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Key Takeaways

e The central government plans to assume a larger share of expenditures and expand tax resources for
local governments to alleviate financial pressure and reduce debt-related risks.

e The communique emphasizes support for “new quality productive forces,” marking a strategic shift
towards innovation-driven development.

*  While no details on a potential massive stimulus plan were provided, plans to improve the social safety
net for low-income populations were mentioned.

« Measures to improve public services for migrant workers and easing urban residential permit controls
are priorities, potentially revitalizing the housing market.
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China’s four-day Third Plenum, typically focused on economic policies and reforms, concluded on 18 July
2024. Historically, these meetings have introduced significant changes, such as Deng Xiaoping's "reform
and opening-up” policy in 1978, which catalysed China's economic growth. Held every five years, the
outcomes of these meetings often have lasting impacts on the nation's economy.

Given the closed-door nature of the Third Plenum, only a brief communique has been released as of writing
of this article on 19 July 2024, leaving the specifics of the decisions unknown. Initial market reactions were
subdued, with the Shanghai Stock Exchange Composite Index rising 0.17% and the Hang Seng Index
falling 2.0%1 the day after the meeting. While the communique and the detailed follow-up documents cover
a broad range of topics, we can glean some insights and potential impact from the current communique
and market expectations.

Addressing Local Debt: The Role of Fiscal Reform

Local government debt, which reached 76% of China’s GDP in 20222, poses a significant financial risk. In
response, the central government has implemented measures to mitigate this risk, including cutting local
government spending and halting infrastructure investments3. The debt issue stems from a tax-sharing
reform 30 years ago that favoured the central government, leaving local governments reliant on land sales
and debt.
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Figure 1: Share of Local Governments’ Revenue & Expenditure in Total
Government Revenue & Expenditure in China, December 1980 — June
2024

90%

Tax-Sharing Reform in 1994

80%

70%

60%

50%

40%

Revenue/Expenditure Share of Local Governments

30% T T T T T T T T
1980 1985 1990 1995 2000 2005 2010 2015 2020

= Revenue Share of Local Governments s EXpenditure Share of Local Governments

Source: Bloomberg, National Bureau of Statistics of China. Historical performance is not an indication
of future performance and any investment may go down in value.

The Third Plenum's press conference indicated that the central government will assume a larger share
of expenditures and expand tax resources for local governments to alleviate financial pressure. The
market anticipates that consumption tax revenue, currently collected by the central government, may be
partially redirected to local governments. This fiscal reform aims to address long-standing tax imbalances
and reduce debt-related risks. Although the effectiveness of these policies will take time to assess,
implementing systemic reforms promises more enduring outcomes than previous temporary measures,
ultimately mitigating the risks associated with local debt and fostering the revitalisation of China’s economy.

The Future of “Made in China”: Embracing Innovation

The communique emphasizes support for “new quality productive forces,” a term referring to “advanced
productivity freed from traditional economic growth modes and productivity development paths”4, including
green energy, biotech, advanced information technology etc. The Chinese leadership believes these
sectors will drive the next phase of economic growth, placing a significant bet on their potential to
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transform the economy. This terminology, “new quality productive forces,” was first introduced by the
Chinese leadership late last year, marking a strategic shift towards innovation-driven development.

Figure 2: China’s dominance in battery manufacturing 2022-2027
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Source: Bloomberg New Energy Finance (BNEF) as illustrated by Visual Capitalist, January 2023. Fore-
casts are not an indicator of future performance and any investments are subject to risks and
uncertainties.

While the communique outlines intentions to achieve key technological breakthroughs, specific details
are lacking. Early this year, China announced plans to promote the “high-end, intelligent and green”5
manufacturing. The market will be watching for further information in subsequent documents to assess the
long-term impact on these industries. Anticipated support for such manufacturing could create significant
investment opportunities, meriting continued attention.

Consumption Stimulus: Bold Moves or Cautious Steps?

China's Consumer Price Index (CPI) year-on-year (YoY) turned negative last year, slightly rebounding to
0.2%6 in June 2024, while the Producer Price Index (PPI) YoY remains below in the same month. Despite
interest rate and reserve requirement ratio (RRR) cuts earlier this year, the market is keen to know if there
will be a massive stimulus, particularly for the consumption sector, to combat deflation risks. Weak GDP

growth and declining household consumption share have fuelled these expectations.
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Figure 3: Households Consumption Expenditure (% of GDP) in China,
2002 - 2022
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Source: World Bank. Historical performance is not an indication of future performance and any
investment may go down in value.

The Third Plenum’s communique does not provide details on a potential massive stimulus plan. However,
it mentions plans to improve the social safety net for low-income populations in rural and less developed
areas, which could be a form of indirect stimulus. The effectiveness of these measures will become clearer
with more information from follow-up documents.

Revitalising the Housing Market: Urbanisation as a Solution

The declining housing market has strained China's economy and local government finances. One po-
tential solution is to boost demand by accelerating urbanization. China's urban population has increased
significantly over the past three decades, driving the housing boom, yet there is still potential for further
urbanization compared to OECD countries.

Figure 4: Urban Population (% of total population) in China, 1960 - 2023

https://www.wisdomtree.com/gb/insights/blog/chinas-third-plenum-2024---choices-and-challenges-at-the-cross-

roads WISDOMTREE



WISDOMTREE BLOG

90%

80%

T0%

2023: 65%

60%

50%

40%

30%

20%

Urban Population (% of total population)

10%

0%

1960 1965 1970 1975 1980 1985 1990 1995 2000 2005 2010 2015 2020

e China e OECD members

Source: World Bank. Historical performance is not an indication of future performance and any
investment may go down in value.

A government official highlighted during the Plenum's press conference that improving public services for
migrant workers and easing urban residential permit controls7 are priorities. These measures aim to drive
people to move from rural areas to urban areas, potentially revitalizing the housing market.

Conclusion

China's leadership faces a unique economic landscape, characterized by weak growth and deflation
risks. Initial insights from the Third Plenum suggest a preference for mild, long-term policies over drastic
stimulation. While the communique offers few new details on economic policy, it underscores existing
measures. The long-term effects of these policies will take time to materialize, but the focus on specific
industries could provide potential opportunities. These industries, particularly in the manufacturing with a
high market share and advanced technology, might benefit from the new policies, offering potential growth
despite broader economic uncertainties.

1 Source: Bloomberg.

2 Reuters, Exclusive: China orders indebted local governments to halt some in-

frastructure projects-sources, https://www.reuters.com/world/china/china-orders-indebted-local-govern-
ments-halt-some-infrastructure-projects-2024-01-19/

3 Financial Times, China’s treatment of local debt ‘ulcer’ threatens growth target, https://www.ft.com/con-
tent/901bc68e-ad35-42eb-97e0-542¢c631b9033

4 State Council Information Office of China, http://english.scio.gov.cn/chinavoices/2024-03/28/con-
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tent_117091519.htm

5 Chinese Central Government, https://www.gov.cn/zhengce/202401/content_6923789.htm

6 Source: National Bureau of Statistics of China.

7 China relies on a residential system called “Hukou” to control population and allocate resources. The
“Hukou” system classifies residents based on their residential status (urban or rural) and location. This
status determines access to public services such as education, healthcare, and social security. Urban
Hukou holders typically have better access to these services compared to rural Hukou holders. In the
past, there were many restrictions on transferring status from rural to urban, but some of these restrictions
have been gradually lifted in recent years.
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Important Risks Related to this Article

Important Information

Marketing communications issued in the European Economic Area (“EEA”): This document has
been issued and approved by WisdomTree Ireland Limited, which is authorised and regulated by the
Central Bank of Ireland.

Marketing communications issued in jurisdictions outside of the EEA: This document has been
issued and approved by WisdomTree UK Limited, which is authorised and regulated by the United Kingdom
Financial Conduct Authority.

WisdomTree Ireland Limited and WisdomTree UK Limited are each referred to as “WisdomTree” (as
applicable). Our Conflicts of Interest Policy and Inventory are available on request.

For professional clients only. The information contained in this document is for your general
information only and is neither an oer for sale nor a solicitation of an oer to buy securities or
shares. This document should not be used as the basis for any investment decision. Investments
may go up or down in value and you may lose some or all of the amount invested. Past performance
is not necessarily a guide to future performance. Any decision to invest should be based on the
information contained in the appropriate prospectus and aer seeking independent investment, tax
and legal advice.

The application of regulations and tax laws can oen lead to a number of dierent interpretations. Any views or
opinions expressed in this communication represent the views of WisdomTree and should not be construed
as regulatory, tax or legal advice. WisdomTree makes no warranty or representation as to the accuracy of
any of the views or opinions expressed in this communication. Any decision to invest should be based on
the information contained in the appropriate prospectus and aer seeking independent investment, tax and
legal advice.

This document is not, and under no circumstances is to be construed as, an advertisement or any other
step in furtherance of a public oering of shares or securities in the United States or any province or territory
thereof. Neither this document nor any copy hereof should be taken, transmitted or distributed (directly or
indirectly) into the United States.

Although WisdomTree endeavours to ensure the accuracy of the content in this document, WisdomTree
does not warrant or guarantee its accuracy or correctness. Where WisdomTree has expressed its own
opinions related to product or market activity, these views may change. Neither WisdomTree, nor any
ailiate, nor any of their respective oicers, directors, partners, or employees accepts any liability whatsoever
for any direct or consequential loss arising from any use of this document or its contents.
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