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OVERVIEW

China’s growth has moderated somewhat, with a shifting composition. GDP growth declined from 10.6
% in the first half to a still surprisingly strong 9.6 % (yoy) in the third quarter. The domestic economy
cooled as the stimulus impact is fading out and the monetary stance is being normalized. Investment
and urban consumption have decelerated, and so have imports. Meanwhile, with exports strong, net
external trade has contributed significantly to (yoy) growth and the external surplus is rising again.

The global outlook is broadly favorable, but risks remain. Despite an expected deceleration, global
growth prospects are fairly favorable due to emerging market strength. But risks include a weaker
outlook in high income countries and ample international liquidity as well as the global imbalances and
possibly contentious policies triggered by them. Global price pressures remain contained by spare
capacity in many countries. But there are upward inflation risks internationally.

China’s own economic prospects remain sound, with risks both ways. Growth may ease further as
global growth decelerates and the macro stance is normalized further. However, the expansion should
remain supported by the traditional growth drivers and a robust labor market. We have edged up our
GDP growth projection for 2010 to 10 % after the third quarter data. We see growth at 8.7 % in 2011
and easing somewhat further in the medium term. Pushed up by higher food prices, inflation may stay
above the 3 % target for a while. It is unlikely to escalate as core inflation remains in check. However,
raw commodity prices may rise further while sustained high wage growth is unlikely but cannot be ruled
out. Given the fundamental drivers of property prices, they are unlikely to be contained for long. On
current trends and policies, the external surplus is on course to rise in 2011 and the medium term.

Further normalization of the macroeconomic stance is needed to guard against macro risks. The key
concerns are asset price increases, strained local finances and NPLs, while inflation risks cannot be ruled
out. Two way risks call for policy flexibility. The authorities are broadly on track to normalize the overall
monetary stance and meet the 2010 quantitative targets. They have also started to raise interest rates,
although interest rates will need to rise further. International liquidity poses challenges to monetary
policy, but these should be more manageable in China than in some other emerging markets.
Nonetheless, measures can be taken to enhance protection against unwanted capital flows.

The preparations for the 12" 5YP (2011-2015) call for focus on structural issues and reforms. Changing
the growth pattern is rightly a key target. The need to rebalance to more domestic demand led, service
sector oriented growth seems stronger now than 5 years ago, in part because the international
environment is less favorable. Rebalancing will not happen by itself—it will require significant policy
adjustment. This Update also discusses policies that would help boost private sector development,
focusing on opening up sectors and reducing entry barriers, addressing investment climate constraints,
and supporting research and development and innovation by the private sector. Further progress in
energy conservation and renewable energy calls for further rebalancing the pattern of growth, energy
pricing reforms, more market-based mechanisms, lower cost of renewable energy, and accelerated
development and diffusion of new energy technologies.
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RECENT ECONOMIC DEVELOPMENTS

China’s continued rapid growth during the global crisis reflected large scale stimulus and strong
underlying growth drivers. The stimulus package implemented since end-2008 gave a well-timed
temporary domestic demand boost. The underlying growth drivers, in place since long, stem from sound
fundamentals and a policy setting that stimulates industry-led, capital intensive growth.

Growth moderated to a still rapid pace of 9.6 % (yoy) in the third quarter of 2010, with a shifting
composition (Figure 1). The domestic economy cooled as the stimulus impact is fading out and the
overall monetary stance is being normalized. Since August, measures to meet the 11" Five Year Plan’s
energy efficiency targets may also have had some effect. Meanwhile, the (yoy) contribution of net
external trade shifted from strongly negative in mid 2009 to strongly positive in mid 2010, reflecting a
rebounding world economy and further global market share gains. Sequential GDP growth held up
better than expected at 9.1 % in the third quarter at a seasonally adjusted annualized rate (SAAR).
Production-wise, the slowdown was led by industry—heavy industry in particular— with the expansion
in the service sector more steady (Figure 2).

Figure 1. Solid growth with shifting composition Figure 2. Some slowdown more recently
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So far, the growth moderation has been largely domestically-led.

e Investment continued to slow gradually through the third quarter (Figure 3). After the surge,
government-led investment has normalized in 2010, slightly lagging overall investment. Strong
real estate investment has prevented a more abrupt slowdown in overall investment. In April,
the government took measures to contain housing prices, including higher minimum down
payments for mortgages, banning mortgage discounts, and restricting financing of developers.
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However, because of the lead time, real estate construction and investment have not yet
slowed significantly, even though sales initially weakened substantially (see below). Other
market based investment, has continued to expand robustly.

Consumption growth has also softened, especially in urban areas. With real urban income
growth moderating in 2010 because of higher food-price driven inflation and slower housing
sales (which trigger consumption spending on household items), urban consumption has
decelerated significantly through the third quarter. In rural areas, slower “business income” —in
part because of the supply shocks causing the higher food prices—was more than offset by
strong increases in migrant wage income and government transfers. Rural cash consumption
growth held up through the third quarter. However, overall consumption growth decelerated,
because of the higher weight of urban spending. Retail sales also moderated slightly (Figure 4).

Figure 3. Investment has slowed, led by government- Figure 4. Consumption has also eased, led by urban
influenced investment spending
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Analysis), World Bank staff estimates.

* Weighing up the household survey data

With exports strong, domestic demand and imports easing, and a broadly unchanged growth pattern

so far, the external surplus is increasing again.

China’s highly competitive exports have continued to outpace global imports. Global import
demand has slowed recently, after the post recession rebound, and import volumes (in constant
prices) in the world outside China are still somewhat lower than a year ago (Figure 5). However,
despite recent easing, China’s merchandise export volumes were up 9.6 % on 2 years ago in the
third quarter, implying further market share gains.
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The expansion of import volumes has slowed alongside investment. After the stimulus-driven
surge earlier on, slower investment and heavy industrial production caused imports to
decelerate this year, particularly raw material imports (Figure 6). Imports of machinery and
equipment have held up better and car imports have also remained strong. Overall merchandise
import volumes were 22.6 % higher than 2 years ago in the third quarter.

Figure 5. Export growth has been strong Figure 6. Imports are slowing after the earlier surge

Real change (percentyoy)

Index, constantprices (October 2008 =100, sa)

- Raw materials imports (3mma
140 - 60 ports ( )
50 A .
== == Manufactured goods importvolume
120 - 40 1 (3mma)
E ar 30 A ’
100 ~ ~ ~ ../~\ \
— 20 A a \
80 10 v ,
60 A 0 \ 1
T T T \. 7 1
China's exports ] V
40 -10 /
=== == \\Norld imports, excluding China -20 1 \,./
20 A 30 4
0 T T T T r -40 -
2005 2006 2007 2008 2009 2010 2005 2006 2007 2008 2009 2010
Source: CEIC, World Bank staff estimates. Source: CEIC, World Bank staff estimates.

China’s terms of trade (TOT) were unfavorable in the first half, but are turning around. In the
first half of 2010, the TOT were an estimated 15 % lower than a year ago as commodity prices
were sharply higher while spare capacity in the manufacturing industry worldwide depressed
China’s export prices (Figure 7). However, as commodity price increases are moderating while
export prices are recovering, the TOT are turning around again—in September they were down
only 4.2 % on a year ago—, adding substantially to the current account surplus.

The trade surplus is rising again (Figure 8). The trade surplus declined strongly in 2009 because
China’s domestic economy—and thus imports—kept on growing, supported successfully by
massive stimulus, while the global crisis depressed China’s exports. Now, with the impact of the
stimulus fading out and imports slowing, little change so far in China’s underlying pattern of
growth, and the world economy recovering, the external surplus is rising again, even though this
was masked in the first half by TOT effects. Thus, while in the first quarter of 2010 the trade
surplus was USS 47.7 billion lower than a year ago, in the third quarter it was USS 26.5 billion
higher than a year ago.
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Figure 7. The terms of trade loss is fading out Figure 8. The trade surplus is on the rise again
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Consumer price inflation has risen on higher food prices. CPI inflation rose to 3.6 % (yoy) in September
(Figure 9). About two-thirds is contributed by higher food prices, largely because of problematic weather
domestically but with additional impact from higher international food prices.! Despite renewed
increases in international prices for industrial raw materials, input prices in China are still falling month
on month and the (yoy) PPl increases are moderating. Meanwhile, core inflation remains low as strong
productivity growth in manufacturing has largely offset sizeable wage increases in recent years (Box 1).
Nonetheless, after falling in 2009, unit labor costs in manufacturing rose significantly in the first 3
quarters of 2010 (yoy) because of the particularly high wage increases granted earlier this year (Figure
10).

Property prices have hardly budged since April. According to the NBS’s 70 cities index, the most closely
watched by policymakers, price rises were contained during June-August amidst weak housing sales.
However, housing prices rose again by 0.5 % month on month in September as sales recovered. In
response, the government added some measures in September, including by increasing the minimum
down payment ratio for first mortgages to 30 %.

! Unlike in most other markets for raw materials in China, China’s wheat and rice prices do not closely follow
international prices. This is due to the active use of a large grain reserve and administratively set grain
procurement prices. However, prices of corn and soybeans in China follow international prices more closely, and
the higher prices for these products have helped driving up meat and egg prices..
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Figure 9. CPI inflation rises as PPl inflation declines
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Figure 10. Will unit labor cost remain contained?
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Despite some exchange rate appreciation against the US dollar, foreign exchange accumulation is

accelerating again. Between the end of the temporary peg in mid June and early November the RMB

has appreciated 2.3 % against the US
As the US dollar
substantially  against
currencies, in nominal effective terms the
RMB has depreciated
although the nominal effective exchange

dollar. weakened

many  other
in this period,

rate is still more appreciated now than in
mid 2008, when the temporary peg was
introduced (Figure 11).
exchange purchases required to keep the
RMB from appreciating more against the
US dollar has gained speed again in the
third quarter. Even after accounting for
about USS 80 billion in valuation effects,
the net inflow was USS 114 billion in the
third quarter, due to a substantial trade

The foreign

surplus, more net FDI, and some net
financial capital flows.

Figure 11. Some appreciation against the US dollar,
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Box 1. Have wage increases driven up costs in manufacturing?
Concerns were raised earlier this year that high wage increases would drive up costs in China’s manufacturing sector.
Weaknesses and gaps in the data call for caution. Nevertheless, sizeable wage increases in manufacturing over the last
10-15 years seem to have been offset by rapid productivity growth, also in recent years. As a result, unit labor costs fell
between the mid 1990s and the mid 2000s and remained broadly unchanged since.

In a booming economy, manufacturing wages have grown strongly in the last decade. Amidst robust urban labor
demand, average wages have risen rapidly since 2000, and in recent years wages at the lower end have also started to
accelerate. Nominal wage growth picked up further in 2007, when the economy was booming and inflation rising (Box
figure 1). However, it slowed substantially in 2009 due to the impact of the global crisis. Quarterly data clearly shows the
recent deceleration and rebound (Box figure 2). Wages in the services sector decelerated less during the downturn and,
conversely, have not seen the rapid acceleration seen in industry since end-2009.

Despite several problems, the wage data provides useful information. The most widely used wage data—used in Box
figures 1 and 2—Ilargely only covers the urban economy and does not cover most private enterprises. This is in principle a
major problem, since it may not be representative for the whole economy. However, surprisingly, this weakness appears
not to distort the picture excessively. Separate, independent data from the household survey suggests lower average
wage growth than the mainstream data (Box figure 1).” However, the household survey data shows a similar dynamic
and the pace of wage growth is broadly similar to that in manufacturing in the mainstream data. This strengthens the
case for using the mainstream data even as caution remains required.

Box figure 1. Wages have grown rapidly Box figure 2. Zooming in on recent developments
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Labor productivity in industry has also risen sharply in the last 15 years. Value added in industry grew at around 9-10 %
in 1997-2001. It then accelerated, boosted by WTO accession and a strong world economy. Moreover, labor productivity
was boosted by labor shedding in SOEs: between 1997 and 2004 (when major job shedding had come to an end), some
43 million SOE jobs, or 40 %, were shed. According to our estimates, labor productivity growth in industry eased from 15-
20 % in 1997-2003 to still very robust 10-12 % in post SOE job shedding 2005-2009 (Box figure 3).

> The household survey data from the urban and rural surveys is weighed up to obtain an economy-wide estimate.

7
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Box 1 (continued).

In all, unit labor costs (ULC) in industry seems to have bottomed out in recent years, after a steady decline since the
mid-1990s. ULC measures the wage costs per unit of production. Putting together wage and productivity growth, ULC
industry first declined, then bottomed out around 2004, and have since edged up slightly. There are several potential
caveats concerning this data. However, a ULC estimate from a different data source—the input output tables—gives a
broadly similar picture for manufacturing, at least from 1999 onwards (Box figure 4).3 The estimates are also consistent
with a finding—on more detailed data—from van Ark, Erumban, Chen, and Kumar (2009) —that ULC in manufacturing fell
on average 38 % between 1995 and 2004.* They found that within manufacturing ULC fell particularly rapidly in the
machinery, transport and equipment, and electronics sectors, which saw particularly rapid labor productivity growth, and
ULC fell less in textile and clothing, where labor productivity had risen less fast.

Box figure 3. Strong labor productivity growth. Box figure 4. ULC has been contained.
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The suggested broad absence of cost pressures from wage costs in the last 5 years after a decline earlier on is broadly
consistent with data on profit margins in industry. This data, from the industrial survey, suggests that profit margins in
industry trended up until 2004 and have remained at that relatively high level since then (Box Figure 4).

Internationally, ULC in manufacturing in several other countries nowadays also tends to be contained. For long, since
the second world war, ULC in manufacturing trended upwards in the major industrialized countries. However, in recent
decades that has not held anymore, because of lower inflation and, presumably, globalization. The OECD estimates that
in 2000-09, ULC in manufacturing has declined by 2 % in the US and a full 25 % in Japan, although it rose by 12 % in the
EU13 and 26 % in Mexico.

*The input output tables suggest only slightly higher increase in ULC for the whole economy during the recent
decade, whereas the flow of funds data suggests a 20 % increase.

* “The Cost Competition of the Manufacturing Sector in China and India, an Industry and Regional Perspective,” the
Conference Board and Growth and Development Center of the University of Groningen, January 2009.
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ECONOMIC PROSPECTS

The global economy is starting to slow again, particularly in high income countries (HICs). This is
because of an end to the inventory adjustment, implementation of exit strategies for stimulus policies,
and sovereign stress in peripheral Euro zone countries and its potential impact on global financial
markets. Prospects for growth in the US and Japan in 2010-11 are being revised downwards, which is
also leading to further easing of monetary policy there, including by possible additional quantitative
easing in the US. Global trade and industrial production are slowing down after the earlier bounce back
(Table 1).

Table 1. The global environment

(percent change, unless otherwise indicated)

2008 2009 2010 2011
Jan Oct Jan Oct

World GDP growth 1/ 1.6 -2.3 3.0 3.6 3.2 3.0

High income countries 0.3 -3.6 2.0 2.2 2.2 1.8

Developing countries 41 -0.1 4.8 6.0 5.2 5.3

World imports 2/ 3 -11.2 11.5 6.8
World prices (USS) 2/

Qil (S/bbl) 97 61.8 76.2 78.8

Non oil commodities 0.0 -21.6 16.8 -2.1

Manufactured export products 59 -49 3.1 1.4

S Libor interest rate (6 m percent per year) 3.0 1.1 0.6 0.8

Source: World Bank, Consensus Economics, and staff estimates.
1/ Consensus Economics (Oct 2010), weighed using 2007 weights.
2/ International Monetary Fund (WEO, October 2010).

However, overall global growth prospects are supported by emerging market strength. In the US and
Europe, the apparent slowdown notwithstanding, mainstream forecasters do not expect a double dip,
although the Japanese economy may struggle. Moreover, most emerging markets and developing
countries should see continued robust growth. Their growth prospects are of course linked to those in
HICs via trade and capital flows, and financial sector risks originating in HICs have global ramifications.
However, domestic demand prospects are robust in most large emerging markets, while relatively sound
macroeconomic fundamentals buoy the sustainability of their growth. In all, overall global growth
prospects for 2010 have been upgraded since January 2010, although those for 2011 have been nudged
down (Table 1).

Nonetheless, the global growth outlook remains subject to large risks, both ways. In HICs, households
may remain reluctant to consume as they adjust to balance sheet losses and amidst high unemployment
and uncertainty. There could also be feedback effects between high public debt burdens, unfavorable
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growth dynamics, increased rollover risk, and linkages to the banking system. A few factors mitigate
downside risks: private investment may not fall much more, given that it is already low, as a share of
GDP, and amidst robust corporate profits; a renewed rundown of stocks is unlikely because inventories
appear to be close to desired levels; and overall financial conditions have stabilized in OECD countries,
making banks somewhat less reluctant to lend.

The global imbalances and the tensions they create cast a shadow over the global outlook. The
combination of large current account surpluses in some countries, including China, and large current
account deficits in other countries, notably the US, poses financial and economic risks, including from
possible tension and contentious policy responses to them.

Internationally, underlying price pressures seem to remain moderate, but there are risks. Price
pressure remains contained by slack in labor and product markets in HICs and parts of the developing
world. In this setting, the prospects for raw commaodity prices on international markets including oil and
food are considered to remain subdued (Table 1). Discussions on possible renewed easing of monetary
policy in HICs, notably the US, have led to concerns about global inflation pressures. However, the
possible monetary easing would be in response to economic weakness. Combined, the associated
changes to the outlook do then not obviously imply higher global inflation, although the easing could
complicate the financial outlook, including by boosting global liquidity. However, substantial recent
increases in many food and industrial commodity prices show how changes in market conditions can
affect such prices quickly. More generally, inflationary pressures have resurfaced in several large
emerging markets, which are much further advanced in the recovery than the HICs.

In China, growth may ease in the short term, notwithstanding the surprisingly robust third quarter.
The expected slowdown in global growth and imports is likely to affect China’s exports. Some additional
impact stems from the normalization of the macro policy stance, the eventual impact of the measures
introduced to contain property price rises, and some administrative measures to meet energy efficiency
targets. Nonetheless, we revise up our GDP growth forecast for 2010 as a whole to 10 % after the
stronger than expected third quarter outcome (Table 2).

Growth is likely to moderate somewhat more in 2011 and the medium term to a still robust pace. The
expansion should continue to be supported by the traditional growth drivers and robust macroeconomic
fundamentals. In early 2011, activity may also receive a fillip from the end of some temporary
administrative measures to meet energy efficiency targets. New public investment programs are also
likely to be started next year to accelerate urbanization in inland regions and promote strategic new
sectors. However, these are unlikely to fully offset the impact of the end of the RMB 4 trillion stimulus
package. In all, with export growth lower but consumption benefiting from a robust labor market and
private sector investment assumed to hold up, we project GDP growth to moderate to 8.7 % next year.
In the medium term grow should remain robust, although trend (potential) growth is likely to diminish.
See our June 2010 Quarterly Update for a discussion of China’s medium term outlook.
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Table 2. Main Economic Indicators.

(percent change, unless otherwise indicated)
2007 2008 2009 2010f 2011f 2012f

The real economy

Real GDP 14.2 9.6 9.1 10.0 8.7 8.4
Domestic demand 1/ 12.3 9.6 13.8 8.1 8.7 8.4
Consumption 1/ 10.8 8.5 8.5 7.6 8.7 8.6
Gross capital formation 1/ 14.2 11.0 19.8 8.7 8.6 8.3

Contribution to GDP growth (pp)

Domestic demand 1/ 11.7 8.8 12.8 7.8 8.4 8.1
Net exports 1/ 2.5 0.8 -3.7 2.2 0.4 0.2

Contribution net exports (WB, pp) 2/ 3.4 1.8 -4.8 2.2 0.4 0.2

Exports (goods and services) 2/ 20.0 8.6 -10.4 24.3 9.3 8.4

Imports (goods and services) 2/ 14.2 5.1 4.3 19.0 9.1 8.7

Potential GDP growth 10.6 10.5 11.0 9.8 9.2 8.9

Output gap (pp) 4.3 3.4 1.5 1.6 1.1 0.6

CPI (year average) 4.8 5.9 -0.7 3.0 3.3 3.3

GDP deflator 7.6 7.8 -0.9 4.7 3.0 3.0

External terms of trade -0.9 -4.3 8.6 -8.8 -0.1 1.1

Fiscal accounts (percent of GDP)

Budget balance 3/ 0.6 -0.4 -2.8 -1.8 -1.6 -1.6
Revenues 19.3 19.5 20.3 20.3 20.5 20.7
Expenditures 18.7 19.9 23.0 22.1 22.1 22.3

External account (USS billions)

Trade balance (BOP) 315 361 250 247 273 314

Current account balance 372 426 297 320 356 442

Current account balance (% GDP) 10.6 9.4 6.0 5.5 5.3 5.7

Foreign exchange reserves 1529 1946 2400 2765 3143 3596

Other

Broad money growth (M2), e-o-p (%) 16.7 17.8 27.0

Sources: NBS, PBC, Ministry of Finance, and staff estimates.

1/ WB estimations using contribution to growth data (Table 2-20 in NBS Statistical Yearbook).
2/ WB staff estimates based on trade data for goods from the Custom Administration,
adjusted for estimated difference in price development for services trade.

3/ For 2009 and 2010 this is in line with the commitment data presented to the NPC.

Inflation is unlikely to escalate but it will be difficult to contain housing prices for long. Inflation may
remain above the 3 % target for a while, although the food price increases should eventually decelerate
(the domestic supply side factors driving them up are considered largely temporary). Looking further
ahead, the inflation outlook benefits from the subdued projections for international prices for oil,
industrial commodities and food, recent increases notwithstanding, although China’s domestic staple
grain prices are not influenced much by international prices. Despite the large wage increases in part of

11
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the manufacturing industry earlier this year, core inflation is unlikely to escalate, because China’s labor
market is flexible and the manufacturing sector appears able to absorb substantial wage increases (Box
1).” However, given the fundamental drivers of property prices—rapid urbanization, sizeable income
growth, and low interest rates—they are unlikely to remain flat for long.

The external surplus is on course to rise again. Taking into account the recent trends in trade volumes,
normal seasonal patterns in export and import volumes, and the turnaround in the international terms
of trade, the whole-year trade surplus may

be broadly unchanged from 2009, because of Figure 12. The external surplus is likely to rise again

the low reading in the first half.® However,
USdollar (billions)

on current policies and trends, the trade 500 - Currentaccount
surplus is likely to continue to rise in 2011 450 — = Tradebalance
and the medium term, in USS terms (Figure 400 +

12). The current account surplus should rise 350 1

faster than the trade surplus because the net 222

income on China’s rapidly growing net 200 1

foreign asset position is likely to grow 150 1

significantly in the coming years. The upward 100 1

revision in our current account surplus 5(0) ] '

forecast compared to our June forecast is 2003 2005 2007 2009 2011
largely because of stronger than expected

export volumes and weaker than expected Source: CEIC, World Bank staff estimates.

import volumes.

There are of course risks to this outlook. In current circumstances, with the world economy at an
inflection point, there are in principle many sources of risk. On growth, the global risks discussed above,
including those with respect to global imbalances and possible policy responses, are probably the key
ones for China. In this connection, a lack of success in rebalancing China’s growth pattern would be
among the more serious medium term risks, for China and the world economy. Upside risks with respect
to inflation could arise from further shocks affecting raw commaodity prices or from sustained high wage
increases driving up core inflation.

> These large wage increases reflected a strong rebound in the labor market after an earlier downturn last year
when wage growth slowed. Looked at over a 2 year horizon, wage growth is not far from historical norms.

® Seasonal patterns suggest export volumes and the trade surplus tend to be substantially higher in the fourth
quarter. Our forecast for 2010 simply assumes that, in seasonally adjusted terms, export volumes decline 1 % per
month in the fourth quarter and import volumes rise 1 % per month on this basis. On prices, we project a
deterioration in the TOT of 4 % in the second half, compared to 15 % in the first half, as commodity price increases
have slowed while export prices have recovered somewhat.

12
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ECONOMIC POLICIES

China’s favorable growth outlook warrants further normalization of the macroeconomic stance. After
the large stimulus, the key macroeconomic concerns remain asset price increases, strained local
government finances, and NPLs. While the inflation outlook does not seem worrisome, the upward risks
call for vigilance and managing inflation expectations. Notwithstanding the slack and unemployment in
many HICs, China’s economy is operating close to full capacity and the growth outlook is favorable.
Thus, further consolidation of the overall macroeconomic stance is needed to contain these risks.

Two way risks to growth make it important to be able to respond flexibly to changes in circumstances.
This can be done by ensuring flexibility in the design and implementation of policymaking. Over time,
changes to the monetary and exchange rate regime, to increase the leeway to use monetary policy to
pursue domestic objectives, would help dealing with the divergence in the cyclical position vis a vis the
US and financial capital inflows amidst ample international liquidity.

The preparations for the 12" 5yp (2011-2015) call for focus on structural issues and reforms. After the
Fifth Session of the 17" Communist Party of China Central Committee (CPCCC) in mid October, the
CPCCC issued its proposal on Formulating the 12" 5YP. This sets out the broad direction for policy
making in the coming years. The major targets proposed include stable and relatively fast economic
growth, major economic restructuring, raising people’s income relatively fast, and deepening reform
and opening up. The principles, targets, and tasks and strategic priorities are broadly in line with the
overall challenges and objectives we discussed in our March 2010 China Quarterly (pp19-22) (Box 2).

Box 2. The key challenges and objectives during the 12" 5yp.”
Two overall challenges:

e Achieving sustained rapid growth and development; and
e Improving the quality of growth, making growth more people oriented, improving the quality of life;
reducing environmental degradation; containing energy demand; and reducing the external imbalance.

Five main objectives:

Changing the economic growth pattern; more focus on services and consumption and less on industry and
investment;

Boosting efficiency, notably by innovation and upgrading and increasing the role of the private sector;
e  Pursuing sustainable spatial transformation, by successful urbanization and regional development;

Changing the role of the state in the economy, with less direct control when markets function well and
more involvement in areas such as health and education where markets often do not function well; and
e Taking account of China’s changing interaction with the rest of the world.

1/ For a discussion, see our March 2010 Quarterly Update (pp. 19-22).
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The Plan itself should have more specifics on the planned policy reforms and associated quantitative
targets. In the June 2010 Quarterly we looked at the key role of the public finances and the crucial need
for reform of the intergovernmental fiscal system, and fiscal reforms are likely to be introduced. Below
we discuss 2 important policy areas in more detail: private sector development and energy.

Key among the objectives is changing the growth pattern. This adjustment—towards more services and
consumption, away from the emphasis on industry and investment—is in order to address China’s
social, environmental and external imbalances. It was already a key objective of the 11" 5YP. Progress
has been made in several specific areas. However, there has been limited progress with the overall
rebalancing. On the expenditure side, consumption has so far substantially lagged investment (Figure
13). On the production side, the tertiary sector has broadly kept pace with the secondary (largely
industrial) sector but not grown faster, in real terms (Figure 14).

Figure 13. Evolution of the economic structure— Figure 14. Evolution of the economic structure—the
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The need to transform the economic growth pattern may be stronger now than 5 years ago. This is in
part because the external dimension has become more pronounced. Prospects for exports are less good
now. Moreover, China’s economy, its role in the world e