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S. Xu:

Good afternoon, ladies and gentlemen. Welcome to this session on the
transformation of China’s economic model. Most of you, | believe, are quite
lettered and informed about China’'s economic changes. | will just say a few
words. First of all, | would like to introduce myself. My name is Xu Sitao, Chief
Economist and Partner of Deloitte China. This session is actually in cooperation
with Deloitte. As you know, in the past 30 years, China has been growing at
double digits. That is no small feat, but given the facts — China is the second-
largest economy, USD 10 trillion, and also is the biggest trading nation — such a
growth rate, clearly, is not sustainable going forward. That is why we need to
discuss economic transformation, which means more growth coming from
domestic demand. And of course, this adjustment is by no means easy; it is
facing a lot of challenges. As you also know, not only is China the second-largest
economy; China is the biggest consumer of many commodites. China’s
development is also affecting the global interest rate and asset market. Indeed,
the reason the decision taken by the Fed Reserve, of no change of the US
interest rate, has clearly been prompted by the situation in China.

So that is the backdrop. What | would like to do is assemble this group of quite
distinguished panellists from both China and Russia, to have a conversation on
China’s economic transition. Where do you see the opportunity, and where do
you see the risk? And, of course, we also have a discussant from the Russian
Central Bank. | would invite our discussant to also make some remarks after the
conversation among you.

Now, given the fact that China’s risk has been highlighted and underscored so
many times, perhaps we should begin with someone who is reasonably sanguine
about China’s development. | would like to invite the CEO of Glencore, Ivan
Glasenberg, to say a few words. Maybe you will start, because | know you are

reasonably relaxed.



l. Glasenberg:

Yes, | have to be! China consumes 40-50% of most of the commodities we
produce besides oil. So China is very important for us, and maybe we are always
optimistic on China because we have to be once we produce these commodities.
But, even if you look at China, we can talk about going to consumer spending,
more from infrastructure spending and fiscal spending. Today, look at China’s
consumer economy. There is a variation of figures, and | am sure the experts
over there can say whether it is 40% or 45%, but it is moving towards that area
where there is more consumer consumption. China is definitely trying to change
the economy, and you can see that has recently happened with President Xi and
Premier Li making statements. Regarding some of the steel plants or coal mines
which were losing money, they have now decided they are definitely going to cut
production at those operations, and we, being very big in the coal business, have
seen what China has already done. Very rapidly and very quickly, they started to
transform their coal business, where they are producing a lot less coal at these
operations. | think they have cut about 20% production, which has picked up the
coal price locally. So they are starting to transform the economy. We have seen
them do the same in steel production.

Now, you can be negative or positive on China, and | remember sitting on this
panel last year, and we will see where we end up today, but we all had different
opinions. A few of us maybe had the same opinion, but you walked away more
confused than you started. And | think a lot of people in China are confused: they
do not know themselves whether people are on the Economic Council; they are
changing it all the time. But it is a big economy. It is 1.4 billion people; it is a USD
10 trillion economy; it is a growing economy. So there are a lot of changes
happening all the time.

However, why | am a little bit more positive than most on China: | take very
simple statistics. What is GDP per capita in China? GDP per capita in China is
around USD 8,000. What is GDP per capita in South Korea? And you know that



China is going to catch up to South Korea: USD 30,000. United States: USD
60,000 per capita. So you say to yourself, “Is China going to catch up?” | do not
know when. You have heard the Chinese Premier Li say that China has to
double GDP per capita by the year 2020, and that is why they have this focus of
7.5% GDP growth per annum, and then, okay, they have dropped it now to 6.5%
or whatever it is, but that will still get them to that level. But if you believe they are
going to catch up to South Korea, or you believe that eventually one day — | do
not know in which generation — they will catch up to America, they have a long
way to go.

Now what we also look at in the actual consumption of commodities and the
commodities we produce, if you look at GDP per capita or consumption of
commodities, if you take the peak during the development of the United States,
the peak during the development of South Korea, even Taiwan, for that matter,
China in most of those commodities, whether you take copper, whether you take
zinc, whether you take steel, et cetera, it is only different at about... | do not have
an exact percent, but it is between 30% to 45% or 50% in any of those countries
when they were at their peak, Germany included. Even today, Germany
consumes per capita more of those commodities than China does today, and
Germany is well past its development process, but it still does. But you go look at
the peak in South Korea. Today it is still ahead of China in what it consumes per
capita, even though South Korea is pretty well developed. So if you take all that
in, China does have a long way to go.

Now, | am sure there are going to be other panellists here who will talk about
debt to GDP, and we are going to talk about what China can do, and the debt
problem of China is going to be a problem, but remember one thing: the central
government controls a big part and owns a big part of the economy. It is not like
the Reserve Bank; it is not like central banks in different countries. Remember,
they own most of the land. They own all the banks or most of the banks. They

have only sold a small portion of the banks. They own all the steel companies.



They own a big amount of the SOEs of the mining companies. So when they
need to deliver more cash into the system — there are massive savings in China
— they will transfer the personal savings into the hands of the government, and

they can push on. So they have a lot of tools to go ahead.

S. Xu:

Thank you very much. So, in short, China has many tools in the box, if |
understand you correctly. | am now going to start with this panel, because you
are optimistic, and | think | need to find someone who is more sceptical. | would
like to invite Andy Xie. Andy is a good friend. He used to be a chief economist in
Asia for Morgan Stanley. He has been consistently sceptical. Sometimes we joke
in China, saying he is a ‘China bear’. So Andy, you can say a few words. First of
all, do you think, based on this USD 8,000 GDP, we can easily catch up with
South Korea, which is right now at about USD 24,0007

A. Xie:

Well, people call me a bear, but | think that actually | have been very positive
about China’s future, because the growth in the last 30 years largely reflects the
catch-up, the revival, of China. China is not another emerging economy. China
was very developed in the 1930s. In the 1930s, in technology and urbanization,
China was quite developed. During the 1930s, when the world was in Great
Depression, China was growing at 6% or 7%. That is why Shanghai was so
prosperous. So then the war and the revolution got China trapped in half a
century of stagnation, basically of depression. And then we had this opening up.
And so this potential productivity was released. So it is not another emerging
economy; it is an old, quite developed economy being revived. So you look at the
growth in the last 30 years. A lot of people say it is a miracle. But, actually, it is
just that the Chinese people are capable of doing this stuff, and they just were

not given the opportunity to do so. This is not some secret recipe! So it is totally



untrue to say it is a miracle; somebody made it happen. It is because Chinese
people were capable of doing that.

Now, Premier Zhu Rongji in the 1990s laid the foundation for China’s growth,
mainly by joining the WTO, privatizing housing, and reforming the enterprises, so
the whole foundation for the growth was laid in the 1990s. Now, in the last 15
years, we have not done much reform. It has been basically using macro
stimulus, monetary policy, to manage the economy, quite like what the Western
economies have been doing. Unfortunately, even though people still believe in
monetary policy, monetary policy has not worked for 10 years, if you have not
noticed! But people still talk about monetary policy reviving the economy. So this
Is a way that | think China made a very big mistake: managing the economy
through managing the financial sector, managing the monetary policy instead of
going back to the structural reforms that Premier Rongji started. And China still
has a lot to do; it was not finished.

So this is where we are now. What is going on now happened in 2008, when the
global financial crisis happened. And | wrote an article in the fall of 2008
predicting that China would do a huge investment stimulus and that it would be a
huge mistake. That is what | wrote about. The reason was because the 2008
financial crisis was China’s buyers, China’s customers, going bankrupt. So China
had to adjust its policy. And using investment stimulus, you are just saying that
your customers will come back and buy more from you in the future. Which,
obviously, did not happen. So China added USD 20 trillion of debt and created a
lot of capacity, with not a whole lot of people to sell to. So China has added one
problem to the challenges it was already facing. Structural reform transformation,
and that is a very challenging task, and now we have a legacy issue: how to deal
with overcapacity, and, on the other side, the nonperforming loans that could
come from dealing with overcapacity.

| see that there is no consensus on dealing with overcapacity. Some still argue

that we can do stimulus. Like, if we still have overcapacity, let us create more



projects that will use more steel. But the issue is that steel is a small part of a
project. So you can spend a whole lot more money on something else just to
make a steel mill employed. So you can create even a lot more debt. So this is
kind of a slippery slope you are going down: you have overcapacity; you want to
have everybody employed, every factory employed, and that is a slippery slope.
So because of this hesitation on how to deal with overcapacity, we have basically
wasted three years of dealing with the big issue: structural transformation. If you
do not deal with the legacy issue, how can you face the future? So this is the way
that | see that.

Chinese living standards could be raised to USD 20,000 with no additional
investment. All we need to do is deal with the nonperforming loans and transfer
the income to the household sector, and we need to shrink the state sector. That
is the transformation: to shrink the state sector. And when people talk about
China, they always say that the Chinese Government can do miracles because
they have so many tools. This is the wrong way to look at China. China’s
problems are because the government is too big. The government is spending
half of the money; it is very inefficient. So, to become a normal, efficient
economy, we have to shift the money to the household sector. This way, we are
stuck too. | talked about how we are stuck on the overcapacity issue, how to deal
with overcapacity. Do we stimulate, or do we close down? Then there is the
future. Do we want to move towards a balanced economy? That means a smaller
government. Unfortunately, we are not making that decision. We are really

trapped.

S. Xu:
Thank you.
We are really trapped. But | am quite glad that with the first two speakers, we

already have quite different perspectives. We will come back to each of you.



| would like to invite Dr. Xiang Bing. Dr. Xiang Bing is the dean of Cheung Kong
Graduate School of Business, which was created by Li Ka-shing, Asia’s richest
man — well, Asia’s biggest tycoon. Professor Xiang Bing is known as the biggest
‘bull” in China, because he is always optimistic. Whenever | talk to Xiang Bing, |
say, “Are you concerned?” He always says, “No problem. Growth will deal with

everything.” So maybe you will say a few words.

B. Xiang:

Maybe that is the reason why we two are sitting together on the one side. But for
the past 20 years, | have been debating with many friends, colleagues,
academics, businesspeople, and politicians about the future of China. | have
been in the optimistic group of people. Each and every time, if you look back five
years, 10 years, 20 years, | underestimated the strength of China’s economy. So
for the future, | stick to my guns and remain optimistic. But for a few reasons. The
first reason you may know: the urbanization rate in China is only 51%. Services
are only roughly 50%, 52%. So we have a long way to go compared with the
average. Secondly, China can grow its economy by deregulation. We do not
need innovations as long as we deregulate, not like the US, where you have to
have a technology, a business model of innovation, you know: Google,
Facebook, Uber, Tesla, all of that. We do not need all of that. Oil and gas,
financial services, telecom, education, sports, culture, and creative sectors.
Healthcare is the number-one economy for the US: 17% to 19% of US GDP. For
China, it is only 5.3%. We have a long way to go. They can grow the economy at
a certain rate if they want it. Just deregulation. Pick the time, which sector to
deregulate.

Thirdly, China is the cutting edge, embracing three major drivers of global
change for the past 30 years. The first one, neoliberalism, was started by Ms.
Thatcher followed by Ronald Reagan, and China followed much of that. China,

as of today, the private sector is 65% of GDP of China, 80% of jobs in China,



over 90% of new jobs in China. By many measures, China is more capitalistic
than any other country you can think of. No universal healthcare. Education only
covered until ninth grade. No global pension system. Gini coefficient 0.47,
second highest only to Brazil. So embracement of globalization. China’s
economy has been globalized: European companies, American companies,
Japanese companies, Samsung are all doing well. That is very unique among the
major economies. American companies dominating, Japanese companies, China
— every kind of company doing so well.

Thirdly, impressment of social media. US number one, China number two: BAT,
Xingdong, all of that. So three major changes. China is on the cutting edge,
embracing all of it. We are ready. We have been globalized. We are not afraid of
everything.

And fourthly, people in my age group have experienced communism, socialism,
and real capitalism, by the way. Feudalism. Command economy, market
economy. We have seen everything first-hand; no need to study the West. We
experienced all of that. | hope we know what we are doing when we face the
future.

And number five: Chinese students represent by far the largest group of foreign
students of any major country. That will serve China well. And we have over 100
million Chinese people travelling around the globe. That will affect China well for
the future. So this is very different from earlier times. In 1793, the first
ambassador of the UK to China, Mr. Macartney, visited Beijing. Our emperor
then, Qianlong, received him. When Qianlong did not like certain technology,
there was no possibility for that technology to come to China. Today, even if
President Xi does not like certain technology — but there are so many
entrepreneurs, probably, around the globe.

The sixth point is similar: income per capita. China represents 18% of the global

population. If China’s GDP is 18%, for sure China will become number one, no



doubt about that. All we need to do is to be average. We do not need to do so
much better than everybody else.

And, lastly, as | said, the private sector has been by far the driving force for
China’s economy to move forward. Yes, there is an imbalance in the structural
chain, but the key driver of the force is not restructuring, not adjustment. It is
dominating the role of the private sector. They will continue to be dominating. So

that is the big baby in the water. They are doing awfully well. So | am positive.

S. Xu:

Okay, thank you, Dr. Xiang Bing. | will come back to you, because you seem to
reject the notion that we need to have a big wave of privatization. Perhaps | could
invite Maksim to make some remarks, because | think you are a little bit worried

about recent policy changes in China.

M. Oreshkin:

Thank you. So, definitely it is true: those who believed in China in the past five
years were those that of course made a fortune. There is no doubt about it. But
the key question is, what will happen in the next five years? Why is this so
important? Because we know that China’s economy is really huge. China and the
United States are the largest economies globally. If something bad is happening
here, it is impacting the whole global economy, and for some of the regions, for
example, South-East Asia, any significant negative event in China can be really
devastating. There is a lot of talk about that problem in China, but there is also
that problem in Thailand; there is also that problem in Malaysia, in some of the
others in South-East Asia. So if there is a problem there, it will be a big event for
the global economy. And the size of this event can be even larger than the global
financial crisis of 2008—20009.

But, talking about the Chinese problems and the things that worry me the most, it

is actually not the debt. Because, definitely, that stock problem can be solved.



There are really enough tools at the government level which can absorb the debt
and continue to go forward. But the problem is with the flows. Because what is
the debt? It is the situation where there is a significant mismatch between
incomes and spending, and those who earn income are not spending, and those
who spend do not earn income. And Andy has mentioned this: if you look at the
channel for supporting the economy, the channel of growth after the global
financial crisis, it was mainly through infrastructure investment. It was picking up,
and especially what we see this year. China is using channels, for example, the
Chinese Development Bank, other channels, to do the same kind of stimulus
through the other financing sources.

So what is wrong with this? If you are investing in those projects which are not
needed by the economy, it will be difficult not only to repay the debt; it will be
really hard to service the debt. And such investment is negative for growth,
because you are allocating resources ineffectively; you are allocating resources
to those projects which are not bringing growth and which are not bringing
efficiency to the economy. And of course such imbalances can go forever, and at
some point the readjustment of the Chinese economy will happen. | am really
optimistic about China in the medium to longer term. The story of a low
urbanization level and so on and so forth: this is all true. But before China will be
able to get those fruits and achieve further growth, it needs to readjust. It needs
to go one step back to make a shift between the industry, the structure of the

economy, and then to start to go forward in a slightly different direction, but still

up.

S. Xu:

Thank you. So, in the medium term, optimistic, but in the short term, China has to
tighten its belt and make some adjustments.

We still have three gentlemen. Maybe, Andrei, you can make some remarks,

either positive or negative, on China’s short-term economic prospects.



A. Klepach:

It is maybe not a problem of short-term...

S. Xu:

Or medium-term.

A. Klepach:

Short-term for me is two to three years. For many years, as | remember, every
expert has discussed when the ‘hard landing’ of the Chinese economy would
start; but despite all the trouble, deceleration of growth, it still now looks very
impressive. What is clear, really, is that China needs (and it was declared by the
government) a massive set of structural reforms, plus a different model of the
economy.

Maybe | will stress one point which was not mentioned: that it is not only a
problem of reorientation from expert to a more domestic strong demand or
technology innovation, because now China, for example, surpasses Russia by
the level of R&D spending. It is, as | remember, about 1.8%. In the near future, it
may be 2% of GDP. We kept for the last year at the level 1.1%. But it is not,
maybe, the crucial point. What is very difficult is how to manage such a
transformation by market mechanisms or by also a process of deregulation, as |
well understand you. An economy that relies on domestic markets should be
more liberalized, more market oriented; but at the same time, as we can see by
the Russian experience, that aggressive transfer to market mechanisms can
create a shock. It can create, in the short and medium period of time, many
negative consequences.

China’s economy is characterized by a very high level of debt, if you look at
corporate debt, not only a high level of the ratio of bank lending to GDP; it is
about 200%, actually. It rose too fast in the last year, because three or four years
ago, it was 160%. So it is a very high rate of growth. In the Russian economy,

where we moved from 30% to about 50% only, it created a lot of risk for the



banking system, for enterprise and practices, impacting negatively the economic
growth in the Russian case, because the price of money, the level of market risk,
is very high. So if China’s economy in the financial sector starts to manage in a
strictly market-oriented way, it creates a domestic shock, despite the whole
problem of overcapacity. Because also, such a big amount of overcapacity in the
steel industry, non-metal materials, can be handled only in a situation of some
not pure market mechanisms. Otherwise, it creates a big shock, as we also see
in the Russian case, where we have had a decline in construction materials for
two years, maybe next year also.

This does not mean that the Chinese economy could not adapt. It only means
that it needs a very flexible balance between market and pure deregulation or
liberal mechanisms, and some elements of support from the federal level, maybe
less the regional level, because the situation with the regional budgets or over-
budget mechanism also, as | understand, looks very dangerous in China’s
economy. You have strong federal finances, but also in the situation of risk or
reforms, move from about zero deficit or profit maybe four years ago now to the
deficit of more than 2% of GDP, and | think that in the middle-term future, a
budget deficit will be a normal situation for China, which also needs a
transformation of financial assistance. So it is not only a problem of corporate
readjustment, but you need also deep structural reforms in the financial sector. |
am also an optimist. | think that China’'s economy or China’s policy can adapt; it
can find some balance. But this transformation, which is really necessary, has
not only positive but also some negative consequences and has its own price,

which can decelerate growth.

S. Xu:
Thank you. So in the medium term and long run, China can do well, but in the
short term, there is a debt issue and there is an overcapacity issue. Mr. Mau and

Mr. Machkevitch, maybe you can make some remarks on the basis of that.



V. Mau:

First of all, | want to continue the discussion of the previous two speakers,
Professor Xiang Bing and Andrei Klepach. First, | would start with the point that |
am definitely not an expert on China, and only experts on China should speculate
on this, because they are very deeply involved and know the details. | will just
share my overview regarding the situation and prospects for the development
from a historical perspective. First, | want to start with the point which Professor
Xiang Bing just mentioned: the 1793 visit of Ambassador Macartney, the
ambassador of George lll, to China, with this famous phrase of the Chinese
Emperor, that all the manufactured goods which you delivered to China, China
did need. China just did not need all the stupid things which you tried to deliver
and would never open in this country in exchange for your strange goods of
British manufacture. And around this time, China was in the first place, and it was
one-third, 30%, of global GDP. And this is of course a very important starting
point for understanding the further development of their country.

The second starting point which | wanted to make is that one of our famous
Russian poets once wrote, ‘V Rossiyu mozhno tol’ko verit” — you cannot grasp
Russia; you should just trust in her or not. And | am afraid that to a large extent, it
is also true regarding China. We can trust; we can believe that China will grow;
we can believe that sooner or later it will collapse, and | am afraid that both are
right, because sometimes crisis happens, and sometimes crisis is overcome. You
know the third law of economic forecasting is that you can predict either date or
data, but never both.

The third sort of conundrum is in fact about the statistics. We do not know what is
happening, particularly now. We know that leaders of China’s provinces are
competing for economic growth. We understand that China is really growing. At
least it has been growing in the previous 30 years. But people are starting to talk
about whether it is 7% growth or 1% growth this year, which | do not know, and

nobody knows. And it creates a real problem of understanding the foreseeable



future. In the long run, we are all dead. In the long run, everything will be fine
anyway. But what will happen in a short period of time is a question.

| also think it is important to evaluate what | understand is happening in China
compared with contemporary Russia with a few points.

Point number one: from the beginning of modern economic growth, the Russian
and Chinese patterns are completely different. Modern economic growth started
250 years ago when China was one of the biggest global economies, and Russia
was lagging behind about 50 years from the most developed countries. Since this
time, China moved from 30% to 2%, then catching up, moving to 20% of the
global economy. Russia kept this 50-year interval for all these 200-something
years. Whatever happened, whatever political regime was in Russia,
industrialization or no industrialization, imperial Russia, democratic Russia,
communist Russia, from 40 to 50 years, a two-generation gap, and that is it. The
Chinese were very different. And this is a conundrum: we do not know why
Russia keeps this interval, why China lagged behind and then caught up, and
what happened from this point of view.

A second point is that China, at the starting point of the reform in 1970,
structurally was like Russia of 1929. Actually, that was Russia at the beginning of
the industrial age, regarding GDP per capita, share of rural population, level of
literacy, because Russia was just at the beginning of industrialization, and it was
a real choice between a Stalin or Bukharin pattern of industrialization: whether it
would be the growth of peasants or farmers to socialism or forced
industrialization. China had tried forced industrialization for the previous 20
years, and then they tried to use, in a different situation, this new model. So this
is very important difference from Russia, and of course the Russian transition in

the 1980s was very different. Do | have a couple of minutes?



S. Xu:
Actually, if you do not mind, | do think we need to cover a few more issues, and
we should get a conversation going. So if you do not mind, maybe we can just

stop here.

V. Mau:

This is just to put it into context. There are two main questions regarding China.
What will be the prospect of the welfare state? Because China came up to the
level when it has to create a welfare state, and it will become a very important
influence on the prospects of Chinese economic growth. And the second point is
whether China, from this perspective (and this is very much connected to the
previous question) will find itself in this middle-income trap. And these two

guestions will explain the development of China for the nearest future.

S. Xu:

Thank you. Just some observations from me as a moderator. First of all, | know
that Ivan will be summoned by President Putin at 18:25, so | am very much
aware of the time factor. Secondly, we still have another panellist and also a
discussant. Maybe | will invite our discussant to make some very short remarks,
and then we will go to the last panellist. Because Mr. Mau has made a point:
China’s statistics are tricky. So, since you are in charge of forecasting in the
Central Bank in Russia, maybe you can tell us, first of all, do you believe in

China’s statistics? And secondly, which ones do you disagree with?

A. Morozov:

There is a Russian saying: ‘You can believe, but you have to check.” And at the
Central Bank, in my department, we try to check the numbers. | cannot say that
they are much different from the official numbers, but we have somewhat lower

numbers. What | want to say is that it does not matter whether China’s economic



growth is 6.5% right now or 7% or 5%; it is the structure of the growth that does
matter. And the structural transformation of the Chinese economy towards the
consumption in that economy and to its post-industrial economy is what we have
to pay much more attention to. For us, it is a big challenge. | want to speak about
the implications of what is going on in China for Russia. After all, we are at a
Russian international economic forum. And here, the implications are as follows.
As far as the economy is concerned, if Russia successfully addresses the
challenge of structural transformation in China, we would be able to grow faster
than now. Potential growth in the medium term to longer term, Russia will be
higher. If not, then we may have another drag on national economic growth
coming from China. That is one important thing. The second important thing
coming from the challenge has not been discussed so far, of the
internationalization of the Chinese currency, the renminbi, a transformation into a
reserve currency. This is also a challenge for us, and the best way — it is a sense
of competition between currencies, between the Chinese renminbi and the
rouble. And to be successful in this competition, what we have to do and the
Central Bank has to do and the government has to do is that we have to deliver
macroeconomic stability which is necessary for currency stability. For that, we
have to have low inflation and a working fiscal role. This is what the Central
Bank, the Ministry of Finance, the government, are working on.

If I have a couple more minutes, | would like to speak in more detail about what
these conclusions stem from. In a sense, what is going on in the Chinese
economy is three-speed growth. We have traditional sectors of the economy; so-
called primary sectors; energy consuming, resource-consumer sectors. They
lose momentum when they grow. Some of them stop growing; some of them
grow, but not fast. The problem for us is that major Russian exports to China are
raw materials and energy, and therefore, looking longer-term, there is not much
we can extract out of that. You can try to grab a bigger market share; you can go

downstream, but it is very difficult. What is important is that you can look at other



sectors of the economy that grow faster as a result of transformation, so-called
tertiary sectors of the economy, about which we have already heard: education,
sports, leisure, which people of income tend to consume more. Here, Russia can
have a really big advantage in terms of development of the food industry,
agribusiness, transportation companies, the fashion business, and so on and so
forth. These business opportunities so far have not been explored. If you explore
them, you can be sure that even with slow economic growth in China, the
Russian economy can prosper. After all, you have a large neighbour just next
door — number two now, number one in the future — and there are a lot of

opportunities that we will be able to explore. And a lot of that depends on us.

S. Xu:
Thank you. | think that is an excellent point: what are the implications for Russia?
We do have another very important panellist. Alexander, | know you are going to

talk about China’s impact in the context of regional investment.

A. MawkeBuv:

B cBeTe npeablgywien guckyccuu s npeanarato pasgenutb NogHATble B HEW
BOMpPOCHLI N0 ABYM TemaM: byayuwee Kutasa kak ctpaHbl B Lenom n cyabba Kutas
Kak npousBoauTens n notpebutens commodities n metanna. MHe kaxeTcsi, 3T0
pasHble BeLy.

Ecnun mbl roBopum o Byayuwem Kutas kak cTpaHbl, TO 1 CyneponTMMUCT, NOTOMY
yto pe3epBbl Yy Kutaa  orpomHble: nubepanusauusi,  OTKPbITOCTb,
aeperynupoBaHue, npmeatmnsaums. Hackonbko 6bICTPO OHM MPUHECYT Noabl, Mbl
yBMaMM; Ho pykoBoacTBo Kutaa yeTko oTaaeT cebe B 3TOM OTYET, Yy HEro
nmeetca cobCcTBeHHOEe BuaeHMe nepcnektuBbl. Kutam, Kak Mbl 3HAaeMm, BUOUT U
paccuyMTbiBaeT CBOU AENCTBUSA Ha CTONeTUs Bnepea.

[pyron Bonpoc, 0 KOTOPOM rOBOPMI Hall BeEOYLLUNN, — Nepenpon3BOACTBO, U TyT

s ropasgo MmeHee ontumucTuyeH. Korga Kmtam HavHeT BBOAUTH PbIHOYHLIE



MEXaHU3Mbl MO OrpaHMYeHM0 NPOM3BOACTBA MHOIMMX BWOOB MPOAYKLUN,
NpoM3onaeT coumarnbHbI LLOK, HOBbIM coumnanbHbI KOHNUKT. A cyuTato, 4To B
onwxanwee BpeMsi Nepenpon3BOACTBO MNPOAOIHKUTCS, PbIHOYHbIE MEXaHU3MbI
OyaoyT BBOOMTbLCA He Tak onepaTtMBHO, MO3TOMY A BCEeX MNpou3BOAUTENENn
commodities n meTanna B mupe aTo ByaeT orpomHas npobnema. [ns KomnaHum
ERG — XuW3HeHHO BaxkHast: Mbl akcnopTtupyem B Kutai 30% cBoer npogykumu.

Ewe pas roBopto, 3TO ABa pasHbiX BONpPoOca, HO B LEenom B oTHoweHun Kutas s

ONTUMMUCT.

S. Xu:

Thank you very much. | think maybe we should have a conversation on a
different subject. We do need to talk about the risk. Maybe all of you can quantify
such risk and also give some predictions for the short term, because we all know
that in the long run, China will do very well; it will be the largest economy. Again,
| start with lvan. Just be brief. What are the major risks? What are the

predictions?

l. Glasenberg:

What are the risks? Will China get it wrong? Will the economic advisers, the
president, premier, the people that manage China — will they get it wrong? To
date, as Dr. Xiang said, for the last 20 years, they have gotten it right. And
everyone has been doubting them. Look at the last two or three years: we have
all been doubting China, and there has been a bear market in China, and there
has been a big push: something is going to break up in China. But they did things
right. They fought the corruption campaign. Yes, the economy pulled back. What
did they do? They stimulated a bit more fiscal spending. The property prices went
down considerably in most small cities and some of the major cities; they turned
it around. We see a big turnaround coming in the property price. So that is good

for China. There was too much infrastructure spending; they decided they



needed more consumer spending, and they moved the economy to more of a
consumer-based economy. They stimulated in that area. So whatever they have
done, they seem to have done right up to now.

Now, what are the risks? They make a mistake somewhere along the way. Or
what is another risk which would occur? The dollar may get too strong, and they
have to depreciate the currency. What is the effect of that? Are they ready for
that? Do they have the measures in place to take care of that, so that we do not
have a really weak currency?

It is a very big economy; you still have to urbanize. Dr. Xiang said you have 50%
urbanization in the country, well below the rest of the world. So over the next five
or 10 years or whatever it is that they talk about, you have to urbanize another
400 million people. So when you talk about 400 million people you have to
urbanize, you are building another United States. So are they going to manage
this process of urbanization to the central economy, or are they going to move,
from an infrastructure/fiscal spending economy to a consumer economy? Are
they going to manage this process correctly? That is the risk. However, | am
bullish on that, because they have done pretty well in the past, and whenever

anyone has miscalled China or doubted China, China got it right.

S. Xu:
Thank you. Professor Xiang, you do not have to prove your optimism. Just state

the risks.

B. Xiang:

Before risk, | think, it is important to understand why China needs to slow down
economic growth, in a path with 8% being essential for generating 8 million new
jobs. Number one, starting from 2012, the total size of the labour force
diminished. Secondly, we found that the faster the economy grows, the wider the

inequality of income, which is actually the number-one concern to me, and to the



government, | hope. So it is not necessarily better the faster the economy grows.
Number three, the pressure on the environment. So, taking all of this into
consideration, China’s economic growth must slow down. Very important.

In terms of risk: to me, domestically, is income worth inequality? To me, in China,
we carry the flag of socialism. But if you look at it, oh my God, we practice
capitalism to the limit. And absolutely no social programs of any sort. And income
inequality is the second highest, second only to Brazil, of any major economy.
So, to me, domestic risk is number one. | think under the leadership of Mr. Xi
Jinping, we do much of a catching-up game. And internationally, China—US
relations. | think when the US adjusted its China policy, maybe in 2009 — it used
to be embracing China, and then there was a switch to embracing China with a
hedging strategy that has two elements: pivot to Asia, security/military-wise, and
economically, in a setting of TPP, TTIP without China, a new WTO without
China. So China responded with a free trade deal with ASEAN and free trade
negotiation with Korea and Japan, and it was this One Belt, One Road, the AlIB,
and all of that. So what is the configuration of the trading system of global
governance? To me, global governance or geopolitical risk is maybe the largest

risk that China must manage and manage well.

S. Xu:

Thank you. So, two risks: one is the China—US relationship; one is social issues,
income inequality.

Again | will turn to Andy Xie. Given the position you have taken, that reform has
been stalled in the past 15 years, how is this going to be played out, and how is
that is going to be affecting Russia? | think that is very important: how this is

going to be played out economically.



A. Xie:

| have been arguing that China has been driving the global economy for a long
time, and not only in the United States. And the most important thing in China is
the relationship between the state and the people. And | think that a lot of
problems come down to that. China is very easy to manage, because the
Chinese people work very hard; they do not look to the government for help. And
in Chinese history, the government is always kind of very dangerous to you.
When the government knocks on your door, the government wants to rob you.
Usually, that is the case. But in other countries, people look to the government
for help. So China is very easy to manage, and China is very competitive. But the
problem is that the profit in China always comes from power. So in China, if you
become a government official, you become rich. Historically, that has always
been true. So now, in the modern time, we have the equivalent of, how do you
make Chinese people work hard? You say, “You will earn money then.” You
design games to take their money way. You say, “Either you buy property, you
buy stock, you buy this and that.” You turn everything into a casino to fool people
into losing money. Like we are talking about with all these urbanization things:
We have 50 million empty flats, and another 50 million under construction. There
are no young people in the villages anymore. China’s urbanization is done,
completely. There is no room. The population is going to decline very soon. So
this is a fantasy, that we have got another half of our urbanizing to go. It is totally
untrue! But the government likes the story, and they fool people into believing
somebody else will buy the property from you. “So your property is empty today?
Do not worry; the price will go up.” The government has this story about how to
resolve this property inventory, and the strategy was to make people borrow
more money to buy. So more leverage, more debt. This is what is going on!
People think of China as a big country run by a bunch of wise men, and they
always know what they are doing. This is just totally untrue. These are not facts. |

think the issue is that the government is playing with the people: “I always want



to fool you, to get you into a trap so that | get the money.” | think this kind of
governing philosophy is extremely dangerous. The government is to serve the

people, not to fool the people.

S. Xu:

Okay, Andy. To fool the people. In the end, | think, so far our discussion, with the
Internet, with the dissemination of information, consumers, e-masters are
becoming more rational. Maybe | am going to change my moderation. Maksim,

you want to say who you would agree with.

M. Oreshkin:

| just wanted to continue what Andy was just telling the auditorium. You know
that if you look at China, you will find that this is an economy which has had no
crisis for more than 25 years, so it might be really important from a psychological
point of view, because it is two generations in China which have had no crisis in
their lifetime. So those who are under 30 years of age are not ready for any type
of crisis in China. When | have private discussions with Chinese businessmen,
academic people, and so on and so forth, it sounds to me really similar to what
we had in Russia before the crisis of 2008. A typical phrase is that economic
laws are different in China. Real estate prices increased 50% or 60% on a year-
on-year basis, but it is okay. We will have a slowdown in growth, but prices will
never decline. Crises have never happened and will never happen. But it went
badly in Russia, in 2008. It was not only about the global financial crisis; it was
about the overheating and overconfidence within the economy. It ended badly in

Russia; it might end badly in China.

S. Xu:
What is the risk you see? Or do you want to say something else about how

Russia is going to be affected?



A. Klepach:

| think the main risk is a risk of some regions inside China dominated by a
national minority, because imbalance in growth can generate some conflict. Or it
IS not maybe a general growth of income inequality, but first of all inside big
cities, because deceleration of growth will affect mainly not villages, but the
megalopolis, which can create — as shown by Russian experience and that of
some other countries — some social tension. Concerning Russia, | think despite
all deceleration of growth or acceleration of growth, the main challenge or
problem is how Russia first of all can transform our relation with China and
maybe launch a new model of relation, because we have a very narrow set of
markets or products in which we can trade or cooperate. | think we have a big
prospect for oil and gas export to China, maybe much bigger than it is actually
estimated by many experts, but the main challenge is that our trade in goods with
high value added is very, very small. So the acceleration or deceleration of China
does not affect Russia. Only if we create a window for much more deep

cooperation on the detailed level, can we really accelerate our growth.

S. Xu:
Thank you. lvan, | know you have to leave early. Would you like to respond to

some of the remarks made by Andy Xie?

l. Glasenberg:

You know, | am not an expert exactly. Are there are still so many houses not
being occupied in China? And is the government playing a game? Et cetera. |
cannot talk about Chinese politics, exactly what is going on there. But all | can
say is, the last 20 years, they have got it right. The economy has done well,
whether you believe 7% GDP growth or whatever it has been at different times. It
was a USD 3 trillion economy, now it is a USD 10 trillion economy, and you get

different growth. As Dr. Xiang said, you cannot have 10% growth on a USD 10



trillion economy; you have to slow it down to 6.5% or 7%. But they have pulled it
back; they have done things, et cetera. It seems to be working. And | know Andy
Xie has been bearish for a long time, and he is going to be right eventually; | am

just not sure when he is going to be right. | hope it is not too soon. But let us see.

S. Xu:

Thank you. | think maybe we will now turn to the two gentlemen on the other
side. Given China’s slowed-down new growth model, assuming that will be the
case — | mean, we can sit here to talk about the risks and scenarios forever — but
assuming this transformation is taking place, could both of you talk about risks,
and opportunities for Russia? Let us just focus on opportunity for Russia. Mr.

Mau, do you want to start?

V. Mau:

Of course, Russia is interested in the stable development of China. Any crisis on
the eastern borders of Russia is not fruitful and rather dangerous for Russian
development. | still think that the main source of crisis in China is the prospects
of institutional transformation and development, the modernization of the social
and political system with relation to the economic system which has been
emerging, has been developing in China. Because definitely, the middle class will
grow; it will demand political reform. You know, Huntington once wrote many
years ago that ‘No taxation without representation’ is a political slogan, and the
economic dimension is ‘No representation without taxation’. For me, this is the
main challenge. The main challenge for the prospect of China’s development.
Frankly speaking, | do not see serious dangers with the problems in the Chinese
economy. For me, much more serious are the prospects of a cycle of stagnation
in Europe for Russia, taking into account the economic relations between Russia
and the EU, the level of our trade. It is much more serious, much more important.

Maybe | will say a politically incorrect thing, but some people noticed that at



today’s plenary session, with two Presidents and one Prime Minister, there was

no single mention of China. And that was quite interesting.

A. Klepach:

Yes, concerning the previous plenary session, yes, maybe strictly China was not
a point in this presentation, but what is important is the idea of a larger Eurasian
Union, which forms the basis of the SCO [Shanghai Cooperation Organization],
for bezopasnost’ [security], which in a large set will include India, Pakistan, Iran,

but it's in China. So it was not strictly mentioned, but that is a focus.

S. Xu:

Thanks. Alexander, you made a point: you are positive on China, but you feel to
deal with overcapacity, the social cost is so high. Therefore, you are not too
optimistic. Can you offer any suggestions, whether from experience in Russia or

any part of the world? What would you suggest to the Chinese policymakers?

A. MawkeBuu:

XopoLwuni BOMpOC: Kak HanTu BbIXoA M3 ntoboro nonoxeHna? Ha cammute G7,
KOTOpOM HedaBHO cobupanca B AnoHuu, o06CyXganu O4YeHb CepbesHble
NPOTEKUMOHUCTCKME Mepbl W 3arpagutenbHble 6Gapbepbl Ons  KATaWCKOro
3KcnopTa, paspyLlatolero MMpoBon pbIHOK. A AymMalo, HUKTO B MUPE HUYErO He
CMOXET caenaTtb 40 Tex rnop, noka pykoBoAcTBo Kutas He npumeT ogHO3Ha4YHoe
peLleHne: Henb3sa npofaBaTb NPOAYKUNIO HUXKe cebeCcTOMMOCTM N HEBO3MOXHO
3a cyeT rocbaHKoB nepedrHaHcupoBaTb Takne npeanpusaTus-somou. OyesngHo,
YTO paHO WNM MO3gHO 3TO npuBedeT K ewe OGonbwum npobnemam, 4vem
YyBONIbHEHME COTpPyaHMKOB cerogHda. W 4 gymato, 4to pykoBoacTBO Kutasa K
npuaeT K TakoMy pelleHUo. OTO OYeHb CROXHbIW, GONe3HeHHbI U OOoNruin

NPOLEeCC, HO BCE PaBHO PbIHOYHbIE MeXaHU3Mbl BO306naaatoT, S B 3TO BEPHO.



S. Xu:
Thank you. | understand that it is quite late. | want to wrap this up very quickly.
Maybe each of you can just give one prediction on China’s economic growth rate

in, let us say, the next five to 10 years. | will begin with Dr. Xiang Bing.

B. Xiang:

China’s economy can grow at 5% or 12% if they want to. It is just a matter of
political consideration, social conflict, pressure on the environment. Because they
can control the pace of deregulation. They have so many reservoirs; they can
just lift the gates, and the water will come out. So | think they know what they are

doing. And so far, so good!

S. Xu:
Thank you. So | do not know how closely, Andrei, you follow China, but maybe
how fast do you think China can grow on a sustainable basis in the medium

term/long run?

A. Klepach:

| think in the medium term, it is about 5% or slightly less.

S. Xu:
Now we take the view from the Ministry of Finance. | know you do a lot of data

crunching. Your take?

M. Oreshkin:
We see the growth in China in the medium term somewhere between 3% and
5%, but after readjustment within the next two to three years, which might be

really painful.



S. Xu:
Andy, assuming not all consumers are rational, but can be tricked or fooled by

the government: the medium-term growth rate?

A. Xie:

The growth is composed of increasing capital, labour, or productivity. And we
have the labour force declining, capital stock overcapacity, so you cannot push
that. So it is really up to productivity. | did some research years back. In the
boom time, China’s productivity was rising at about 4% to 5%. But can we have
4% to 5% in the future? It is possible, but you really have to work hard. So right
now, | think that if we do not work hard and really open the economy, deregulate
the economy, shrink the state, then 5% is possible, but it certainly is a challenge.
Right now, the growth rate in China is what the statistics bureau says; there is
nothing you can do! If the statistics bureau says it is 7%, how can you prove
otherwise? | think that the problem is that the real living standard is not rising, so
the growth cannot be real. So | think the next two years are crunch time, before
the 19th Party Congress. China has to take a political decision. This political
decision is about the direction of the country. And there need to be a lot of
personnel changes in economic management. The people who led China down
to where it is today must be held accountable. And if nobody is accountable for
what has happened, how we can move forward? So this politically is going to be
very difficult. Can President Xi really take China in a new direction? We have to

see it in two years. There are only two years to go.

S. Xu:
The two gentlemen on the left: do you want to make any prediction on China’s

growth? You do not have to.



A. Machkevitch:
Very short. It will be really painful for the whole world and for China, but | am

sure: in another five years at least, 5% or 6%, China will grow for sure.

V. Mau:
| mentioned the third law of economic forecasting. | shift to the second law of
economic forecasting: crisis happens later than you predict, but earlier than you

expect. | am afraid it applies to any country, including China.

S. Xu:

Thank you. | think, on that note, we should wrap up this session. We have talked
about some very important issues: not just economic growth, but also institutional
changes and political economy. There is a political calendar, courtesy of Andy,
who brought this up. Next year, next fall, there will be the 19th Party Congress.
Every five years, China has to do this to choose the top seven people. So let us
see which way the country is heading. But | think one consistent message which
| am getting from this panel is that we need to manage the growth trajectory, and
deregulation is very important. Of course, there are lessons from Russia, as
Andrei said, the shock therapy. | mean, in Chinese culture, you never have shock
therapy; it is just not in Chinese culture.

There are no answers. | am sure such discussions will continue, perhaps next
year, and we will look at the same issues again. | would like to thank all the

panellists for your excellent contribution, and also | want to thank the audience.
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