Industrial Rebalancing is
Already Here, But Can
it Continue?
Nate Taplin

Key points
• The relationship between electricity consumption and industrial production in
China has weakened since the financial crisis.
• Steep falls in metals output now have a larger impact on electricity demand than
on aggregate profits due to changes in Chinese industrial structure over the past
half decade.
• Electricity production now is a far worse proxy for overall industrial growth than
it was when electricity demand was concentrated in a handful of low value-added
industries.
• The change in the relationship provides evidence that China’s industrial ‘rebalancing’ away from heavy industry has already been underway for some time.
• But recent weak consumption data raises questions as to whether this trend can
continue without further reforms.

Introduction
In July 2012, NBS spokesman Sheng Laiyun made what appeared to many
to be an improbable claim: the summer’s large gap between electricity
output and industrial growth was a product of shifting industrial structure,
and not data manipulation. Although Sheng’s claim was received with a
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healthy degree of scepticism, a close look at Chinese industrial output and
electricity consumption data suggests that he was in fact correct. The downturn in 2012 was concentrated in electricity-intensive, but relatively low
value-added sectors – especially metal smelting and cement – which largely
explains the steep decline in electricity production relative to value added
last year. Although this shift was largely cyclical in nature, and is now being
partially reversed as the construction sector recovers, structurally lower
profitability in energy-intensive sectors since 2007 may portend a weaker
correlation between electricity output and industrial growth in the future.

Industrial growth is not just buildings and bridges
To understand why electricity demand fell so much faster than overall
industrial growth in the summer of 2012, consider two key facts. First,
close to 50% of industrial electricity demand is concentrated in heavy
industrial sectors, which consume large amounts of energy but produce
relatively little value added. And second, the majority of these sectors are
highly dependent on real-estate development and construction, where the
downturn last year was concentrated.
Chinese industry consumes a lot of electricity, but close to 50% of industrial power demand feeds just three sectors: metal smelting, cement and
building materials, and chemicals. These industries, however, produce a
relatively small proportion of overall gross industrial profits (a rough proxy
for value added). This means that a steep fall in output from these energyintensive but relatively unprofitable sectors could produce a big fall in
electricity demand relative to overall industrial growth (in value terms).
This is exactly what happened in the summer of 2012 as falling real estate
development activity pushed production growth of cement, steel and
other heavy industrial products down into the low single digits, even as
output of many higher value-added goods remained relatively robust.
Moreover, gross profits in the metals sector – the single largest consumer of electricity – have been growing far slower than industrial profits
as a whole since 2007. Profitability in the energy-intensive steel sector, in
particular, has been underperforming overall industrial profit growth since
2004 as rising iron ore costs paired with stagnant steel prices pushed down
margins. However, metals have continued to consume a high and rising
percentage of overall power demand. The result is that the metals sector
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