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Third	
  Plenum	
  is	
  about	
  Reshaping	
  Governance	
  

Market	
  
Decisive	
  

One	
  Principle	
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  Groups	
  

Three	
  Themes	
  

Restructure	
  
SOEs	
  

Economic	
  Security	
  

	
  
Realign	
  
Center-­‐
Local	
  
	
  

Unify	
  	
  
Urban-­‐Rural	
  

+	
  Tools	
  –	
  Revamp	
  Fiscal	
  System,	
  Ra8onalize	
  Financial	
  



(1)	
  The	
  Principle	
  	
  

•  Market	
  is	
  decisive	
  in	
  seTng	
  key	
  prices	
  and	
  
alloca8ng	
  resources	
  while	
  Government’s	
  role	
  
is	
  to	
  complement	
  the	
  market.	
  

•  But	
  principle	
  requires	
  sound	
  ins8tu8ons	
  and	
  
compe88ve	
  markets.	
  	
  Not	
  the	
  case	
  yet	
  in	
  
China,	
  especially	
  for	
  labor,	
  land	
  and	
  capital.	
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(2)	
  Two	
  key	
  groups	
  dealing	
  with	
  security	
  and	
  economy	
  

Contain	
  Surge	
  in	
  Mass	
  Protests	
  	
   Maintain	
  Economic	
  Progress	
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(3a) Better managed urbanization to promote 
productivity and urban-rural equity 
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China	
  

Province	
  A	
  

State	
  Enterprises	
   Private	
  
Enterprises	
  

Province	
  B,C…	
  

Rest	
  of	
  the	
  World	
  

(3b)	
  Strengthen	
  compe88on	
  between	
  	
  SOEs	
  
and	
  private	
  sector	
  to	
  drive	
  future	
  growth	
  

Role	
  of	
  the	
  State	
  

Strong	
  

Robust	
  

Weak	
  

Globaliza8on	
  

Regional	
  
Compe88on	
  

State	
  vs.	
  
Private	
  Firms	
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Narrow	
  ROA	
  between	
  SOEs	
  and	
  private	
  firms	
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(3c)	
  Reform	
  decentralized	
  administra8on	
  to	
  support	
  both	
  	
  
economic	
  and	
  poli8cal	
  objec8ves	
  	
  

Concrete	
  targets;	
  	
  
known	
  policy	
  
instruments	
  

	
  

Experimenta8on	
  
encouraged,	
  	
  success	
  
easy	
  to	
  measure	
  and	
  	
  

reward	
  	
  

Stability	
  paramount,	
  
condi8onal	
  autonomy,	
  	
  

concession	
  	
  with	
  repression	
  
to	
  avoid	
  escala8ng	
  	
  to	
  Beijing	
  	
  

Abstract	
  targets;	
  
uncertain	
  policy	
  
instruments	
  	
  

Economic	
   Poli6cal	
  

Beijing	
  sets	
  
Objec6ves	
  and	
  

Targets	
  

Regional	
  
Performance	
  

shapes	
  
promo6on	
  
prospects	
  

Appoints/rotates	
  
local	
  officials	
  to	
  
achieve	
  na6onal	
  

objec6ves	
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*Social	
  expenditures	
  include	
  health,	
  educa<on,	
  and	
  welfare	
  spending	
  

	
  	


High	
  

Income	
  
OECD	



Middle	
  
Income	
  
Upper	
  	
  	
  
Lower	



	
  China	



Total	
  
Expenditures	

 42	

 33	

 36	

 26	



Social	
  
Expenditures	

 27	

 16	

 15	

 9	



Other	

 15	

 17	

 21	

 17	



(4a)	
  China’s	
  budget	
  needs	
  to	
  play	
  a	
  larger	
  role	
  	
  
(%	
  of	
  GDP,	
  2008)	
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Fiscal	
  System	
  is	
  Misaligned	
  

Taxing	
  power	
  centralized	
   Expenditures	
  decentralized	
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Local-­‐government	
  investment	
  companies	
  
crea8ng	
  debt	
  risks	
  

Local	
  
Investment	
  
Company	
  

Banks	
  

Collateral	
   $$	
  

Local	
  
Government	
  

Financial	
  
Intermediaries	
  

Transport,	
  
Energy,	
  
Water,	
  
Housing	
  

Ini6al	
  
capital	
  

Collateral,	
  
like	
  land	
  

Bonds	
  and	
  
shares	
  

$$	
  

$$	
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(4b)	
  Key	
  Financial	
  Reforms	
  
•  Promote	
  compe88on	
  between	
  banks,	
  
strengthen	
  capital	
  markets,	
  eliminate	
  bias	
  
favoring	
  state	
  banks	
  and	
  borrowers,	
  and	
  
improve	
  regulatory	
  system.	
  

•  Develop	
  capital	
  markets	
  to	
  support	
  more	
  
flexible	
  but	
  not	
  necessarily	
  higher	
  interest	
  
rates.	
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China’s	
  banks	
  play	
  too	
  large	
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  a	
  role	
  	
  
	
  Money	
  Supply	
  (M2)	
  as	
  Percent	
  of	
  GDP,	
  2011	
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One	
  year	
  deposit	
  
rate	
  

Infla8on	
  
(yoy)	
  

China	
   3.25	
   2.5	
  	
  

Japan	
   0.20	
   1.6	
  

Singapore	
   0.25	
   2.6	
  

South	
  Korea	
   2.30	
   1.1	
  

Taiwan	
   0.55	
   0.3	
  

UK	
   1.40	
   2.0	
  

US	
   0.20	
   1.2	
  

China’s	
  	
  deposit	
  rates	
  are	
  not	
  low!	
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(5)	
  Regional	
  strategies	
  drove	
  increase	
  in	
  investment	
  	
  
	
  (regional	
  investment	
  rate	
  as	
  %	
  of	
  GDP)	
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But	
  Investment	
  Efficiency	
  (incremental	
  capital	
  output	
  ra8o)	
  is	
  a	
  
problem	
  in	
  the	
  western	
  region	
  	
  (lower	
  is	
  beoer)	
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Roads	
  can	
  have	
  a	
  high	
  or	
  low	
  return	
  
Western	
  region	
  	
  -­‐	
  Xinjiang	
   Near	
  Beijing	
  



(6)	
  Third	
  Plenum	
  reforms	
  unlikely	
  to	
  alter	
  percep8ons	
  
about	
  China’s	
  unbalanced	
  growth	
  

(Percent	
  of	
  GDP)	
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China’s	
  unbalanced	
  growth	
  resembles	
  other	
  
successful	
  Asian	
  economies	
  

(year	
  0	
  –	
  start	
  of	
  decline)	
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Factory	
  Worker	
  	
  
• Value	
  added	
  of	
  iPod	
  =	
  60,000	
  
• Wages	
  =	
  30,000	
  
• 15,000	
  consumed,	
  15,000	
  saved	
  
	
  
	
  
	
  
	
  
	
  

	
  Rapid	
  urbaniza8on	
  causes	
  a	
  decline	
  in	
  the	
  share	
  of	
  
consump8on	
  to	
  GDP	
  

Farmer	
  	
  
• Value	
  of	
  rice	
  =	
  10,000	
  
• Income	
  =	
  9,000	
  
• 7,000	
  consumed,	
  2,000	
  
saved	
  
	
  
	
  
	
  
	
  
	
   Labor	
  share	
  of	
  output	
  goes	
  from	
  90%	
  to	
  50%	
  
Consump8on	
  share	
  of	
  GDP	
  goes	
  from	
  70%	
  to	
  25%	
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  No	
  need	
  for	
  more	
  consump8on	
  driven	
  growth	
  
since	
  consump8on	
  is	
  already	
  growing	
  rapidly	
  

21	
  



Third	
  Plenum	
  reforms	
  can	
  move	
  China	
  closer	
  to	
  
others	
  in	
  urbaniza8on	
  and	
  services	
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(7)	
  China’s	
  debt	
  has	
  surged	
  since	
  the	
  financial	
  
crisis	
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Rise	
  in	
  Shadow	
  Banking	
  accounts	
  for	
  much	
  of	
  
the	
  increased	
  debt	
  



Less	
  leveraged	
  than	
  developed	
  more	
  
indebted	
  than	
  developing	
  countries	
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Does	
  China	
  have	
  a	
  debt	
  crisis?	
  
•  Rapid	
  debt	
  rise	
  is	
  a	
  serious	
  but	
  manageable	
  concern.	
  

•  China’s	
  debt	
  is	
  largely	
  domes8c,	
  backed	
  by	
  enormous	
  
reserves	
  and	
  savings	
  and	
  supported	
  by	
  trade	
  surpluses.	
  

	
  	
  
•  Local-­‐government	
  debt	
  needs	
  to	
  be	
  prevented	
  from	
  

becoming	
  	
  a	
  major	
  problem.	
  
	
  	
  
•  Shadow-­‐banking	
  	
  needs	
  to	
  be	
  beoer	
  regulated	
  and	
  

contained.	
  

•  Solu8on	
  requires	
  sustainable	
  GDP	
  growth	
  of	
  7-­‐8	
  percent	
  
along	
  with	
  8ghter	
  financial	
  policies	
  and	
  fiscal	
  reforms.	
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Growth	
  impact	
  of	
  credit	
  has	
  declined	
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Divergence	
  between	
  investment	
  and	
  GFC	
  explains	
  
why	
  credit	
  is	
  not	
  producing	
  as	
  much	
  GDP	
  growth	
  

28	
  



Must	
  restore	
  pre-­‐s8mulus	
  produc8vity	
  growth	
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If	
  implemented	
  Third	
  Plenum	
  reforms	
  will	
  increase	
  
produc8vity	
  and	
  growth	
  	
  

1.	
  Shit	
  of	
  resources	
  from	
  state	
  to	
  private	
  investment	
  	
  
	
  
2.	
  More	
  efficient	
  urbaniza8on	
  process	
  	
  
	
  
3.	
  Restructuring	
  regional	
  investment	
  strategies	
  	
  
	
  
These	
  ac8ons	
  could	
  add	
  1-­‐2	
  percentage	
  points	
  to	
  
current	
  underlying	
  growth	
  of	
  6.5	
  percent.	
  
	
  
Projected	
  GDP	
  growth	
  :	
  	
  2014-­‐2015	
  –	
  7.5	
  	
  
	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  2016-­‐2018	
  –	
  8.0	
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