Chapter 2
China’s National Balance Sheet:
Preparation and Analysis

2.1 Basic Framework

A national balance sheet aims to study a country’s overall economic stocks.
According to the System of National Accounts (SNA2008) jointly developed by
the UN, IMF, OECD and the European Commission, the balance sheet of a country
includes six major sectors: non-financial corporations, financial corporations (in-
cluding the central bank)," general government (including the governments at all
levels, social security funds and non-profit organizations controlled by the gov-
ernments), residents (also called households), non-profit organizations serving
households (NPISHs),2 and the non-household sector (i.e. the external sector).

Based on the relevant international standards and the related description of NBS
(2007), we have compiled the simple framework of national balance sheet suitable
for China’s national conditions (see Table 2.1). In the table, the main columns
cover assets, liabilities and their difference, and the auxiliary column covers various
sectors of the national economy and their aggregates.

The basic logic relationship of balance sheet can be broadly summarized as
follows:

Total assets = liabilities + net assets (2.1)

Total assets = non-financial assets + financial assets (2.2)

!The central bank was also included in the government sector by some scholars, such as Allen
et al. (2002).

They refer to non-government-controlled organizations that serve households free of charges or
charging only nominal fees, including professional associations, religious organizations, charities
and research institutes.
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2.1 Basic Framework 11

As liabilities are financial liabilities® and the financial claims in the national
balance sheet (of a country) and the financial liabilities (of the other country) are
mirror images, they occur simultaneously and are equal in size and opposite in
direction. That is, on a global scale (or in all economies), financial assets = financial
liabilities, so we can combine (2.1) and (2.2) to obtain:

Net assets = non-financial assets (2.3)

To make Eq. (2.3) tenable, the premise is to include the external sector.
To include the external sector is, on the one hand, to meet the need for accounting
balance, and on the other hand, it will make sense to study the external sector only
if we regard the global economy as an international organization on the whole as
the United Nations or the IMF does (in Table 2.1, the global economy is regarded
as the study object). As far as individual economies are concerned, the aggregate of
the domestic sectors has a real sense, so the two columns of external sector and
aggregate can be ignored.

Going a step further, financial assets/liabilities include three items: item (I) is
domestic financial assets/liabilities, and item (II) and (IIT) are actually International
Investment Position (IIP) as we usually refer to. Because domestic financial
assets = domestic financial liabilities (that is the assets and liabilities in item (I) are
fully offset), then the total net financial assets of the domestic sectors are equal to
the sum of item (II) and (IIT) and also equal to net IIP, so there exists:

Netassetsofthedomesticsectors = non-financialassets
+ netfinancial assets of thedomesticsectors
= non-financialassets + netI[P
(2.4)

Comparing (2.3) and (2.4), we can find that, when specifically studying an
economy, the consolidated balance sheet tends to lose a lot of useful information.
Therefore, SNA2008 takes a reserved attitude towards the consolidation of balance
sheets.

The sectoral division, subject categories, aggregation methods for national
balance sheets and some accounting equations given above constitute the theoretical
basis for the preparation of balance sheet.

3As the debtor-creditor relationship does not exist for non-financial assets, they only reflect the
asset side of the holder, i.e. the user, but are not reflected in the liability side, i.e. the originator.
Thus, the liability side of balance sheet only includes financial liabilities.
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2.2 Preparation of National Balance Sheet

According to the analytical framework described above, in this chapter, we have
tentatively prepared China’s national balance sheets of 2007-2011 using publicly
available data and relevant theoretical assumptions and estimation methods.

The asset side of national balance sheet includes the two major items of
non-financial assets and financial assets. Non-financial assets include residents’ real
estate and automobiles, rural productive fixed assets, cooperate fixed assets,
inventories, cooperate intangible assets and business reputation, administrative
institutions’ fixed assets, public institutions’ intangible assets and government-
owned resource assets (land); financial assets include currencies, deposits, loans,
bonds, stocks, securities investment fund shares, clients’ margins of securities
companies, insurance reserves, settlement funds, transactions of financial institu-
tions, reserves, cash holdings, lending of the central bank, other items (net), foreign
direct investment, other external claims and obligations, and international reserve
assets.

The liabilities side includes currencies, deposits, loans, bonds, stocks, securities
investment fund shares, clients’ margins of securities companies, insurance
reserves, settlement funds, transactions of financial institutions, reserves, cash
holdings, lending of the central bank, other items (net), foreign direct investment,
other external claims and obligations, international payment errors and omissions
and other items. By definition, liabilities refer only to financial liabilities, without
physical counterparts. The difference between assets and liabilities is net assets,
which corresponds to the owner’s equity or capital in the financial statements of
enterprises.

Here are some explanations about the estimates: (1) non-financial assets mainly
include the relevant assets of the subsectors such as households, non-financial
corporations and governments. (2) The basic method to estimate financial assets and
financial liabilities is to add up the flow data of the following years on the basis of
the stock of funds accounts of a base year. Based on this idea, in this study, we
added up the data of the domestic sectors in the flow of funds accounts (financial
transactions) of the following years published by the National Bureau of Statistics
(NBS) on the basis of the research on China’s national financial assets and liabilities
in 1998 conducted by NBS (Department of National Accounts, NBS 2003).* We
did not use the sectoral accumulation method because it is difficult to ensure
complete correspondence and matching between assets and liabilities through direct
accumulation as there may be differences in the estimation methods and data
sources of various sectors. (3) As the stock of funds accounts in 1998 did not
include the items such as securities investment fund shares, clients’ margins of
securities companies, settlement funds, transactions of financial institutions,

“In fact, the Survey and Statistics Department of the People’s Bank of China has completed the
preparation of the financial stock of funds accounts for 2004 and 2005. If the data are available, the
estimates may be more accurate.
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reserves, cash holdings, lending of the central bank, and international payment
errors and omissions, we added up only the flow data of the previous years (the data
of the flow of funds accounts published by NBS from 1992). (4) Given that the
1998 stock of funds accounts and the flow of funds accounts of the previous years
were not entirely consistent in items, when determining the base year data, nec-
essary adjustment was made for the two items of “Other Items (Net)” and “Other
External Claims and Obligations”.

According to the above estimation method, Table 2.2 lists China’s national
balance sheets of 2007-2011.

2.3 National Balance Sheet Analysis
2.3.1 Total Size

(1) The national balance sheet has expanded significantly, with net assets of more
than 300 trillion yuan

As shown in Table 2.2, during 2007-2011, China’s national balance sheet
expanded sharply: the total assets increased from 284.7 to 546.5 trillion yuan
(see Fig. 2.1); the total liabilities increased from 118.9 to 242 trillion yuan (see
Fig. 2.2); and the net assets increased from 165.8 to 304.5 trillion yuan (see
Fig. 2.3). The three indicators almost doubled in five years, and their growth rates
were all faster than the growth rate of nominal GDP in the same period.

(2) The increase in net assets was continuously lower than GDP, showing that not
all of the GDPs will form a real accumulation of wealth.

To put it simply, the relationship between a country’s GDP and net assets is a
flow-stock relationship. On the assumption of an ease policy, a country’s stock of
wealth (i.e. net assets) is obtained by adding up the flows of GDP of various years.
Of course, as the two statistical indicators are different in coverage, the total flow of
GDP is not exactly equal to the stock of wealth in most cases.

To find the sum of the flows of GDP, the stock of wealth in the base year is
needed. To avoid this hard nut, we have chosen to compare the increase in net
assets with GDP. As shown in Fig. 2.4, the increase in net assets of each year
during 2008-2011 calculated based on the national balance sheet is closer to the
GDP of the year. However, when studying further, we will find that the increase in
net assets is continuously less than the GDP of the year. Apart from the possible
aforementioned statistical reasons, this has also revealed a more important message:
although the growth rate of GDP each year is high, not all of GDPs will form a real
accumulation of wealth. This is because the GDP indicator is flawed, some invalid
investment (leading to excess capacity) and even the activities destroying resources
and environment are included in GDP, so these should be deducted from the wealth.
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16 2 China’s National Balance Sheet: Preparation and Analysis

Taking 2010 for example, the difference between the increase in net assets and GDP
is up to 7.5 trillion yuan, accounting for 18.7% of GDP. Although 7.5 trillion yuan
may not be all wasted or lost, this at least shows the quality of the year’s GDP is
highly questionable.

The above analysis fully reveals the importance of balance sheet analysis. That
is, wealth as a stock indicator can be used to measure the quality of GDP growth
and whether there is something wrong with the development mode.

2.3.2 Structure

The balance sheet provides two groups of meaningful data. The analysis of the
relationship between different assets and different liabilities and between assets and
liabilities may lead to a number of important conclusions reflecting the national
economic structure. Based on these conclusions, coupled with other data and
analysis, we can better plan our development direction and path.

In all structural data, we pay particular attention to the country’s overall debt
ratio, financial interrelation ratio, inventory percentage in total assets and changing
trends of net financial assets.

(1) China’s overall debt to assets ratio is generally showing an upward trend and
the quality and efficiency of economic operation is low.

Figure 2.5 shows that China’s overall debt to assets ratio, i.e. the ratio of total
liabilities to total assets, is generally showing an upward trend. Especially during
2009-2010, a period seriously affected by the global financial crisis, China’s overall
debt to assets ratio saw a comparatively sharp increase, and later, despite a slight
drop in 2011, it was far higher than the level in 2007. This structural change shows
that in the formation of national assets, reliance on debt financing has increased,
thus causing an increase in debt risks. More importantly, during this period, China’s
net asset expansion was generally slower the rate of expansion of total assets and
total liabilities. This unequivocally tells us that: the wealth accumulation effects of

Fig. 2.1 China’s total assets: 600000
2007-2011 (unit: 1 billion
yuan). Source Estimates of 500000

the research group
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Fig. 2.2 China’s total
liabilities: 2007-2011 (unit: 1
billion yuan). Source
Estimates of the research

group

Fig. 2.3 China’s total net
assets during 2007-2011
(unit: 1 billion yuan). Source
Estimates of the research
group

Fig. 2.4 Changes in GDP
and the increase in net assets
(unit: 1 trillion yuan)
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economic growth in China are weak, and the low quality and efficiency as a

traditional problem has not been essentially addressed.

(2) “Financial interrelation ratio” is still at a low level

During the investigation period, the size of China’s financial assets and
non-financial assets expanded rapidly (see Figs. 2.6 and 2.7). As the size of financial
assets expanded at a faster rate, China’s financial interrelation ratio had increased.
This dynamic trend is similar to the development paths of other countries.
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Fig. 2.5 Changes in China’s
debt to assets ratio: 2007-2011
(unit: %). Source Estimates of
the research group

Fig. 2.6 China’s total
financial assets: 2007-2011
(unit: 1 billion yuan). Source
Estimates of the research

group

Fig. 2.7 China’s total
non-financial assets: 2007—
2011 (unit: 1 billion yuan).
Source Estimates of the
research group
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Financial interrelation ratio (FIR) was proposed by the American economist
Goldsmith and Lipsey (1963). It refers to the ratio of a country’s financial assets to
real assets, and it is used to measure the extent of financialization of a country’s
economy.” Goldsmith’s first study was completed in 1969, covering a financial

SHere, Goldsmith’s concept is not very rigorous. For example, financial assets include financial
assets and foreign assets, in which financial assets also include the financial assets in the financial
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Fig. 2.8 Changes of FIR in 1L4r
industrialized countries S )
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Goldsmith (1985) and 0 3
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development history of 100 years (1860-1963) of 35 countries (Goldsmith 1969);
the second study was completed in 1985 (Goldsmith 1985), covering a financial
development history of nearly 200 years’ (1688-1978) of 20 countries.

Figure 2.8 shows that in the industrialized countries that were studied, FIR was
in a rising trend on the whole. In general, it rose from about 0.4 in 1850 to 0.8 or so
at the end of the nineteenth century and reached and even exceeded 1 in the 1920s
before the Great Depression. Since then, FIR continued to rise, but hit the bottom
during the World War II and then rose again. Based on the data in Table 2.3, the
FIR of the UK, as an established developed country, has always been the highest in
the world and continued to rise in recent years and even reached above 4 in 2011.
This fully demonstrates the characteristics of the UK as one of the world’s largest
offshore financial markets and the world’s largest financial centers. China’s FIR
rose from 0.80 to 0.92 in the study period (later declined slightly), equivalent only
to the level of the US before the Great Depression and lower than the general level
of the US after the World War II (Goldsmith and Lipsey 1963; Carlson 1991). This
to some extent shows that the financial deepening in China is still at a low level, and
the financial development potential is still huge.

FIR, as an indicator reflecting the level of financial development, also provides a
unique perspective for depicting the structural characteristics of a country’s econ-
omy. As shown in Table 2.3, the countries where the real economy sectors
(especially manufacturing) were well-developed, such as Germany and Japan, had a
relatively low FIR. This reflects the fact that they emphasized the accumulation of
non-financial assets (such as plants, equipments and intangible assets etc.),
demonstrating their position as a global manufacturing power. In contrast, the UK
had a relatively higher FIR, reflecting that the financial industry was a pillar

(Footnote 5 continued)

sector. As a result, while selecting the variables, banks’ assets and liabilities are included, and in
many cases, the businesses between banks were not mutually offset.
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Table 2.3 Comparison of Country\year | 2007 |2008 |2000 [2010 |2011

FIRs of different countries: Chi 0.80 081 0.88 0.92 08

2007-2011 ina . . . 9 .89
Japan 2.07 1.92 2.01 2.05 -
Germany 175 168 169 [171 |165
The UK 314 456  [391 [390 412
Canada 219|207 [218 [223 |28

Source Estimates of the research group

industry in the UK’s economic structure and showing the fact that it was an
international financial center.

By comparing China’s relatively low FIR and rapid increase of M2/GDP ratio in
the same period, we can also find some shortcomings of China’s financial structure.
First, the relatively low FIR reflects that China’s financial system was not yet mature,
and especially the development of direct financing was seriously lagging behind;
second, FIR was relatively low but the M2/GDP ratio increased rapidly. The opposite
trend of the two financial indicators shows that the proportion of direct financing was
overly low, the funds needed in economic activities rely heavily on credit creation in
the banking system; third, the low FIR reflects that there was a larger proportion of
fixed capital formation in China, resulting in decrease in money circulation speed,
and this requires issuing a large amount of money to make up the deficit.

(3) A sharp increase of percentage of inventories in total assets and increasingly
serious excess capacity

Among the total assets, non-financial assets mainly reflecting wealth accumu-
lation in the real economy increased from 158.3 to 288.6 trillion yuan (Fig. 2.7),
among which “inventories”, “other non-financial assets of enterprises”, residents’
automobiles” and other subjects expanded most significantly. Among them, the
phenomenon of surge of “inventories” is more complicated. This may reflect
enterprises’ expectations for economic recovery (mostly presented as positive
restocking, which can be understood as positive inventory increase) or may also be
related to the ubiquitous serious overcapacity in today’s China (mostly presented as
passive accumulation of inventories, which can be understood as negative inventory
increase). We tend to believe that the later cause, i.e. overcapacity, may be a major
factor for the surge in the proportion of inventories. The increase in the proportion
of “other non-financial assets of enterprises” largely reflects the greater importance
of intellectual property rights and other intangible assets and the rise in the
value hierarchy of Chinese enterprises. The increase in the proportion “residents’
automobiles” indicates the rapid accumulation of residents’ wealth.

(4) The changes in net financial assets and net IIP were broadly consistent

Table 2.2 shows that China’s net financial assets increased from 7.4 trillion yuan
in 2007 to nearly 16 trillion yuan in 2011. Over the same period, China’s net IIP
increased from $1.2 trillion to $1.7 trillion (see Table 14.1). By converting based on
the exchange rate, the difference between the two items is not extremely great, and
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their changing trends are consistent. According to the previously mentioned
equations:

Net assets of the domestic sectors = non-financial assets
+ net financial assets of the domestic sectors

= non-financial assets + net IIP

It can be concluded that the net financial assets of the domestic sectors are equal
to the net IIP. That is, if the national balance sheet (particularly financial assets and
financial liabilities) is prepared in a reasonable manner and the data are reliable,
then the net financial assets will be equal to the net IIP theoretically. In fact, due to
the imperfectness of the existing statistical data system and comparatively low data
quality as well as the difficulty in the availability of data, the estimation results are
not completely accurate, so the net financial assets are not fully consistent with the
net IIP. By comparing the data above, the magnitudes of the two are basically
consistent and their overall changing trends also are basically the same. This
confirms that the preparation of the national balance sheet is generally reliable.
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