
What to expect when expecting:  

Policy reforms to bring the birth of China’s future 
Dr. Yifan Hu  

Chief Economist & Head of Research 

Haitong International 

yf.hu@htisec.com 

Haitong International Research Limited 



1 

Another Golden Decade ahead 

• Xi administration likely to oversee another golden decade of 

growth, implying 5-8% annual GDP growth for the next 10 years, 

via productivity improvement and technology upgrading along 

with the urbanization process; short-medium term boost from 

investment including infrastructure in particular buy time for China  

• Growth momentum to gradually phase out unless domestic 

consumption can catch up aggressively, implying a transition to a 

consumption driven from an investment & export driven model 

• Upcoming Golden Decade is not only a Golden Decade for 

growth, but also for reforms, as reforms will be easier to push and 

implement during times of considerable growth   
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Urgent calls for reform for long term growth 

• Reforms entering deep waters after 30 years experience of 

“crossing the river by touching the stones,” reforms much 

needed for sustainable growth 

• It is a consensus that China has no choice but continue to 

march forward, however, there are great differentiations of 

reforms in details. The choice of reform routes and policy 

mix now will have fundamental influence on China’s 

economy and society for the future decades. 

• Great expectations for reform as new leadership enters 

office; “visible hand” of the government paramount to 

successful reform implementation 
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Supportive policies needed for the short term   

• In spite of promising medium and long term prospective, 

China’s economy is facing difficulties in the short term, as all 

major macro and micro indicators have been declining for 

over a year 

• Supportive measures are urgently needed to give the  

economy a proper push at the right time; the costs of bailing 

out to be much higher and the process much harder if 

support is postponed, as the downward inertia continues to 

enlarge 

•  We do not agree with the view that the economy could self-

adjust and restructure itself amid a moderate decline of 

growth 
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The government recent actions have shown signs of supports on economy 

together with structure adjustment 

• The PBOC announced on July 19 to liberalize lending rates effective July 22, 

interpreted as a willingness to ease credit conditions and clean the shadow 

banking sector 

• The first wave of fiscal supportive policies announced by the State Council on 

July 23 mainly including 1) supports on railway infrastructure via widening 

funding raising channels and allowing private ownership on inter-city railway and 

municipal railways; and 2) supports on small enterprises via temporarily waiving 

sales tax and VAT for firms with monthly sales below 20K.  

• China Railway Corporation issued on July 23 RMB 20 bn railway construction 

bonds with a maturity of 10 years and a coupon rate of 4.97%, a part of the bond 

quota of 150 bn this year approved by NDRC to fuel 73 railway construction 

projects.  

• We expect more waves of policies to come out in 2H13, including consumption 

subsidy policies, infrastructure support policies, tax deductions for emerging 

industries, comprehensive policies for service sectors, etc.  
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Major reforms expected during Xi & Li’s first term 

• During Xi & Li’s first term, they are likely continue with the 

various reforms which have a solid foundation to build on, or 

expand upon the reforms which are already in place, rather 

than pursue the most difficult and politically sensitive 

reforms. The following reforms are highly likely at their first 

term. 

1. Fiscal and tax reforms 

2. Financial reforms 

3. Population and income reforms 

4. Environment related reforms 

 

 

 

 



1. Fiscal and tax reforms 
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Three hot fields in reform 
 
• Reforms to address rising local government fiscal 

difficulties  

• Reforms on property tax 

• Reforms to lower tax burden 

 



8 

1.1 Reforms to address rising local government fiscal difficulties 

 

• Imbalance tax revenues and expenditure of state and local 

governments 

• In 2012, central government collected 47.8% of tax revenues 

with 36.3% of expenditure; while local government at 52.2% and 

63.7% 

• Gap forces local governments to utilize other financing sources 

• Created dependence on land sales and local government 

financing platforms (LGFP), both of which are unsustainable 

long term sources of finance 

• Two components to addressing fiscal difficulties: 

a) Issue local government bonds for local financing 

b) Rebalance local expenditure to closer reflect tax revenue 

breakdown 
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a. Issue local government bonds  
 
• Local government bonds can be long term solution and reduce reliance 

on LGFP and land sales 

• Currently local governments apply to central government, which issues 

bonds on their behalf via the Ministry of Finance; strict 2013 annual 

quota of RMB 350 bn.  

• Four pre-requisites to implementation 

• Clean up LGFPs including city investment bonds; asset 

management companies are a potential solution 

• Establish technical infrastructure, i.e. credible & transparent credit 

rating system, derivatives market, etc. 

• Incentivize local governments to take responsibility for issued 

bonds 

• Local governments must provide public with accurate information 

on spending plans 
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b. Rebalance local expenditures (“pay as go”) 
 
Several areas where the spending can be reoriented towards central 

government led spending include: 

• Public security 

• Education spending 

• Environmental protection 

• Maintenance of public services 

• Medical and healthcare 

 

 

 

China: Comparison of central and local government expenditures (2011)

Expenditure Central (RMB mn) Local (RMB mn)

General Public Service (GP) 119,031 1,008,477

Diplomacy 30,775 275

National Defense 583,597 19,829

Public Security 169,547 526,726

Education 326,859 1,549,828

Science and Technology 203,406 188,588

Culture, Physical Education and Media 41,588 170,464

Social Security and Employment 471,577 1,060,692

Medical and Health Care 174,778 635,819

Environment Protection 162,303 256,679

Others 1,548,323 3,855,991

Total 3,831,784 9,273,368

Sources: CEIC, HTI
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1.2 Property tax 
 
• A potential “golden bullten” to calm down housing fever and 

narrow the inequality gap 

• Two major pilots already implemented: Shanghai & Chongqing, 

but with narrow scope, limited impact, and legal issues 

• Several major considerations regarding property tax 

implementation: 

• Legal issues: land lease vs land sale system; an unique tax 

should be applied nationwide and written in law 

• Various technical problems: comprehensive information 

system, fair valuation, exemption, etc. 

• Effective enforcement mechanism must be established 
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1.2 Property tax reforms (cont.) 
 
 

 

• The property tax may come soon in more pilot cities with the 

following features: 

• Annual tax rates set between 0.5-2% per annum 

• Taxes to be levied on future purchases rather than made 

retroactive 

• Exemptions to be created: e.x. family’s first home, homes 

under 90 sq/m, state owned properties 

• Different rates based on region: based on need to control 

property prices, affordability of housing, GDP per capita 

• Progressive tax rates on multiple property ownership 

• More transparent government expenditures required to justify 

levying of property taxes 
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1.3 Reforms to lower tax burdens 
 
 

 

• China has one of the world’s highest tax burdens: World Bank 

states overall corporate tax rate for Beijing/Shanghai at 73.9%, 

compared to 52% in Tokyo, 46.2% in New York, 24.4% in HK 

• With China’s low public debt levels, government has leeway to 

reduce tax burdens and assist companies in excelling: 

• VAT reforms to be expanded nationwide; transition from 

business tax to VAT to reduce tax burden on corporations 

and improve competitiveness 

• Various targeted measures to aid SMEs or new emerging 

sectors such as high-tech, high-end machinery equipment, 

new energy 

• Continuous income tax reforms  

 

 

 



2. Financial reforms 
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Foreseeable financial reforms 
 

• Diversify sources of financing   

• Capital market liberalization & RMB 

internationalization 

• Interest rate liberalization 
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2.1 Diversify sources of financing 
 
 

 

• Banks in China play a dominant role in financial system: reforms may 

target diversifying financial assets and financing structure 

• Banks hold over 90% of financial assets compared to 45-55% in the US, 

and self-raised capital and domestic loans combine for 80% of sources 

of financing, indicating the weak role of direct financing and 

underdeveloped capital market 

• The development of alternate sources of financing is critical for China’s 

continuous growth, with special emphasis on the following fields: 

a) Establish a comprehensive and mature bond market  

b) Promote insurance market and pension system  

c) Energize stock market and deepen reforms  

d) Development of non-bank loan lending sources and regulation 

enhancement  
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Banks play dominant role in China 
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a) Establish a comprehensive and mature bond market  

 
 

 

• China’s bond market has expanded over 10x in size over 

the past decade, total size of RMB 24.4 tn in 2012; but size 

is still limited, accounting for 46.3% of GDP, compared to 

243.1% of GDP in the US 

• Three main policy focuses: 

• Integrate the segmented bond markets, and combine 

regulatory roles into one regulatory body 

• Relax restrictions on bond issuance 

• Foster independent and reputable credit rating agencies 
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b) Promote insurance market and pension system  

 
 

 

• Huge growth potential for insurance market and pension system 

amid demographic aging and rising wealth 

• Slow growth, small size (3% of total financial assets vs. 30% in 

the US; 15.7% of GDP vs. 110% in the US) 

• Three primary focuses: 

• Expand size (pension as 50% of GDP as the benchmark for 

“reasonably well prepared” according to WEF) 

• Improve investment returns via better managed and more 

diverse investment schemes 

• Preferential tax policies for tax deferral to encourage 

investment into insurance and pension, leading to 

development of market and individual saving 
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c) Energize stock market and deepen reforms 

 

 

 

• Market cap of China’s stock market approx. USD 3.2 tn, up 

from a mere USD 400 bn in 2002, with 2506 listed firms 

• Deepen reforms across various categories: 

• Main domestic stock market reforms to include 

encouraging innovation, enhancing risk management, 

and strengthening transparency and supervision 

• OTC market development, with rapid expansion of the 

Third Board at a regional level, to be gradually 

connected to the main board 

• Promote integration with international capital markets, 

via QFII/QDII and development of an international board 
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d) Development of non-bank lending sources 
 

 

 

• Development of non-bank lending sources to reduce 

overdependence on banks and increase channels of 

finance 

• Trust loans, entrusted loans, leasing, financing, and 

derivative financial instruments, are commonly called 

“shadow banks”; these sources are estimated to have 

rapidly grown to RMB 30 tn by 2012  

• Acknowledge positive sides of “shadow banks” while 

improve regulation to minimize potential systemic risks 
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2.2 Capital market liberalization & RMB internationalization 

 

 

 

• Capital market liberalization is one of the next steps of the evolution of China’s 

financial system as it becomes increasingly integrated with global markets 

• Recent focus has been on RMB internationalization. We can summarize this 

process in 3 phases, of which China is transitioning from  1 to 2: 

• Phase 1. The early stage of RMB internationalization can be characterized 

by an easing of policy controlling capital flows, trade flows and direct 

investment flows. 

• Phase 2. The advanced stage of RMB internationalization can be 

characterized by the free circulation of capital flows, meaning a total 

liberalization of the capital account, also meaning unconditional RMB 

convertibility. 

• Phase 3. The most advanced stage of RMB internationalization would be 

embodied by a stature of world reserve currency for the RMB, an active 

and stable RMB offshore market, as well as a profound and well-

developed international financial center in Shanghai.  
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Promotion policies 
 

 

 

• QFII, RQFII, QDII to be rapidly developed; quotas may be 

expanded to 10x current levels 

• RMB offshore market to be expanded in scale and scope; 

developing RMB products, new offshore centers possible 

• Exchange rate liberalization to continue 

• RMB repatriation to be developed 

• Cross border clearing systems to be enhanced and integrated 

with the international system 

• RMB currency swaps to be expanded 
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2.3 Interest rate liberalization 
 

 

 

• Mismatched interest rates are a major factor for over-investment; 

inflexible rates lead to low investment costs for state owned firms 

while SMEs suffer shortages of financing 

• Current lending and deposit rates are still controlled by the 

PBOC; long pursued goal to make interest rates more 

responsive to market forces; a well-developed bond market is 

the key 

• Dual RMB interest rates between RMB onshore and offshore 

markets to push interest rate liberalization; a recent case study: 

HK banks able to provid Qianhai region RMB loans with lower 

rates 

 

 

 

 



3. Population and income reforms 
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Two major reforms 
 
• Income reforms 

• Reforms on One Child Policy 
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3.1 Three major income reforms 
 

 

 

• Income reforms are important for addressing the inequality 

problem in China, and to increase household wealth as 

China moves towards a domestic consumption driven 

model of growth 

• Three major categories of income reforms: 

a) Doubling income plan 

b) Tax reforms in the first round of wealth allocation  

c) Boost social transfers in the second round of wealth 

allocation 
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a) Doubling income reforms 
 
• Outlined during the 18th NPC to double per capita income by 2020 

• Real income growth more important 

• Increase income share in GDP more important 

• A systematic plan requires great efforts; lessons from Japan’s 

doubling income reforms in 1960s 

• Emphasize balancing economic development with societal 

harmony 

• Narrow competitiveness gap between large enterprises and 

SMEs 

• Emphasize upgrading of infrastructure as priority 

• Improve competitiveness of corporations and individuals by 

investing in training and technology 
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b) Tax reforms in the 1st round of wealth allocation 
 
• China has one of the highest income tax rates with any 

deductions 

• Personal income tax reform 

• Lower tax rates  

• Adjust tax brackets 

• Introduce deductions 

• Additional taxes could be levied to narrow income inequality 

gap 

• Social security tax 

• Inheritance and gift tax  
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c) Boost social transfers in the 2nd round of wealth allocation 

 

 

 

Social transfers (2012)

Country % of GDP

China 6.5

France 32.1

Germany 26.3

Greece 23.1

Italy 28.1

Japan 22.4

Korea 9.3

Mexico 8.2

Spain 26.3

Turkey 12.8

United Kingdom 23.9

United States 19.4

OECD Average 21.7

Sources: OECD, CEIC, HTI

Note: China, Japan, Mexico, and Turkey data is from 2009 Social 
security

55%
Allowances

28%

Other
17%

China: Government transfer breakdown (2009)

Sources: CEIC, HTI
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3.2 One Child Policy at a critical juncture for revision 

• One Child Policy launched in 1980, with a design for review 

and revision after 30 years 

• China’s fertility rates fell to 1.8 per woman (2.0 for healthy 

generation evolution), Beijing/Shanghai estimated below 1.0 

• Three major problems ermerged: 

• Shrinking effective labor pool, working age population 

peaking by 2015 

• Aging crisis ahead, population aged 65+ at 16.5%, from 

7% in 2000 

• Emergence of a 4-2-1 structure 
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Aging problems in China 
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Possible policy revisions to the One Child Policy 

• Restrictions on the second child birth to be eased, but 

controls to remain on the third child 

• Pilot programs in the selected regions to start as early as 

2013 

• Ease age guidelines for childbirth (urban 25, rural 23) 

• Ease age gap guidelines for second child (5 year gap) 

• Gradually allow couples with one spouse from single 

child household to have a second child 

• Gradually lifting restrictions on rural citizens 
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Possible consequences after One Child Policy easing  

• 2013-15 to be the trial period, open policy for the second 

child likely starting from 2016 and onwards 

• Labor structure to be gradually improved, possibly a new 

peak of the effective labor 15-20 years later 

• Urban “two-high” (high education and high salary) and rural 

households to be more willing to have a second child, while 

less affluent households are likely to hesitate given the high 

life pressures and high costs of raising children  

 

 

 

 

 

 



4. Environment related reforms 
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Environment related reforms 
 
• Rapid economic growth of past 30 years at the cost of 

environment and resources 

• China’s environmental issues have grown in prominence 

recently, highlighted by concerns over Beijing’s air quality 

• Many urgent environmental issues plaguing China, including: 

• Air pollution: high PM2.5 levels pose risk to mortality, 

many major cities far beyond WHO recommended level of 

25 μg/m³ (Beijing 162 μg/m³, Shanghai 118.5 μg/m³)  

• Water pollution: industrial accidents, waste disposal, 

household pollution 

• Soil erosion 
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Environment related reforms 
 
• New leadership under pressure to improve environment, 

possible measures include: 

• Investing in cleaning up pollution: Ministry of 

Environmental Protection pledged RMB 350 bn for over 

13k projects to control emissions 

• Further develop and encourage cleaner energy sources: 

reduce coal dependency, develop green energy 

• Levy resources taxes, environmental taxes, and sin taxes 

to encourage sustainable behavior 

 

 



Conclusion 
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Conclusion 

 

 

 

• 2013 is critical for global economy; call for new resources of growth: 

structural reforms are necessary for the long-term growth; emerging 

economies especially China likely to be the engine of global growth 

• Abundant global liquidity to flow to emerging countries especially 

emerging Asia; RMB exchange rate to remain stable or rise slightly 

• China's economy at the bottom urgent calls for policy supports; recent 

signs of supports from both monetary and fiscal sides to lead the 

economy rebound in 2H13 

• Golden Decade of growth provides opportunity for the implementation of 

the necessary reforms; to the success of the reform will continue to 

embark on the road of becoming a superpower 

• Sectors including financial, infrastructure-related, technology, health 

care and new energy to outperform in 2013 
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Global currency war leading to 3-speed economy 

• Shinzo Abe and Abenomics have reignited a global currency war 

• The Fed, ECB and PBOC have kept a high level of liquidity to support economy 

and avoid overvaluation of currency  

• The global currency war to exacerbate asymmetries of the three-speed world, 

the new global equilibrium identified by the IMF 

• High-speed group. Emerging economies including Southeast Asia and Latin 

America are to benefit from waves of hot money with a risk of overheating; 

China to pick up along with announcement of supportive policies for 2H13. 

• Mid-speed group. US and Canada with a modest level of growth and 

brighter spots appearing; stability of the US economy to be based on the 

resilience of consumption and rebound of residential investment. 

• Low-speed group. Euro Zone and Japan, unable to escape the depressing 

effects of fiscal consolidation (at work or to come). 

• Necessity to adapt the strategy of asset allocation to this environment. 

 

 

 

 



41 

Investment strategy 
• Cross country allocation. Overweight Japan and commodity exporter countries 

in the short-term; underweight competitors of Japan overweight BRICS over the 

medium term.  

• Currency strategy. Carry trade strategies will pay out, AUD, NZD, and ISK will 

outperform. 

• Bonds and equity strategy. Canadian, Australian and core European bonds will 

benefit from Japanese investors’ thirst for yields. Emerging market bonds and 

stocks will outperform, as well as high dividend stocks, high yield bonds, and 

global companies’ securities. 

• Commodity strategy. Commodity prices to accelerate albeit at a moderate pace, 

with gold continuing its upward trend after normalization and agricultural 

products outperforming. 

• Global risk panorama. Main risks are located in Japan and bubble-prone 

Southeast Asia.  

 

 

 



Thank you ! 
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