument of fiscal
stimulus? Perhaps the program should be downsized, to make room for other more effective

42 Under current circumstances, issuance of additional sovereign debt and its transfer to localities seems
like the most feasible approach. Another widely discussed option for filling the financing gap in the post-
property boom era is to introduce a nationwide property tax. Such a tax would discourage home buying
and exacerbate the woes of developers, possibly leading to further drops in land and property prices and
worsening problems in local government finances, as Huang (2023) notes. Moreover, such a tax is likely
to face constraints from households” willingness and capacity to pay. For these reasons, China is unlikely
to introduce such a tax in the near future.

43 See Tianlei Huang, “China’s property downturn continues to drag down government spending,”
Realtime Economics Blog, Peterson Institute for International Economics, February 5, 2024

(https:/ /www.piie.com/blogs/realtime-economics /2024 / chinas-property-downturn-continues-drag-
down-government-spending).

4 See Tianlei Huang, “China’s 2024 budget turns expansionary, but will it be fully spent?” Realtime
Economics blog, Peterson Institute for International Economics, February 5, 2024

(https:/ /www.piie.com/blogs/realtime-economics /2024 / chinas-2024-budget-turns-expansionary-will-
it-be-fully-spent).

25


https://www.piie.com/blogs/realtime-economics/2024/chinas-property-downturn-continues-drag-down-government-spending
https://www.piie.com/blogs/realtime-economics/2024/chinas-property-downturn-continues-drag-down-government-spending
https://www.piie.com/blogs/realtime-economics/2024/chinas-2024-budget-turns-expansionary-will-it-be-fully-spent
https://www.piie.com/blogs/realtime-economics/2024/chinas-2024-budget-turns-expansionary-will-it-be-fully-spent

fiscal tools, such as more general government bond issuance, especially by the central
government.

It is also time for Beijing to reflect on its longtime approach of relying on infrastructure
spending to stimulate the economy and consider redirecting more fiscal resources toward
investing in the Chinese people. These efforts could include providing more direct support for
households, strengthening the social safety net, and developing human capital.

Despite diminishing returns from its outsize investment in real estate and infrastructure
construction (Rogoff and Yang 2023), China continues to spend massive resources into those
areas. An estimate made in April 2022 shows that more than 60 percent of the local special bond
funds issued since 2019 was invested in infrastructure projects, including in transportation,
energy, and logistics; just 12 percent was spent on social areas like vocational education,
childcare, eldercare, and healthcare.4

Redirecting more fiscal resources to social programs would yield long-term benefits for the
Chinese economy. China today is still far behind where other successful East Asian modernizers
were in terms of human capital at the beginning of their convergence to high-income levels
(Rozelle and Hell 2020). The size of the Chinese population is on a path of long-term decline,
reinforcing the need to invest more to improve human capital.4

Inconsistency between the government’s deficit, growth, and inflation targets can reduce the
effect of a fiscal stimulus and undermine the signaling effect of setting growth and inflation
targets

China’s annual economic targets are widely seen as indicative of where macroeconomic policy
is headed. Once they are announced, fiscal and monetary policy is expected to follow the
direction indicated in the targets. When the economy shows signs that it is on track to achieve
the current year’s growth target, the government usually holds back from rolling out more
stimulus, even if the year’s growth target was low.#” The fact that the nominal growth forecast
that can be inferred from China’s budget sometimes deviate nontrivially from the growth and
inflation targets explicitly announced in Government Work Reports can undermine the
signaling effect from setting these target.

4 See Zhongtai Securities Research Institute, “Viewing Infrastructure from the Perspective of Special
Bond Investment,” Sina, April 26, 2022 [in Chinese] (https://finance.sina.cn/2022-04-26 / detail-
imcwipii6442548.d.html?from=wap).

46 See Jacob Fund Kirkegaard, “China’s Population Decline Is Getting Close to Irreversible,” PIIE Charts,
Peterson Institute for International Economics, January 18, 2024 (https://www.piie.com/research/piie-
charts/2024 /chinas-population-decline-getting-close-irreversible).

47 Some Chinese scholars, such as Professor Yu Yongding of the Chinese Academy of Social Sciences,
have repeatedly called for the Chinese government to set up growth targets that are more in line with
China’s potential growth, as the relatively low growth targets the government has adopted in the last few
years are believed to have somewhat constrained the Chinese economy from achieving higher growth.
See Yu Yongding, “Chinese Economy Should Maintain a High Growth Rate as Much as Possible,” Sina,
November 22, 2021 [in Chinese] (https://finance.sina.cn/z1/2021-11-18/zl-
iktzscyy6188567.d.html?from=wap).

26


https://finance.sina.cn/2022-04-26/detail-imcwipii6442548.d.html?from=wap
https://finance.sina.cn/2022-04-26/detail-imcwipii6442548.d.html?from=wap
https://www.piie.com/research/piie-charts/2024/chinas-population-decline-getting-close-irreversible
https://www.piie.com/research/piie-charts/2024/chinas-population-decline-getting-close-irreversible
https://finance.sina.cn/zl/2021-11-18/zl-iktzscyy6188567.d.html?from=wap
https://finance.sina.cn/zl/2021-11-18/zl-iktzscyy6188567.d.html?from=wap

Concerns about debt sustainability have repeatedly constrained the Chinese leadership from
taking more forceful actions when the economy faces dire situations

Although the stock of (on-budget) government debt since the pandemic is now around 50
percent of GDP (see table 2), China still has some fiscal space that could make fiscal policy more
countercyclical (Zhang et al. 2023).48 China’s leaders are reluctant to use it, however. In 2022, for
example, government spending fell sharply, largely as a result of an unexpected revenue
decline, when the economy was suffering from the twin blows of the pandemic and the real
estate crisis and was in dire need of greater policy support. As Liu Shangxi, one of China’s best-
known public finance scholars, put it, the government subconsciously believes that “the smaller
the deficit the better, the lower the debt the better, and it is best to run zero debt.”4

This thinking is likely a legacy of the fiscal conservatism that prevailed in the pre-reform era,
which had its historical root in China’s hyperinflation experience in 1939-50, caused mostly by
the huge fiscal deficit financed primarily by monetary expansion, run by the Nationalist
regime.> Although under Communist Party rule China has almost never experienced sustained
high inflation, fiscal conservatism has long been ingrained in Chinese leaders’ minds.

China’s fiscal spending as a share of GDP dropped between 2020 and 2022. To arrest this
downward trend and make fiscal policy more countercyclical, Beijing needs to be more tolerant
of larger fiscal deficits. At a minimum, it needs to make sure that overall fiscal spending grows
at least as rapidly as nominal output. It also needs to be more flexible during budget execution
and ready to adjust the budget when needed.

China’s October 2023 budget adjustment —namely, the issuance of an additional RMB 1 trillion
in general sovereign bonds —is an encouraging development. The fact that all of the proceeds
are transferred to local governments without any repayment requirements from localities shows
that the central government is willing to use its own balance sheet to make fiscal policy more
expansionary at a time high debt levels constrain many localities. At this critical juncture, with

48 Including the part of off-budget LGFV debt that includes a repayment obligation, China’s overall
government debt is more than 80 percent of GDP. Nevertheless, Zhang et al. (2023) believe that there is
still space to increase government debt by at least 10 percentage points of GDP. Liu Qiao, the dean of the
Guanghua School of Management of Peking University, argues that the central government has enough
fiscal space to issue around RMB 60 trillion in additional sovereign debt over the next decade. See “Liu
Qiao: Stabilizing the Economy And Controlling Risks, There Is Still Room For Improvement In Policy
Accuracy And Intensity,” Caixin, December 29, 2023 [in Chinese] (https://video.caixin.com/2023-12-
29/102151194.html).

49 See the full transcript of Liu Shangxi’s April 2022 talk

(http:/ /www.50forum.org.cn/home/article /detail /id /9038.html).

50 The hyperinflation that engulfed China after the Japanese invasion helped lead to the collapse of the
Nationalist government and enabled the Communist Party to rise to power. After seizing control of the
mainland in 1949, the Communist government launched “economic warfare” against speculators by
unleashing large supplies of key commodities in Shanghai and other major urban centers (Burdeken and
Wang 1999). It managed to end inflation before any significant deficit reduction actually occurred, but
fiscal balance was an explicit goal of the new government until the budget deficit began to become a
norm in the early 1980s. For a detailed account of China’s hyperinflation experience during the 1939-50
period, see Chang (1958).
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fiscal policy widely expected to take on the important task of combating falling prices, Beijing
appears to be moving in the right direction.
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