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Insights from the 19th Communist Party Congress
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President Xi Jinping used the 19 Communist Party Congress (CPC) to consolidate his position and
introduce a broad set of reform proposals. Economic policy is likely to remain pro-growth, but with an
increased focus on the quality of growth and measures to curtail excess credit. Reforms will focus on
real estate, the corporate sector (state and private) and environmental protection. More forceful
regulation of financial services and local government finance is coming too. Chinese technology,
financial and consumer discretionary companies should benefit.

November 2017

Key points

Xi is deepening state control and reforms

China’s once-in-five-years conference has ended with a
broad range of economic policy proposals and greater
powers for President Xi Jinping
Economic reforms focus on real estate, the corporate
sector (state and private) and environmental protection.
More forceful regulation of financial services and local
government finance is coming too
A central policy will be a national champions model
focused on state-owned enterprises (SOEs)
President Xi has also embarked on making China’s
international standing much greater through the
projection of ‘soft power’ outside of Asia Pacific
Technology, financials and consumer discretionary
companies should benefit
th

China’s all important 19 Communist Party Congress (CPC)
concluded on 25 October with far-reaching political and
economic implications. UBP is currently overweight
Emerging Market equities, with a bias towards Chinese and
Asian equities. From a sectoral perspective, UBP favours
technology,
financials
and
consumer
discretionary
companies.
With the CPC now over, we must wait about a month to
discover the full details of how President Xi’s ideas will be
rolled out. Nevertheless, the broad-brush implications are
clear. He announced wide-ranging reforms in real estate, the
corporate sector (state and private) and in environmental
protection. He also made it clear that we should expect more
forceful regulation of financial services and local government
finances (corporate debt is 250% of national income).
These policy ideas are designed to promote growth and
reduce macroeconomic risk while leaving decision-making
more firmly in the hands of President Xi, and his six-man
Politburo Standing Committee (PSC). Specifically, the stateowned sector will play a more high profile role in economic
development.
Xi’s big idea, and perhaps the real driving force behind his
centralisation of power, is to see China assume its former
position as a central player in world affairs, partly through
rolling out the Belt and Road Initiative (BRI). This is the
infrastructure and trade plan that will link Asia, Europe and
Africa. BRI has now been written into China’s constitution as
a national policy. ‘Soft power’ will now be exercised across a
growing number of countries.
Looking ahead, readers should mark their diaries for the
Central Economic Working Conference (CEWC) in
December and then the National People’s Congress (NPC)
in March 2018. The CEWC refines ideas into actionable
policies and then the NPC ratifies them for implementation.
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From a political perspective two key conclusions follow on
from events in Beijing. One, that Xi Jinping’s immediate grip
on power is now even tighter. Two, the manner in which
membership of the PSC changed implies that come 2022,
th
when the 20 CPC will be held, retirements in the Politburo
will remove contenders for the top spot. Xi Jinping can then
run again.
In essence, Xi’s absolute authority is now real and potentially
long-lasting. Premier Li Keqiang, a long-serving ally of
President Xi, retained his position despite a downgraded
profile in the last couple of years. Three of the five new
members (Li Zhanshu, Zhao Leji and Wang Huning) have
worked closely with President Xi since 2012. At the same
time, the seven-man committee is balanced between factions
headed by Xi Jinping and previous presidents Hu Jintao and
Jiang Zemin.
Xi Jinping thus appears to have delicately balanced
membership of the committee to restrain dissent while
creating conditions that will lead to less chance of opposition
if he chooses to run for office again in 2022. Inevitably, the
quid pro quo for less political flexibility will be an increased
role for state welfare provision and direction.
Figure 1: New Politburo Standing Committee (PSC)
Name

Confirmed positions & preexisting positions

Age

1

Xi Jinping

Party’s General Secretary;
Chairman of Central Military
Commission; President of
PRC

64

2

Li Keqiang

Premier

62

3

Li Zhanshu

Secretary of the general office
of the party

67

4

Wang Yang

Vice Premier

62

5

Wang Huning

First Secretary of the Party
Central Secretariat; Director of
the policy research office of
the party

62

6

Zhao Leji

Secretary
of
Central
Commission of Disciplinary
Inspection (Head of the Party
Organization Department)

60

7

Han Zheng

Shanghai Party Chief

63

The proposed policy mix is broad
From an economic perspective, the post-CPC growth outlook
is unchanged. UBP’s growth forecast for 2017 is 6.7%, in line
with consensus, with activity declining in 2018 to a still strong
6.1% as credit constraints bite and environmental controls
will end production in high pollutant industries.
More importantly, it is encouraging that no growth target was
announced for the first time in ten years. In the past, when
growth dipped below the national growth target, banks would
either start lending again, or be told to, to the detriment of
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credit risk metrics. The emphasis at this CPC is instead on
microeconomics and setting out a preferred model for
economic development. The post-2008 ‘Growth at all costs’
model now appears to be waning in importance.
President Xi’s model allows for much greater authority in
setting and directing policy reforms. Key reforms to expect
include:
Promoting ownership over property investment projects
Striving to escape the middle income trap
Getting serious about environmental pollution
Speeding up reform of state-owned enterprises and
assisting them to move up the value chain
Supply-side reforms of industry
Tighter regulations on financial leverage and irregular
local government borrowing
If the economy responds and re-balances away
investment-led growth proceeds as desired,
centralisation could be a very positive development.
opposite is also true, as was so obviously so in the
decades of the Soviet Union.

from
then
The
final

reached in every dimension of material, political, cultural and
ethical, social, ecological and military advancement”. In other
words, national growth will no longer be the only measure of
success. In any case, China only needs ~6.3% growth in the
next three years to achieve the goal of doubling GDP from
2010's level.

Getting serious about environmental pollution “Beautiful
China”
Environmental protection will likely grow in importance with
enforcement becoming much more stringent. Heavy
industries are already being shut down at a surprisingly rapid
rate in order to cut emissions (China is now the world’s worst
emitter of greenhouse gases).
INVESTMENT IMPLICATIONS:
1)

Environmental and clean energy plays will be
beneficiaries,

2)

High-pollution businesses (e.g. textile OEM, coalrelated business) will face higher compliant cost
pressure. This applies negatively to commodity
producers in old economy industries and positively
to those in high-end consumer industries.

Main reform areas
Promoting ownership over property investment projects
"Housing is for living, not for speculation"
Xi mentioned that the rental market should be promoted, to
make the housing sector more sustainable.
In our view, this could signal more tightening for overheated
property markets in lower-tier cities. Top-tier cities are likely
to be less-vulnerable to policy tightening due to more
inelastic demand, coming from, for example, increasing
numbers of university graduates moving to cities for career
opportunities.
INVESTMENT IMPLICATIONS:
1)
2)

Avoid property companies with higher sales
exposure in overheated lower-tier property markets.
Seek property companies with higher exposures in
top-tier cities as these have more inelastic demand.

Speeding up reform of state-owned enterprises and
assisting them to move up the value chain
Reform of state-owned enterprise (SOEs) is happening, with
180 cases announced so far in 2017, and >1,000 in total. In
the Hong Kong and China equity markets, mixed ownership
reform has been well-received by investors so far.
After more than two years of preparatory work and smallscale pilot programmes, China is about to enter a stage of
speedier execution of SOE reform. President Xi announced
that state capital should become stronger, not just larger (this
is not liberalisation; it is entrenchment of SOEs in a centrallyplanned economy).
Price signals will need to be responded to if investment
returns are to improve after years of malinvestment. Effective
incentives should be provided and the mixed ownership
model is probably China’s best bet for now.
INVESTMENT IMPLICATIONS:

Striving to escape the middle income trap From
‘Moderately Prosperous Society’ to ‘Chinese Dream’
As noted, President Xi's long-term plan does not have a
quantitative growth target. Instead, Xi aims to make China
"prosperous and beautiful" by 2050. Instead of growth
targets, Xi Jinping appears to be looking to build a more
equitable society, rather than the ‘winner takes all’ model that
led to massive income disparity from 2000 onwards and the
eventual need for the austere anti-corruption drive beginning
in 2014.
China’s state newspaper, the China Daily, reports the China
Dream to mean that, “…new heights are expected to be
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1)

Sectors to watch out for include military and special
equipment, materials, chemical, utilities, railway,
and oil & gas.

Supply-side reforms of industry
Advanced Manufacturing Industries’

‘Development

of

Xi’s speech emphasised that the "advanced manufacturing
industry" (helped by technology innovations) should be
further developed. We could see support for areas such as
new energy vehicles, AI (artificial intelligence) and
semiconductors. China’s southern states are replete with

3|5

venture capital activity in small and medium-sized
enterprises, many of which are in light manufacturing and
green industries.

By sector, we favour technology / internet, financials and
selected names in consumer discretionary as offering good
investment potential

INVESTMENT IMPLICATIONS:

In terms of currency markets, the CPC’s proposals leave our
outlook for a lower CNH unchanged, unless tighter
restrictions on credit expansion lead to a sharp drop in
growth.

Technology and companies which have allocated
decent capex on technology upgrades and R&D
should benefit.

Tighter regulations on financial leverage and irregular
local government borrowing
President Xi wants enhanced financial sector supervision
through the recently-created Financial Stability and
Development Commission (FSDC). At present, insurance,
banking and the securities industry have individual regulators
with the PBoC acting as coordinator, rather than as a
universal regulator. Chinese policy makers have not yet
decided on their preferred model for regulation, but either
way tighter regulation of financial services is coming.

China’s 3% spread on deposit rates over US and euro
deposit rates make it likely that the currency will undergo a
small depreciation versus US dollars. Controls on capital
outflows have restricted access to foreign markets and
relaxed the pressure on authorities to fight an FX market
expecting large drops in the currency.
The outright 12 month forward sits at 6.75 while the median
forecast looks for 6.68 by end-3Q 2018. We expect
USDCNH to return to 6.8 over 12 months. Risks to the view
that USDCNH will rise are: 1) a slump in the US dollar, which
is not our baseline view, and 2) a rapid and uncontrolled
deterioration in geopolitical risk on the Korean Peninsula.

Urgency has been added to the mix by increasingly strident
comments from PBoC governor Zhou Xiaochuan that
effective measures to tackle debt accumulation in the nonfinancial corporate and household sectors need to be
implemented
and
enforced
immediately.
China’s
policymaking bias will likely become more draconian against
off balance sheet and shadow banking activities in 2018.
Ultimately this means Chinese policymakers will be willing to
accept lower growth if it comes with a more stable outlook.
Xi Jinping also stipulated that much greater scrutiny would
be exercised on fiscal responsibility. Sovereign debt to GDP
is still only around 40%, but if existing fiscal rules to prohibit
local governments from using off balance sheet funding
vehicles are not fully imposed then an unforeseen bank
failure could lead to public debt levels doubling (according to
International Monetary Fund analysis).
From now on, ministers in charge of local government
finances will have a lifetime liability for their balance sheet
management. This is a significant shift and indicates a much
lower tolerance for regional practices that could leave Beijing
with a large clean-up bill. Again, it also implies that growth
may come second to stabilisation.
China Equity and FX Outlook
Historically, China's equity markets have tended to weaken
post-CPC, and equity volatility has tended to rise. But this
year’s 51% year-to-date (YTD) total return has been
supported by a combination of earnings growth +13% from
the February low, sustained earnings revisions (+24% YTD
and currently accelerating), in addition to multiple expansion.
As a result, headline MSCI China valuations are still
reasonable at a price-to-earnings multiple of 15x 2018
earnings compared to 15% earnings-per-share growth.
Reasonable valuations and attractive earnings growth should
underpin Chinese equities looking through to year-end.
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Disclaimer
This document is furnished for information purposes only and does not constitute an offer or a recommendation to enter into any type of financial transaction or to
conclude any type of mandate with Union Bancaire Privée, UBP SA or any entity of the Group (hereinafter «UBP»). This document does not constitute in any manner an
offer of securities, forex transactions, insurance solutions or pension plans. Although all efforts were undertaken to provide accurate and updated information, the content
of this document is provided without express or implied warranties or representations of any kind and no liability is accepted. It does not qualify and has not to be
considered as investment, legal or tax advice.
This document reflects the opinion of UBP as at the date of issue. It is not the result of financial analysis or research and is therefore not subject to legal requirements
regarding the independence of financial research. It is not intended for distribution, publication, or use in any jurisdiction where such distribution, publication, or use
would be unlawful, nor is it directed to any person or entity to which it would be unlawful to direct such a document.
The information and analysis contained herein have been based on sources believed to be reliable. However, UBP does not guarantee their timeliness, accuracy, or
completeness, nor does it accept any liability for any loss or damage resulting from their use. All information and opinions, as well as any price indicated, are subject to
change without notice. UBP shall not bear any obligation or duty of surveillance, warning or continuing monitoring of the situation described in the present document.
Past performance and/or financial market scenarios are no guarantee for current or future returns and the client may consequently get back less than originally invested.
In addition, the performance for the client may be reduced by commissions, fees and/or other charges.
The opinions herein do not take into account individual clients’ circumstances, objectives, or needs. UBP makes no representation as to the suitability or appropriateness
of the described investment products or services for any particular client, nor as to their future performance. Each client must make his own independent decisions
regarding any securities or financial instruments mentioned herein. Before entering into any transaction, each client is urged to consider the suitability of the transaction
in relation to his particular circumstances and to independently review, with professional advisors, the specific risks incurred, including without limitation at the financial,
regulatory, legal, accounting and tax levels.
The investments mentioned herein may be subject to risks that are difficult to quantify and to integrate into the valuation of investments. Generally speaking, products
with a high degree of risk, such as derivatives, structured products or alternative/non-traditional investments (such as hedge funds, private equity, real estate funds, etc.)
are suitable only for sophisticated investors who are capable of understanding and assuming the risks involved. The client may be exposed to currency risk, because a
product or an underlying investment of a product is denominated in a currency other than that of the country in which the client is resident. The investments are exposed
to currency fluctuations and may increase or decrease in value. Upon request, UBP is available to provide more information to clients on risks associated with specific
investments.
This document is confidential and is intended only for the use of the person to whom it was delivered. This document may not be reproduced (in whole or in part) or
delivered to any other person without the prior written approval of UBP.
Union Bancaire Privée, UBP SA is authorised and regulated in Switzerland by the Swiss Financial Market Supervisory Authority (FINMA).
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