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- Executive Summary -

China’'s Economic Policy Direction in 2020

The Central Economic Work Conference set out the direction for economic policy in 2020 when
it met over December 10-12. It emphasized the importance of the new development concept as
it focused on policy management from 2021 onwards. It said deleveraging and other structural
reforms had succeeded in dealing with the negative legacy of past economic policy to a certain
extent. The priority from here on will be strengthening weak points. While insisting on the
importance of maintaining economic stability, the authoritieswill probably tolerate growth of less
than +6% going forward (provided employment stability, etc. is maintained) while fine-tuning
the economy through infrastructure investment and monetary policy, for example.
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1. The Central Economic Work Conferenceformulated economic policy for 2020 with an eye on policy

management from 2021

China's Centra Economic Work Conference (hereinafter, ‘the Work Conference’) met over December 10-12, 2019 to
et the direction of economic policy for 2020 (Fig. 1).

Figure 1: Key pointsof the Central Economic Work Conference
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With regards to macro-controls, we must scientifically and steadily control the level of counter-
cyclica adjustment while pursuing the basic framework of the supply-side structural reform
throughout the whole process.

We must optimize the mode of economic governance based on system theory while
strengthening the overal concept and pursuing a dynamic balance among multiple objectives.
We mugt proficiently use reform to remove systemic obstacles faced by development while
rousing dormant development potential.

We must enhance risk awareness and firmly stick to the bottom line of avoiding systemic risk.

We must recognize that China is going through a difficult period of changing the mode of
economic development, optimizing the economic structure, and changing the driving forces of
growth.

We must recognizethat structurd, ingtitutional, and cydlical factors are combining to amplify the
downside pressure on the economy.

We must be aware that the globa economy is continuing to sow, with globa risk increasing.

We resffirm our focus on achieving our goals in 2020, the fina year of the project to build ‘a
moderately prosperous society in al respects and thefina yeer of the 13th Five-Year Plan.

We must steadfastly pursue stable devel opment, supply-side structura reforms, the ‘three tough
battles (eradicating poverty, tackling pollution, and preventing and eiminating maor financial

risks), and the ‘ six stabilities (stabilize employment, finance, foreign trade, foreign investment,
investment and expectations).

With apriority on stability, we must ensure macroeconomic stability, microeconomic flexibility,
and support measures based on socia policy. Wemust ensure areasonable growthinthesizeand
a steady improvement in the quality of the economy while reinforcing and strengthening wesk
points.

We will unwaveringly adhere to the new development concept

We will ensure action is guided by the development concept, with the concept used as an
important evaluation measurefor cadres of al levels.

We will resolutely win the three tough battles

We will eradicate poverty, prevent/eiminate pollution, and prevent/diminate major financia

risks (and ensure the basic stability of macro-leverage rates).

We will ensure that the basic livelihood of people, especidly those in need, is effectively
guaranteed and improved

We will guarantee a minimum standard of living for the poor while improving the employment
structure and increasing housing security for the poor and needy.

We will continue to implement active fiscal policies and sound monetary policies

1 This report was written in January 2020.
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v' Fiscd policies: We will improve quality/efficiency and strengthen structural adjustment while
reducing generd expenditures.

v Moneary policies We will keep policy flexible and appropriate and maintain liquidity a a
reasonable level while lowering financing costs and deepening structural reforms.

(5) Wewill gtriveto promote high-quality development

v' Wewill stabilize pork prices, upgrade innovation capacities, build up infrastructure, and develop
advanced manufacturing and lifestyle service industries.

6) Wewill degpen reform of the economic system

v' We will accelerate the reform of state-owned enterprises (SOE) and the fiscd, taxation and
financia systemswhile opening up further to the outside world.

Note: Abridged trandation by Mizuho Research Inditute
Source: Prepared by Mizuho Research Indtitute based on Xinhua NewsAgency materids

As the Work Conference touched on, 2020 marksthe find year of the 13th Five-Year Plan (2016-2020). It also marks
thelast year before the completion thefirst of the Communist Party’s‘ Two Centenaries (aseriesof nationd policy goas
to be achieved before two centenaries, namely the centenary of the founding of the Communist Party of Chinain 2021
and the centenary of the founding of the People's Republic of Chinaiin 2049). As such, 2020 will be atrandtiond yesr,
with the 14th Five-Year Plan (2021-2025) kicking off in 2021 and the second of the Two Centenaries commencing
thereafter. Furthermore, 2020 has aso been eermarked as the concluding year of a series of mgjor policy chalenges set
after the launch of the Xi Jnping administration, including the ‘ comprehensive degpening of reforms (agoa st out in
the autumn of 2013 at the Third Plenary Session of the 18th Centrd Committee of the Communist Party of Ching) and
the ‘three tough battles,” athree-year strategy that commenced in 2018 (see below for details).

Economic policy measures in 2020 seem to be influenced by thistiming, with an eye aso on the direction of economic
policy management from 2021, when the focus will shift to improving the qudity of development. Thisis hinted in the
first key task for 2020, with the Work Conference pledging to ‘ unwaveringly adhere to the new development concept.’
Inusual years, the key tasks mapped out by the Work Conference are often quite concrete. As mentioned above, though,
the first key task of the recent Work Conference emphasized ‘thought’ with a cal to ‘ensure action is guided by the
development concept.” The Work Conference also proposed a policy management strategy whereby ministries, agencies
and local governments act based on the basic policy of promoting high-qudity development, with cadres evaluated on

performance.

2. Deleveraging and other supply-side structural reformsare making progr ess; 2020 will represent a ‘finishing
off’ stage.

For along time, Chinamoved to diminateexisting risk in order tolay the groundwork for new development. Specifically,
under the dogan of ‘ supply-side structura reform,” as propounded at the end of 2015, the authorities pursued five tasks
under the collective label of ‘three cancdlations, one reduction, and one reinforcement,’” namely, (1) the cancellation of
excess capacity, (2) the cancellation of real-estate stock, (3) deleveraging, (4) the reduction of business cogts, and (5) the
reinforcement of fragile areas. Tasks (1) to (3) could be seen as dedling with the negative legacy left behind by the
previous administration as a side effect of its RMB 4 trillion stimulus package, with (4) and (5) regarded as laying the
necessary groundwork for future development. The recent Work Conference only mentioned (5), S0 it seems the
authorities recognize that they have succeeded in dealing with the negative legacy to a certain extent.
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Infact, pressurefor production cuts rel ated to excess capacity and redl-estate stock iseasing off asaresult of cancellations
based on numerical targetsfor stedl and coa capacity, for example, and the promotion of red -estate stock disposal though
restraints on redl -estate devel opment and the redevel opment of rundown urban areas. Asfor (4), large-scaletax cutswere
ingtituted from 2018 to 2019, so business costs seem to have lessened.

Asrepresented by (3), financid risk is currently positioned asthe largest risk facing the Chinese economy, but movesto
tackle this risk have been underway since 2016. For example, after announcing deleveraging as abasic policy in 2016,
the authorities have steadily pursued policies to promote the soundness of borrowers, fundraising, and supply channels.
They rolled out policies in 2017-18 aimed at preventing the unbridled growth of local-government or SOE debt, for
example, and they announced restrictions on shadow banking in 2018. They aso launched an initiative to strengthen the
accreditation system for the non-performing assets of commercia banks over 2018-9, and they started to reorganize
regiond banks in 2019. The Financid Stability and Development Committee assessed that financial risk was being
brought under control when it met in September 2019. In the wake of dl this, the recent Work Conference relegated
‘tackling financia risk’ to third place behind ‘ eradicating poverty’ and ‘tackling pollution’ when it discussed the ‘three
tough battles (it had been mentioned first when the issue was raised in 2018). Corporate debt remains at high levels, so
thedebt-to-GDPratioisedging higher (Fig. 2). Assuch, theauthoritiesare unlikely to relax their effortsto tacklefinancia
risk?, though the issue has fallen down the pecking order compared to when the initiative was first announced.
Figure 2: Thesocial financing balance asa proportion of GDP
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Source: Prepared by Mizuho Research Ingtitute based on materia sfrom the National Bureau of Statistics of China, the People' sBank of China,
and CEIC

On the other hand, it seems more policy weight will be placed on (5) asthe authorities focus on finishing off supply-side
gructura reforms and laying the groundwork for future development. When it came to fragile areas, the Work
Conference only directly referred to livelihoods and infrastructure, but there are severa other areas that will probably
need reinforcement from hereon, including: the problems of poverty and pollution (which have risen up the order of
priority in the ‘three tough battles' dtrategy, as mentioned above); the upgrading of the innovation capacities and the
accumulation of the advanced industries needed to redize high-qudity growth; and the development of a services

2 Thetransitiona period for shifting to the current shadow-banking regul ationswill conclude at the end of 2020, so the authoritieswill need to be on guard against
any problemsthis could cause. Other ongoing challengesinclude the development of abankruptcy system aimed at future movesto strengthen the reorganization

of commercid banks.
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industry that meets changing consumer needs. It isaso likdly the authoritieswill pursue reforms of SOE structures and
financia structures/systems, while opening up further to the outside world with an eye on negotiations with the US.

3. Despite gtressing the importance of stability, the authorities will probably tolerate growth below +6% while
tweaking fiscal and monetary policy

As mentioned above, the Work Conference discussed mid- to long-term issues involved in the transition to a new
development phase. It also emphasized how the maintenance of economic stability wasamagjor prerequisite for asteady
trangtion.

For example, it recognized that ‘ the economy isfacing more headwinds,” adding that ‘the maintenance of stability must
remain a priority in order to achieve the targets for the upcoming year,” with the authorities tasked with ensuring
‘economic activity remains within areasonable range.” After the Work Conference, on December 13, Chinaand the US
reached aded on a phase one agreement, with the US agreeing to relax or suspend some of the tariff hikes on Chinese
goods. As aresult, exports will probably face less downward pressure. However, some time will be needed before this
boosts China's capacity to undergo a self-sustained recovery through capitd investment and consumer spending.
Furthermore, reported new coronavirus infections have soared since mid-January and this will probably act a new

headwind for the economy going forward, so the economy will continue to require support.

Inview of thispolicy target of ensuring stability, the Nationa People's Congressis expected to set agrowth rate target of
‘around +6%’ when it meetsin March, though it will probably tolerate adight downswing. Thisisbecause there are now
fewer hurdlesin theway of Chinahitting thetarget of doubling 2010 GDP by 2020. Before now, it wasthought red GDP
growth of around +6%—6.1% would be necessary, but the real growth rate for 201418 was revised upwards on the
results of the fourth economic census, held in 2018. This meansit will now be possible to hit the aforementioned target
with real GDP growth of around +5.6% in 2020. As such, the authorities will probably tolerate awider dowdown than
before®. They will probably steer the economy sensitively based on a comprehensive consideration of several factors,
such as. improvementsin the externa environment; the potential damage caused by the spread of the new coronavirus
and the rippl e effect on the domestic economy; the burden of stimulus measures; and the goal of doubling GDP.

Policy support will probably be centered around fiscal support, particularly infrastructure investment. With infrastructure
investment moving duggishly in 2019 (Fig. 3), the government has announced a series of measures. Asthese start to bear
fruit from here on, infrastructure investment is expected to bounce back in 2020, though probably at a modest pace. In
fact, the Work Conference prioritized the role of fiscal policy in supporting the economy when it said the qudity and
efficiency of the proactivefisca policy must be enhanced. There was no mention of the scale of any policies, nor did the
conference discuss expanding loca government revenue bond issuances by acomparatively large amount, asit had done
in 2018. As mentioned before, investment will probably focus on sectors where ‘reinforcing and strengthening weak
points isrequired”.

3 Based on the National Bureau of Statistics redl GDP growth rate, an indicator calculated to one decima point.
4 The conference discussed polices to strengthen the construction of strategic and network-based infrastructure. Specifically, it mentioned the Sichuan-Tibet
railway, tedecommunications networks, natura disaster prevention projects, urban infrestructure (municipa pipelines, car parks, and cold chain logistics), and rura
infrestructure (roads, information and water facilities).
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Figure 3: Growth of investment in infrastructure and real-estate development
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Source: Prepared by Mizuho Research Indtitute based on materias from the National Bureau of Sttigtics of Chinaand CEIC

The Work Conference also stated it would implement a* steedy monetary policy in aflexible and appropriate manner,
though the ‘tightening’ wording from 2018's meeting was absent this time®, so the authorities might adopt a more
accommodative stance. However, the Work Conference stressed that it would ‘ adapt the growth of lending and socia
financing to economic development,” with the authorities unlikely to boogt the tota volume of lending by more than
necessary as they focus on deleveraging congraints. Rether, they will probably try to improve the fundraising
environment based on indtitutional frameworks, by guiding market lending rates lower through the Loan Prime Rate
(LPR) mechanism (which was revised in 2019)°, for example, or by optimizing lending structures (increasing the
adlocation of mid- to long-term lending to the manufacturing sector) through the Macro Prudential Assessment (MPA)
system.

With regardsto real-estate policy, the Work Conference reiterated that * housing is used for living in, not for speculation.’
Theauthoritieswill stick to their basic stance of housing-market tightening. However, severd citieshave recently starting
to introduce policies to entice employees (and thus expand housing demand), so rather than tightening further, the
authoritieswill probably maintain the current leve of tightening while aso tolerating some easing measures depending
on the Situation in each city. Under the context of improving lifestyles, the authorities have al so pursued policies such as
‘urban renewa and the remodeling/upgrading of housing stock,’ *rebuilding ageing housing complexes,” and ‘ pursuing
the strong development of rental housing.” These might also create demand for investment in housing development. This
investment grew from 2017 onwards (Fig. 3), but it is expected to pesk out in 2020, though it may decline at a gentle
pace theregfter.

5 The 2018 Work Conference discussed a“ steady monetary policy that strikes a balance between easing and tightening.’
6 For details, see Yusuke Miura's' China sinterest rate marketization takes astep forward' (from Mizuho Research Ingtitute’'s* Mizuho Economic Outlook &

Andysis’ dated August 22, 2019).
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Caution

Lega or accounting advice: Theinformation included in thismaterid does not contain any advice on respective professiond
advisors,

Confidentidity: Theinformation included in this material isdisclosed to you on the premise of your confidentiality obligation
and should be used for internal purposes only. The disclosure of the contents herein to athird party is prohibited.

Copyright: The copyright of the information included in this materia belongsto the bank, in principle. You are prohibited to
meake a copy of, make areproduction of, quote, reprint, trandate, loan, or in any way exploit the content of this materia in part
orinwhoale, by any means, for any purpose, without our permission.

Indemnity: Theinformation included in this materia has been obtained from various sources that the bank believes are reliable.
However, the bank does not guarantee its correctness, trustworthiness, or integrity. The bank shdl dso not beliable for any
damage, whatsoever, arising from thisinformation.

This publication is not deemed to congtitute advice, solicitation, or arecommendation to sdll financial assets.

Thisdocument isatrand ation of the Japanese origind, and the origina will take precedence in the event of any difference
between the two versons,
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