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After All the Thunder
Finally Comes the Rain

Thunder came in the form of a 21,000–Chinese-character document called “Decision on the Major 
Issues Concerning Comprehensively Deepening Reforms,” following China’s Third Plenum of the 18th 
Central Committee. The document is a policy blueprint that contains a set of 60 aggressive and force-
ful reform tasks encompassing 15 areas of the economy. This manifesto for change and reform ad-
dresses many of the issues that China needs to overcome in order to avoid the “middle-income trap” 
of some emerging economies, which we outlined in our two previous white papers. On paper, the 
proposals for structural reform are ambitious, broad in scope, and much more market oriented than 
proposals from the previous regime. Implementing these measures will go a long way to sustaining 
China’s spectacular development and ascendance as a world economic power. 

Like all manifestos, the devil is in the details, or as the Chinese expression says, the rain drops that 
follow the thunder. No timetable has been announced for the reform measures or the numerical 
targets. Success will be determined by the reform ambition and vision of the Xi Xinping-Li Keqiang 
leadership along with their political skill and courage in overcoming obstacles to progress. But the 
evidence since the new leaders took over in March 2013 is encouraging. The administration has 
launched a forceful anti-corruption drive and has re-oriented the pursuit of growth away from quantity 
focused to quality focused, consistent with a vision for the “Chinese dream.”  

Some of the most important reforms responsible for China’s spectacular growth trajectory came from 
previous Third Plenums over the last 35 years. The Third Plenum led by Deng Xiao Ping in 1978 and 
the one spearheaded by Zhu Rong Ji in 1993 were watershed events with almost exclusive focus on 
structural reform aimed at achieving economic growth.  

What is similar about this Third Plenum compared with the 1978 and 1993 gatherings is Xi’s empha-
sis on structural reform. The proposals refer to market forces playing a “decisive” role in resource 
allocation—a clear shift from previous language used that described a “basic” role. Financial, fiscal, 
land, and resource-pricing reform all fall under this umbrella of greater reliance on market forces.  

What is different about this Third Plenum’s proposals is the heavy focus on a range of other mea-
sures, including political and social governance, the rule of law, the environment, and national 
security issues. In our view, these measures focus on the development of the institutional structures 
needed to support the expansion of an economy from a middle-income level to developed-country 
status, which is one reason why they are so encouraging. To President Xi’s credit, the focal point of 
governance reform in his mind is to address the relationship between the government and the market.

The purpose of this paper is to review the 60 measures laid out by the leaders and assess the invest-
ment implications.
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REFORM DETAILS

The primary highlight of the Third Plenum was the emphasis that market forces should play a decisive role in the allocation of resources. This 
theme was expressed through a number of supporting directives: 

•	 Establish fair, open, and transparent markets. 

•	 All market participants should be allowed to enter various industries (except for those on the negative list) on a fair basis. 

•	 Reduce barriers to entry and introduce competition by allowing private/foreign capital into industrial and services sectors, including public utili-
ties, telecom, railways, legal services, banking, and financial industries. 

•	 Speed up the expansion of free trade zones. 

•	 Improve market regulation. 

•	 Demolish rules and practices that inhibit a uniform nationwide market and fair competition. 

•	 Improve the corporate bankruptcy system.

•	 Establish market-determined resource pricing mechanisms for water, oil, gas, electricity, transportation, telecom, etc. Administrative price con-
trols would be confined to important sectors of public welfare.

•	 Deepen the science and technology system reform. Encourage innovations and let the market decide on research and development (R&D) selec-
tion, pricing, and resource allocation. 

•	 Strengthen the use and protection of intellectual property rights; promote the integration between research and industry innovations.

Despite the elevation of market forces, the Plenum’s intention was to retain the public sector as the main pillar of the economy while co-existing 
with other forms of economic participation. Directives to that effect include the following:

•	 The basic economic structure should be one where the public sector is the main pillar, while both the public sector and the non-public sector 
would be important components of the economy. 

•	 Encourage cross-holding and integrated ownership between public capital, collectively owned capital, and non-public capital. 

•	 Encourage non-public capital to participate in public sector-led invested projects. 

•	 Improve the state-owned enterprise (SOE) asset management system, develop modern corporate governance, and enhance the operating ef-
ficiency of SOEs. 

•	 Encourage SOEs to restructure into state-owned holding companies (using Singapore’s Tamasek as a model) to foster a deeper focus on invest-
ment return rather than merely accumulating assets. 

•	 The share of SOE profits that would be transferred to the national budget will be lifted to 30% by 2020 in order to recapitalize the pension 
system.

These directives imply that there will be no large-scale privatization of the SOEs. Instead, the government wants to boost the profitability of these 
large entities by introducing competition from the private sector and reorganizing their ownership structure. The shift should increase private sector 
competition with the SOEs by offering a more level playing field.  

Financial liberalization was one of the biggest areas targeted for structural reform. The swing toward less financial repression has been evident 
in policy action all year but the reform proposals make it official:

•	 Open up the financial system, both domestically and to the outside world. 

•	 Allow private capital to establish small- and medium-sized banks and other financial institutions. 

•	 Introduce certificates of deposit (CDs), a deposit insurance system, and liberalize the deposit rate. 

•	 Widen the trading band of the renminbi (RMB) and expand its role in international trade settlement.

•	 Expand cross-border portfolio investment mechanisms, such as the qualified domestic institutional investor (QDII) and qualified foreign institu-
tional investor (QFII) programs.
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•	 Open the capital account and relax rules on cross-border financing. 

•	 Foster the development of direct financing by deepening equity, bond, and derivative markets.

•	 Revamp initial public offering (IPO) regulations and replace the cumbersome IPO approval process with a more efficient IPO registration system. 

•	 Strengthen risk management and regulation.

Most experts in international finance, as well as our own research, have concluded that in order for China to become a world financial power, it 
needed to make changes in a number of areas. First, financial intermediation has to shift from being driven mainly by the administrative guidance 
of credit toward a system based on rationing by price. Related to that was the need to deregulate the deposit rate. Additionally, the RMB can never 
become a competitor to the U.S. dollar without allowing full convertibility and the free flow of capital between China and the rest of the world. 
Lastly, the development of a modern financial system with supporting regulatory structures are all part of the measures China will need to take its 
economy up to the level of efficiency and prosperity observed in other developed economies. These directives are clearly aimed in this direction.

Allowing market forces to play a more assertive role in China’s future economic development required President Xi to re-think the relationship that 
would exist between the government and the market.  The Plenum addressed this key issue with the following administrative reform directives: 

•	 The government should reduce its direct intervention in the economy. 

•	 The government must refocus its attention on five key functions: macroeconomic management, market regulation, public service delivery, social 
management, and environmental protection.

•	 Remove or reduce administrative red tape and streamline approval procedures, increase disclosure on the approval process, simplify the firm 
registration system, and establish a unified market entry system based on a “negative list.” 

•	 Consolidate government agencies, better enforce the rule of law, establish an anti-corruption mechanism, and enhance the civil-service remu-
neration system.

•	 The agenda for local government should no longer be focused solely on GDP growth. Instead, weight would be given to an assessment on re-
source utilization as well as the environmental damage and ecological impact of development. In addition to these factors, the criteria for evalu-
ating local government performance should also include consideration for avoiding overcapacity and inefficient debt while fostering the scientific 
innovation that has resulted from development. As well, the Plenum wants local government to put more emphasis in economic development 
generally, creating jobs, boosting household income, enhancing social security, and paying attention to public health issues.

This re-definition of the role of the state could be a statement on the role of government in most developed economies. It represents another 
important step away from China’s roots as a command economy established under Mao Tse Tung to a governance structure more in line with most 
modern economies. The directives to local governments are especially noteworthy. Many of the fiscal problems China currently faces relate to the 
lopsided and singular focus of local governments on the achievement of growth. The new directive sounds a lot more like what local governments 
do in the western world.

Reforms in economic governance bring with them fiscal and tax reform directives: 

•	 Improve budget management with more open and transparent practices that include the production and release of detailed budget and financing 
plans along with a compiled and public government balance sheet. 

•	 Develop local and municipal bond markets. Establish proper management of central and local government debts with a proper risk warning 
system. 

•	 Redefine the split between central and local government responsibilities, most importantly by centralizing spending on basic pension, public 
security, public health, and food administration. Establish a system with proper assignment and allocation of fiscal responsibility and expenditure 
with a bigger role for the central government. There should be a clearer fiscal revenue and expenditure sharing system for the central and local 
governments. The central government could transfer certain fiscal spending responsibilities to local governments through transfer payments. 

•	 Deepen tax reform, including the extension of and/or implementation of the value-added tax (VAT) tax, an environmental protection tax, property 
tax, and resource tax along with a simplification of income tax rates. Any consumption tax would focus on high energy consumption, high pollu-
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tion products, and certain luxury products. 

•	 Full coverage of basic pensions; further integration of national pension system. 

•	 Fair access to education services for migrant workers and rural families. 

•	 Expand public health finance; develop community and commercial health insurance.

These proposals in the sharing/funding of governance between the central and local governments break new ground and attack a few of the most 
acute problems with the current structure. By redistributing participation in tax revenues and fiscal expenditures, this directive—in addition to 
previous ones— should defuse many of the issues surrounding the local government debt problem.

One of the toughest areas of reform has been the Hukou system of family registration that historically acted to control immigration of labor from the 
rural parts of China to the urban centers. The practical consequence of these laws is that an estimated 200 million Chinese live outside their of-
ficially registered domiciles in urban areas where they have far less eligibility to government services, much like illegal immigrants. The Plenum 
focused directly on this structure with heavy emphasis on land reform.

•	 Establish a new rural-urban relationship so that farmers can participate and enjoy the fruits of economic development. Farmers should be granted 
the rights of ownership with proper compensation from their collectively owned land. 

•	 Improve the planning and usage of urban and rural land. 

•	 Establish a market to exchange and transfer rural properties in an open and regulated manner. Ensure that farmers will be able to enjoy the rise 
in the valuation of their land. 

•	 Establish a unified urban-rural land market. 

•	 Allow collectively owned rural construction land to be transferred, leased, and used as equity investment. 

•	 Allow local governments to develop various channels to finance urban development, including issuing debts; allow non-public capital to partici-
pate in urban infrastructure investment and operation.

•	 Accelerate the urbanization of rural migrant workers by gradually speeding up household registration (hukou) reform. 

•	 Fully open up the resident restriction for counties and small cities; open up medium-sized cities’ resident status in an orderly way; appropriately 
define the conditions for big cities’ resident status; strictly control population size of ultra-large cities. 

•	 Establish a fair and sustainable social safety network; study and formulate the policy to gradually delay the retirement age; deepen the medical 
and health system reform.

These reform proposals on urban-rural integration revolve around the “new urbanization” concept, which is perceived to be the main driver for 
China’s long-term growth. Productivity is very high in the urban centers and very low in the rural areas. So a shift in urbanization in China on a scale 
comparable to South Korea or other Asian neighbors could propel China on a strong growth path for the next 20 years.

However, the land reform also takes aim at the problem of low productivity in rural parts of the country. Because no property rights exist currently, 
farmers have no incentive in investing in their lands, only in exploiting the profits they can achieve from its produce. Although absolute ownership is 
still missing from these proposals, the directive aims for a form of leasing from collective ownership of the state, which gives a farmer most of the 
rights and privileges that would come with ownership.    

In combination, these measures seek to boost productivity in rural parts of the country as well as facilitate the expected transfer of hundreds of 
millions of people from rural areas to the cities. The measures also flatten the country’s income distribution by encouraging a transfer mechanism 
favorable to farmers—the lowest income earners in China.

In addition to detailed economic reform proposals, the directives focus on a number of other important areas of political and social reform, including:

•	 Strengthening the socialist political system.

•	 Deepening judicial system reform, which features social justice and abolishment of the labor re-education camps. Strengthen monitoring on the 
use of government power, boost anti-corruption systems, and increase party discipline inspections in order to prevent the abuse of public power.
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•	 Enhance cultural developments and deepen reform of the education system. 

•	 Innovate and improve the social government system, prevent and resolve social conflicts, improve the public safety system (including food safety).

•	 Accelerate ecological system construction and protect the environment.

•	 Reiterate that the army should be property controlled by the Communist Party, reform the military system, and optimize the size and the structure 
of military force. 

Much of this might sound like motherhood policies in a western economy. But this is China—where the communist party has been the judge, jury, 
and executioner. This political structure has served China’s interests well in producing a prosperity improvement unparalleled in human history. 
But it has also brought with it a predictable increase in corruption and misuse of power. Moreover, the concentration of power in only a few hands 
represents an inherent instability. The wrong leadership in a dictatorial political structure can push an economy down as fast as it can push it up.

The directives on social and political reform are by far some of the vaguest in terms of practical implementation. But they may be some of the most 
important in terms of laying the ground work for a political structure that transcends the communist party.

Some Investment Implications

1.	 These measures are bullish for long-term growth and, therefore, equities over the same time horizon. SOEs have been propped up through 
financial repression and subsidized by national savings, all in return for a low return on investment. These reforms should boost productivity and, 
at the same time, end financial repression and shrink the productivity drag from the SOEs. The implication is a re-rating of China’s long-term 
economic outlook and share prices.  

2.	 In theory, these proposals reduce the risk of a credit bust in China. The overhang of excess debt has been well documented and the stage should 
be set for a recession if interest rates are allowed to rise through deregulation, other things remaining unchanged. The offset is the boost to 
productivity that will follow an opening of the economy to domestic and foreigners along with their capital. In addition, land reform will also 
boost agriculture and industrial investment.

3.	We continue to favor small-cap equities in China over the large companies and indexes, which are dominated by the SOEs. The Chinese govern-
ment’s efforts to deregulate the economy and dismantle state monopolies will undoubtedly create many new growth opportunities for small and 
private businesses and will cause dislocations to state-owned companies, especially SOE banks who will suffer from liberalized interest rates.

4.	Liberalizing of deposit interest rates will erode the profit margin of SOE banks. It represents a de facto monetary tightening to this industry. In 
addition, SOE banks will be under competitive pressure from new entrants, both foreign and domestic, to the banking industry, which have been 
invited and encouraged by these reforms. The implication of these collective measures is a transfer of wealth from the big SOEs to smaller start-
up companies. In addition to higher financing cost, restricting new local government debt should also suppress credit growth. Corporate debt 
yields will stay high in the short to intermediate term, as these reforms will be accompanied by monetary tightening in the deleveraging process. 
We think the reform is negative for credit sectors.

5.	Areas of the economy supported by price subsidies have produced overcapacity. The government has already targeted a rapid consolidation of 
this capacity, which goes hand in hand with its new approach to using market prices as the means for resource allocation. Prominent industries 
vulnerable to rationalization are coal and steel, due as well to the drive for environmental protection. Upstream oil producers should benefit 
while there could be a near-term lull for consumers as higher prices are passed on to them.

6.	During the medium to longer term, the various reform measures should be a plus for consumption and Chinese households, which is why we 
think there is an opportunity in the consumer sector: cars, clothing, appliances, baby products, and education-related measures. Efforts to 
facilitate urbanization, including the full coverage of public pensions and health insurance along with the relaxation of the Hukou system, are 
constructive for household spending. In addition, households benefit from this shift through higher deposit rates and alternative sources of sav-
ings and income through investment. Demand for soft commodities will grow.

7.	 The RMB should strengthen. The financial reform process will be gradual but quite dramatic. Starting with a widening of the RMB exchange rate 
trading bands, the People’s Bank of China (PBoC) will facilitate enlargement of the QFII and QDII programs, move to establish more market pricing 
of government bonds, and implement a deposit insurance program. PBoC Governor Zhou Xiaochuan also has indicated that the government will 
promote capital flows in both directions and will allow more foreign companies to issue IPOs in the domestic stock market or issue RMB bonds 
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in the domestic bond market in addition to permitting individuals to make portfolio investments overseas, the so-called “QDII2.”  The elephant 
in the room on the reform agenda, however, is the liberalization of interest rates on deposits. The impact effect from this shift will be quite 
significant, which is why the operative word for all these measures is gradual. Nevertheless, the prospect of the free flow of capital in and out of 
China and market rates seems extremely constructive, which is why we anticipate RMB strengthening into these reforms rather than the outflow 
that the Sino-pessimists predict.

There are winners and losers in any reform process. But overall, the prospect of market-based allocation of resources, the opening up and develop-
ment of capital markets, currency convertibility and an end to financial repression, and the development of a governance structure to support the 
process and public sector strike us as extremely positive. After all this thunder, the issue now is how much rain is China actually going to see.
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