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How Will China Give Markets a “Decisive” Role?

Nicholas R. Lardy assesses the prospects for implementation of the Communist Party leaderships new commitment to
increase the economys reliance on markets.
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The Communist Party Leadership of China has concluded one of its big conferences by
declaring its embrace of further steps toward market economics in China. Nicholas Lardy,
Senior Fellow at the Peterson Institute for International Economics is here with me, Steve
Weisman, to discuss the import and implications of that declaration.

First Nick, what was this conference and what did it signal?

The conference technically was called the Third Plenum of the Eighteenth Central
Committee. A new Central Committee is appointed every five years. The first couple
of plenums deal with personnel issues and historically the third plenum has dealt with
economic policy and that certainly was the case this time as well.

And how explicit was their signal of moving toward more market reforms? What impressed
you after the meeting?

The full text of the plenum documents haven’t been released, but fairly extensive excerpts
have been released, and from what we have seen so far, I think the most telling bit was the
statement that market forces would now begin to play a “decisive” role in the allocation of
resources in the economy.

In the past they've said, “Yes we have to have a combination of the plan in the market and
the market should play a greater role.” But this is the first time they have ever said that
the market should play a decisive role. So depending on how it’s actually implemented in
practice, this could be a very important turning point.

What will you be looking for?

If the market’s going to play a decisive role, the first thing they have to do is free up some
of the very important prices in the economy that the state still regulates and controls: the
prices of energy, prices of airline tickets, the price of water and gasoline and natural gas, and
so forth. All these things are controlled. There are a lot of distortions in the energy sector,
for example, that need to be alleviated before the market can really play a decisive role.

You could say the same thing with respect to foreign exchange and we have seen recently
the government has stepped up its intervention in the foreign exchange market and that
obviously influences the price. So if you are going to have the markets determining an
allocation of resources, that has to mean that you are going to have less government
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intervention in the foreign exchange market over time. That would probably lead to, not
probably, almost certainly, would lead to a more appreciated RMB [renminbi], which
would affect a substantial component of resource allocation within the economy.

What about financial regulation and interest rates domestically?

That’s another very important price that’s regulated in control, the fact that the government
essentially maintains a cap on deposit rates. There’s a lot of competition within the banking
sector, so a lot of the cheap cost of funds that the banks have is passed on to borrowers. The
real price of funds borrowed from the banking system is very low, much lower than it was.
For the last decade it’s been much lower than it was in earlier years. So that’s another price
that would have to be liberalized before you could say the market is really playing a decisive
role in the allocation of resources, since after all, the most important thing allocated
through the market is not lead pencils and flour to make cakes, but money.

Money, capital credit.

Credit, yes. So these things won’t happen overnight, but what I will be watching for is
whether they gradually raise the ceiling on deposit rates, gradually cut back on the degree of
intervention in the foreign exchange market, gradually allow supply and demand to play a
greater role in the pricing of energy.

This was not a surprising development, although the word decisive was a little bit more
unexpected?

Li Keqiang, the Premier, in many of his speeches since he assumed office last spring, has
spoken very clearly about the need for a greater role for the market. So he has emphasized
the market over and over again in his presentation of the challenges China’s facing and he’s
also been very strong on deregulation, of getting rid of the number of approvals to start a
business or move into certain sectors. So I think we probably will see what some might
call demonopolization -- that is, allowing more entry of non-state firms into parts of the
economy that have been pretty closed off and reserved almost exclusively for state owned
companies.

Speaking of which, what is the outlook for state owned enterprises in the wake of this
statement?

‘The documents that have been released so far do talk about the main role of state owned
enterprises in the economy, but this is just repeating language that they had in the Third
Plenum of 10 years ago, and the reality is that a state owned company’s footprint is
shrinking. Their contribution to output is shrinking. The number of people they employ

is shrinking. The amount of investment resources and bank credit that they get access to is
shrinking. So I think the statement that they’re going to rely much more on the market to
allocate resources is basically a warning call to state owned enterprises: You have to up your
game. You have to improve your efficiency.

In the manufacturing sector for example, state owned companies have a return on assets
that’s less than half that of private firms. In the areas of the economy where they compete
on something approaching a level playing field, state owned companies are losing out badly.
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What opportunities might this open up for the United States, which is always negotiating
more access for goods and services, financial services especially?

I¢s a little bit unclear. The discussion in the parts of the document that have been
summarized and released so far barely mentions financial sector reform. It talks about the
need to perfect the financial market, which is a good start. But it’s a much briefer mention
than many of the other initiatives that are talked about in the summary that’s been released.
But certainly financial service, if you perfect the market, probably needs more foreign
competition, which would provide some opportunity for US firms.

Another thing the Plenum Documents don’t do that’s been done in many other places -- so
perhaps it would be redundant; they don't talk a lot—it didn’t talk at all actually, about the
development of the service sector, which is one of the main planks of the current regime
and it’s reflected in the twelfth five year plan and a number of other important places. If
youre going to have an economy that’s driven more by consumption, that implies services
will become more important, because a very large share of household consumption or
private consumption expenditures, is not on goods, it’s on services.

Like?
Everything. Travel, education, health and so forth, all would be in the services component.
The US economy is very, very heavily dominated by services. I think in many of these

services we have a strong comparative advantage, so that if those sectors were opened up to
more competition it would create more opportunities for US firms.

Nick, thank you very much.

Thank you.







