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LETTER OF TRANSMITTAL

SEPTEMBER 25, 1996
To the Members of the Joint Economic Committee:

I am hereby transmitting for use by the Joint Economic Commit-
tee, Congress, and the public a study assessing the economy of the
People’s Republic of China entitled, China’s Economic Future:
Challenges to U.S. Policy. Given the current state of U.S.-China re-
lations and Hong Kong’s accession in 1997 the study will provide
to the U.S. Congress and other interested parties a useful tool in
guiding foreign and economic policy toward China. Congressional
Research Service has provided us with an informative, comprehen-
sive and focussed study at an important time in the history of U.S.-
China relations.

Robert N. Mottice, Executive Director of the Joint Economic
Committee worked very closely with John P. Hardt, Senior Special-
ist in Post-Soviet Economics and Luke S. Colton intern at C?RS in
developing the design and organization of the study. We are very
grateful to the many government and private sector professionals
who met our demanding schedule of puglication before the conven-
ini of the 105th Congress. We especially appreciate that the con-
tributors from the private sectors were pro bono.

Sincerely, -
CONNIE MACK,
Chairman.

()



LETTER OF SUBMITTAL

THE LIBRARY OF CONGRESS,
CONGRESSIONAL RESEARCH SERVICE,
Washington, DC, September 11, 1996.
Hon. CONNIE MACK
Chairman, Joint Economic Committee
Congress of the United States
Washington, D.C. :

DEAR MR. CHAIRMAN: I am pleased to submit to you a collection
of papers entitled, “China’s Economic Future: Challenges to U.S.
Policy.” The study was directed by John P. Hardt, Senior Specialist
in Post-Soviet Economics. Many CRS and other Library of Congress
personnel, as well as Government and private specialists contrib-
uted significantly to the project. The authors from the private sec-
tor magz their contributions pro bono. In particular, I would like
to note that Luke S. Colton coordinated the publication during his
internship at CRS, with editing advice and production assistance
furnished from Karen Wirt and Mary C. Maddox of the Congres-
sional Research Service, and John Bartoli of the Government Print-

ing Office.
Our Advisory Committee was most helpful in structuring and ar-
~ranging participation in the volume. ile most of the Advisory

.Committee were also authors, special appreciation is also due to
Dean Harry Harding of George Washington University, Ambas-
sador Arthur Hummel (retired), Leo Orleans, Library of Congress
(retired), and Professor Nicholas Lardy of the University of Wash-
ington and Brookings Institution for their advice and counsel.

e trust that the analyses and information contained in this
study will be of value to the Joint Economic Committee, as well as
to the Congress in general, and to the broad public interested in
‘that region of the world.

Sincerely,
DANIEL P. MULHOLLAN,
Director.
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EXECUTIVE OVERVIEW

CHINA’S ECONOMIC FUTURE
By John P. Hardt and Robert N. Mottice *

HIGHLIGHTS

Congressional interest has been escalating in China’s economic
future and its implications for commercial, economic, and forei
policy interests of the United States. The legislative agenda for
1997 will include an increasing number of legislative and polic
concerns related to United States-Chinese relations. Chinese lead-
ers, in turn, are developing closer ties with the United States, in-
cluding leaders of the U.S. Congress.

A broad commitment and consensus supporting a policy of transi-
tion to a market system made in 1978 due to impressive economic
performance has been periodically reinforced under Deng Xioaping.
By 1996 a rudimentary market system with limited but significant
degree of political pluralism and a nascent rule-of-law was en-
trenched and legitimized. Growth performance from 1978-1996 was
centered on the establishment of market-friendly institutions and
the abandonment of market-unfriendly ones, which brought about
increases in rural agricultural productivity as well as higher indus-
trial productivity and competitiveness. Substantial economic im-
provements were attainable in the Chinese transition under a
gradual, dual track approach. This remarkable growth was facili-
tated by negative and positive elements of the Maoist legacy: each
of the key areas were ripe for improved performance resu%ting from
removal of constraints to output imposed during the Maoist period;
absence of a foreign debt or hyperinflation burden that would have
impaired effective transition to the market has been a clear benefit.

Radical political transition was less evident during the Deng pe-
riod as even modest changes initiated in pluralism and rule-of-law
were muted so they did not appear to directly challenge the old po-
litical system and the rights and privileges of conservative stake-
holders of the old regime. Still, de facto pluralism, decentralization,
and  establishment of rule-oflaw institutions supporting
marketization were permitted on grounds that they supported mar-
ket reform and improved economic performance. The momentum
and success of transitional economic and political reform may con-

*John P. Hardt is Senior Specialist in Post-Soviet Economics, Congressional Research Service
and editor of the volume; Robert N. Mottice is Executive Director of the Joint Economic Commit-
tee. Assessments herein profited from analyses by authors in this volume. These authors do not
necessary concur in our views. See Table of Contents for authors’ articles and page numbers.
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tinue and escalate but reversals are certainly not impossible. With
acceptance of political and legal change to support economic change
the momentum developed may make the transitional process in-
creasingly more sustainable, even with the passing of its major ad-
vocate—Deng.

The post-l%eng 1996-2010 transition probably represents more
difficult policy decisions but provides greater opportunities for
quantitative and qualitative improvement in performance. Impres-
sive projections to 2010 based on straight line projections may seri-
ously understate future performance possibilities. With eﬁ)’;ctive
transition to a democratic market system under a rule-of-law, high-
er living standards and earlier establishment of China as an eco-
nomic power is possible. While a fuller democratic market system
development under a rule-of-law is the model applied in the West
for successful transitions, each can be expected to have unique
variations in substance and timing relating to their cultural and
historical experience. .

Optimistic projections of transition to 2010 would postulate a
more advanced market and democratic system under a rule-of-law
to take full advantage of China’s opportunities. Policy decisions
pressing for fuller transition could bring about an optimistic out-
come. The optimistic development may culminate the best oppor-
tunity in Chinese history to reform and bring prosperity to the
country as a whole that always in the past was frustrated by the
self-interested monopolistic bureaucracy that frustrated all serious
Chinese reform efforts over the centuries. Now as in the past the
argument against radical change is fear of political instability, but
it also reflects concern over loss of power and privilege of those ad-
versely affected by change.

In this critical time f%r Chinese leadership, continuation of the
domestic momentum toward transition may be reinforced by posi-
tive external support and cooperation. The United States, in its re-
lations with China, may leverage full Chinese commitment to tran-
sition facilitated by joining the global community and limit the
likelihood of retreat to a more protectionist, confrontational China.

DENG PoLICY AND PERFORMANCE 1978-1996 IMPRESSIVE BUT
TRANSITION NOT COMPLETE

Improved economic performance in 1996 benefited from its start-
ing point in 1978. The Maoist system left a heritage favorable to
economic change and growth. Major sectors were constrained by as-
pects of a centrally planned and controlled economic system: the
counterproductive commune system in agriculture, persistent con-
straint on output of consumer goods and service industry deve]oY-
ment, an undeveloped fiscal and monetary system, and generally
unexploited advantages of a more open commercial system. Signifi-
cantly, the Chinese transition under Deng did not suffer from the
initial crises of foreign debt management and hyperinflation that
the Eastern European economies were burdened with. These favor-
able initial conditions permitted the successful, gradual, dual track
approach to reform in China. China is now a rudimentary market
economy with some degree of pluralism and a nascent rule-of-law
with good prospects of a consistently high growth rate. Favorable
initial conditions facilitated significant progress in core elements of
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market transition: stabilization, liberalization, privatization, insti-
tutionalization of market-friendly institutions and controlled open-
ness. Progress in pluralism in terms of decentralization of govern-
ance, encouragement of grass roots democratic development, sig-
nificant progress in rule-of-law in establishing fiscal, monetary and
other institutions fostered free market development but not to date
without continuing monopolistic constraints and corruption.

Economic performance measured by rising living standards has
been established as a primary objective for change. China’s eco-
nomic growth from a low initial base of development has been re-
markable, but the economy is in early stages of development and
the quality of life of the Chinese citizen is low, economic futures
of workers uncertain, and income increasingly unequal.

Significant integration into Asian trade and investment, espe-
cially “Greater China,” and increasing commercial relations with
the global market system have stimulated growth in domestic out-
put and commerce. At the same time China has become more de-
pendent on the global market, especially on market access to the
United States and to the region dominated by ethnic Chinese out-
side China proper.

Formidab?e constraints limit economic performance and develop-
ment of a broader political consensus for a democratic rule-of-law
transition. Key problem sectors include agricultural productivity
and marketing, large scale industry, all elements of infrastructure
outside the special coastal areas, and sectors of the economy unable
to compete in the global market without subsidies, protection and
reliance on very low wages. Continual limitations on full market
development bear primary responsibility for massive under-employ-
ment of the rural and urban labor forces. While political legitimacy
draws from economic improvement there is still continued reliance
on populist authoritarian solutions to maintain political stability
and popular support, e.g., deficit financing by subsidies to non-com-
petitive .farms and maintenance of unprofitable large scale state-
owned industries. Inequity because o? preferential treatment to
coastal regions and lack of rule of law in the market place corrodes
broad popular support.

CHINA'S ECONOMIC FUTURE: REMARKABLE OR DISAPPOINTING DE-
PENDING ON SUCCESS IN FURTHER TRANSITION TO A MORE PLURAL-
ISTIC MARKET UNDER A RULE-OF-LAW,

With Chinese leadership commitment to a transitional system
they credibly project substantial growth in output per capita, im-
proved living standards,-and enhanced economic power in the glob-
al marketplace. Their Fifteen-Year prospects from 1996 to 2010
were evaluated by the Wharton Economic Forecasting Associates
Group (WEFA): 1

Our baseline projection indicates that China is expected to
almost triple its economy by 2010 to $2.3 trillion real GDP
(in 1990 US$) from $633.7 billion in 1995. Real per capita
GDP will increase three-fold, from $521.80 to $1,635 in
2010. Nominal merchandise exports will surge from $126.5
billion in 1995 to $953.2 billion in 2010. Imports will rise

1 See Singh and Singh below, p. 101.
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at a slightly faster pace, increasing from $108.8 billion in
1995 to $966.4 billion in 2010.

This forecast is both impressive, considering that past levels of
performance, and disappointing in that it falls short of Chinese ob-
jectives and opportunities. An average per capita income under
$2,000 places China well below other Asian states such as Japan,
South Korea, Taiwan, Singapore, and Hong Kong. The projected
per capita income does not reflect the potential anxiety and uncer-
tainty which-can arise from jettisoning a failed but incredibly en-
trenched socialist economic system to make way for a new one
based upon economic freedom.

The baseline projection is not a likely outcome. China will prob-
ably perform better or worse than the Chinese forecast. An effec-
tive transition to a more democratic market system under a rule-
of-law and assuming political stability would be the basis of a more
optimistic projection. Yet lack of major changes in the key economic
areas and lack of establishment of a fuller political and rule-of-law
transition would retard growth and validate a more pessimistic
forecast.

The policy agenda for the future and the assessments in this vol-
ume show that the key economic areas from the Deng period would
be relevant to projections of significant change in the future. In
each case choices among the economic variables in the future are
more complex and synergistic, the political trade-offs more costly in
terms of old regime changes. The current success that increasing
complexity and evident political and economic trade-offs in the
post-Deng period may weigh against the momentum for change and
the broader acceptance of the transition toward a fuller democratic
market system under a rule-of-law. Deng’s reform seems likely to
survive his passing, but strong momentum for further transition is
not assured. To i]%ustrate the nature and complexity of the policy
decisions likely to make major differences in performance, we spec-
u1a2te on the decisions that may determine the variance in outcomes
to 2010. '

CHINESE PoLICY AGENDA TO DETERMINE OPTIMISTIC OR
PESSIMISTIC QOUTCOME

In the development of the transition of the Chinese economy into
the twenty-first century there are opportunities for major improve-
ments in performance that would bring improved living standards
for the Chinese people and greater economic power in the global
economy. Each family of decisions is discussed in the context of
moving closer to a democratic market system under a rule-of-law.
All policy decisions have significant trade-offs in benefits and costs
to important segments of China’s leadership and each, including es-
pecially expanded political freedoms, are perceived to have some
degree of risk.

RURAL AGRICULTURE AND INDUSTRY

There is need and opportunity to increase the output and deliv-
ery of basic grain crops and lower their cost without subsidies. In-
creased output and distribution of quality food, e.g., meat, fruits,
vegetables, throughout China and abroad woulg contribute to
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major improvements in living conditions. Finally, expansion of
consumer goods output and services in rural industry could help
satisfy an expanding domestic and export market. A number of re-
form changes potentially stimulating the rural economy and open-
inf it to market forces would make a significant difference in ful-
filling these ambitious opportunities.

e Liberalization of Prices and Trade. Although there is strong
political pressure for continued populist policies relying on sub-
sidies and budget deficits to keep food prices low and protect
the economic survival of unprofitable enterprises, allowing
prices to rise to world levels and opening Chinese markets to
competition, would stimulate growth.

e Changes in Ownership Pattern and Control. The shift from the
Maoist commune to peasant control of plots and Township Vil-
lage Enterprises (TVE) created the environment for a major
upsurge in production and living standards of the countryside
under Deng. The new opportunities that take advantage of the
global revolutions in agricultural productivity through mecha-
nization and chemical usage require conducive outcomes of the
current debate on ownersiip and control in the TVEs. While
private property and peasant control of their individual plots
1s important, large scale, more technically advanced coopera-
tive management could provide more efficient land use. This
blend of private ownership and cooperative production develop-
ment would be compatible with the long Chinese traditional
aspirations for land tenure, but would represent a further step
away from their Maoist tradition. The dynamic small enter-
prise rural industries would be more likeYy to grow if further
stimulated by cooperative ownership and would provide major
new sources of employment.

e Stimulation of Infrastructure Development Through Opening to
Foreign Investment and Federative Tax Reform. China’s rural
economic development is seriously impaired by weak infra-
structure in all aspects—transportation, energy, communica-
tions. The distribution and supply networks in %iﬁna are weak
even by developing country standards. The World Bank esti-
mate of a $175 billion investment for the decade ahead to meet
the infrastructure needs to sustain growth may be conserv-
ative.2 Domestic and foreign investment will not be adequate
without major changes in the tax code and openness to foreign
direct and portfolio investment. The privileges and subsidies of
the special economic zones in-urban coastal areas have stimu-
lated growth, but an open competitive environment extended to
China as a whole would produce better national performance.
Domestic savings and investment supporting improvement in
the rural infrastructure may be more attractive and sustain-
able with a more equitable and efficient federal tax code.

INDUSTRIAL PRODUCTIVITY AND COMPETITIVENESS

_The state-owned heavy industries meeting the demands of manu-
facturing, infrastructure, and defense claimants have a retarding

2Infrastru~ture Development in East Asia and Pacific, World Bank, 1995, cited in The Econo-
mist, 25 May 1996.
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effect on growth. These were the former leading sectors, the core
of the old command economy system. This industrial sector could,
with changes, contribute to economic performance, generate reve-
nue for the state budget, and contribute to the economic perform-
ance and competitiveness at home and abroad. Several interrelated
policy issues are involved:

e Corporatization of large scale state-owned enterprises with re-
formed safety nets. The large enterprises need to meet a “hard
budget constraint,” i.e., generate more revenue to cover the
costs of their operation. This self financing requirement would
end reliance on subsidies from the state budget and reduce the
onerous Chinese state budget deficits. Privatization of these
enterprises and a prospect of bankruptcy for loss making enter-
prises is a logical requirement. Two problems restrain this re-
form: the transition from a perceived socialist safety net and
prospects of large scale unemployment resulting from bank-
ruptcy. A number of approaches to reforming the social safety
net that have been successful elsewhere in economies in transi-
tion may be useful models for China, especially dealing with
restructuring and reform of the pension funds. Some combina-
tion of state and private pension funds is one variant that has
been successful elsewhere. An expanding industrial economy
from dynamic growth in the economy as a whole is the best so-
lution to unemployment, although some transitional training
and unemployment benefits may be needed.

e Low Priority for Military Modernization. The Chinese military
has developed a new strategy for the post-cold war, post-Mao
world. The requirements of this new stratégy are substantial
in modern equipment, fire power, and logistics. The capabili-
ties of the economy to meet these requirements under the pri-
orities of the Deng period have been small compared to China’s
strategic requirements. If the new leadership upgrades mili-
tary modernization, the requirements to meet strategic needs
would mean that defense industries would directly compete
with reformed civilian industry, especially sectors that must
compete in a global market economy with advanced industrial
countries of the West. Ownership and control of large state-
owned enterprises would be influenced toward less efficient
state control by a change in military priority. Defense support
enterprises are the least likely industrial activities to be
privatized and corporatized. With a policy change to upgrade
military equipment, the demands on the balance-of-payments
would be greater. Cash purchases for advanced equipment
from Russian or Western sources would compete with imports
of high technology civilian products, and the prospects for for-
eign direct investment and portfolio investment in growth gen-
erating sectors would be reduced.

INTEGRATION IN EXTERNAL AND DOMESTIC ECONOMY

The future advantages of expanding commerce, i.e., “free trade,”
by increased global integration in flow of trade, finances, tech-
nology, and people would be substantial. A major share of domestic
growth under Deng in the privileged coastal regions can be directly
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traced to their special integrative relationship with Greater China.
Several international policy decisions would facilitate future
growth through more integration.

e Move toward “economic Union” among People’s Republic, Tai-
wan, and other elements of Greater China. The freer flow of
trade, finances, technology, people to and from “Greater China”
would be productive. Gains from more integrated overseas Chi-
nese relationships could be significant assuming the overseas
Chinese economies retain their free trade regimes. Economi-
cally, it brings to mind the growth stimulation of the common
market of Europe as it moved toward economic union. In-
creased trade connections such as cross Taiwan Straits trade
and relations, and expansion of Hong Kong as a financial cap-
ital -of Asia would be part of this pattern. As in other economic
unions, issues in which political sovereignty compete with eco-
-nomic growth intrude; the balance of economic independence

- and sovereign independence would need to be struck. However,
some agreement on “one China” and other accommodations
could help resolve those constraints.

e Accession and active participation in World Trade Organiza-
tion, International Monetary Fund, and World Bank family of
institutions. Active participation in the Bretton Woods and
other international economic organizations could facilitate the

- effective integration of China into the global market with ac-
ceptance of rules of commercial behavior that encourage the
growth associated with openness. The benefits of openness and
unrestricted commerce based on comparative advantage carry
over to the domestic economy and can improve internal trading

atterns. Not only does a vibrant domestic economy compete

etter in the global economy but it also is inclined to accept
-and implement reciprocal understandings such as control of in-
tellectual property in its own interest.

e Extension of Special Economic Zones to all of China. The spe-
cial economic zones have been successful because of openness
to the global economy and market reform of their productive
facilities. Independence of central state control and financial
burdens have also contributed to success. This special relation-
ship with Greater China has been an extension domestically of
integrative development. The further integration would lead to
positive stimulation from an open market extended to the rest
of China. Integrating the special zones into the economy as a
whole would be a daunting task but the potential in enhanced
growth would be substantial.

INSTITUTIONALIZATION: ESTABLISHMENT OF MARKET-FRIENDLY
INSTITUTIONS AND LEGAL FRAMEWORK

As monetizing the economy was an early step in transition to the
market, the need for rule-of-law in financing and monetary affairs
has been important. The legal and reﬁulatory framework of a mar-
ket system requires replacement of the rule of the party bureauc-
racy—the rule-of-men—with the rule-of-law necessary for efficient
and equitable operation of a democratic market system. In an envi-
ronment that lacks efficiency and equity, the residual elements of



xvi

the old system permits, even encourages, a climate of crime and
corruption. Partial steps have been taken to establish key institu-
tions but characteristically the developments fall short of needs to
directly and explicitly change the old system. Caution is again jus-
tified by concern over stability but changes are more often resisted
because of shifts in individual or group powers. An agenda of insti-
tutional change would include:

o An independent central bank with efficient private commercial
banking system. Creation of a stable currency free from politi-
cal influence is critical. An independent central bank or cur-
rency board can ensure that a stable monetary environment,
which is necessary for a growing market economy, can exist. If
an independent central banking system is chosen, it must also
have a supervisory role over private, competitive commercial
banks to assure effective monetary policy. The lack of mone-
tar(i' reform permits selective control by political intervention
and fosters corruption.

e A federative, modern tax code modelled in rate and structure
after the Hong Kong system. Indeed, China should move quick-
ly toward replicating the Hong Kong tax system. Local and fed-
eral mandates and revenue raising capabilities should be bet-
ter correlated. A revenue system should be efficient in collec-
tion and bear as little retarding burden on growth as possible.
This institutional distinction of responsibility and accountabil-
ity is not observable in the present system.

e A workable civil code to establish market rules and accountabil-
ity. Private property is favored in economic transition as it en-
courages increased accountability and responsibility. To the ex-
tent that the economy is privatized, rules on ownership, con-
tracts, and other legal instruments are essential.

e Regulatory agencies to provide rules of market in both the state
and private sector. Securities and exchange, consumer protec-
tion, environmental protection, are all rules-driven activities
that affect quality of life and deter crime, corruption, and in-
equality. _

e Judicial review of rule-of-law in economic crime and civil ac-
tions. Existence of civil, commercial, tax, and other codes are
not enough as incentives to assure effective market function-
ing. Some degree of parliamentary oversight and judicial re-
view is essential, otherwise the political risk to commercial re-
lations is likely to be too high.

SINO-UNITED STATES RELATIONS INTO THE TWENTY-FIRST CENTURY

Leadership in the United States and China appear to be movin
more toward active engagement with each other. Summitry ang
structured dialogues in key areas of relations have been intiated
and may be projected on a bipartisan basis after elections in the
United States and change of leadership in China. A number of
events may be future decision points in formulating the new rela-
tionship and approaches to specific issues. How this revitalized re-
lationship will affect the relative assessments of national interests
on both sides and appropriate tactics for developing a new relation-
ship may be determined in the near future; 1997 could be a critical
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year. Some on each side are pessimistic, others optimistic, on the
degree of common interest in the relationship. There are divergent
views in the United States and China on how to ensure favorable
outcomes, e.g., should penalties and sanctions be stressed in bilat-
eral relations or should mutual gains, reward withholding, condi-
tional, multilateral tactics be the strategies of choice.

Some counsel caution to allow us to counter or deter adverse de-
velopments in the relationship with a form of “trust but verify” or
“wait and see” approach. As in its counterpart in the Soviet-United
States policy of the 1980s pessimists advise strengthened alliances
to neutralize threats to our interest and security. The more opti-
mistic support the United States taking an active role in the facili-
tation of Chinese entrance into the gﬁ)bal institutions and world
market as an active participant. Some even support a “grand bar-
gain,” establishing specific but acceptable conditions of U.S. spon-
sorship and facilitation of Chinese accession to the World Trade Or-

anization, coupled with revisions of the Most-Favored Nation
%MFN ) determination process.
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SUMMARY

China’s economic reform process has succeeded in fundamentally
transforming the Chinese economy. Before reform, all important
economic decisions were made by bureaucratic actors who were in-
sulated from most of the direct economic consequences of their ac-
tions, and who did not in any case have meaningful prices to guide
them in decision-making. China differed from more traditional So-
viet-style economies in that decision-making was more decentral-
ized, and central planners did not dispose of the same level of de-
tailed control over the economy as in those countries. But the fun-
damental fact that decisions were bureaucratically made and with-
out real accountability was common to all of the formerly socialist
economies. Today, economic decisions in China are made by a
broad and diverse group of economic agents, who respond to mar-
ket prices and are overwhelmingly accountable for the economic
consequences of their actions. It is in most fundamental respects a
market economy. Moreover, China made the transition from a bu-

* Barry Naughton is Associate Professor at the Graduate School of International Relations and
Pacific Studies of the University of Califernia. His most recent publications include Growing Out
of the Plan: Chinese Economic Reform, 1978-1993 (Cambridge University Press, 1995), and a
volume co-edited with John McMillan, Reforming Asian Socialism: The Growth of Market Insti-
tutions (University of Michigan Prcss, 1996).
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reaucratic to a market economy without experiencing a large tran-
sition-related economic contraction. Instead, economic growth accel-
erated during the transition process. Saving and investment have
remained robust, and human resources have adapted rapidly to the
needs of a market-driven economy. Today, the fundamentals are in
place for a sustained period of high growth development, extending
well into the next century.

Despite the impressive achievements, China’s economy continues
to displaf1 some peculiar features and faces some important chal-
lenges. The most unusual aspect of the Chinese economy is the con-
tinuing involvement of government at all levels in decisions that
‘would be made by private individuals in most market economies.
Governments from the village to the national level own and operate
factories. The central government remains committed to a national
“industrial policy” that it hopes will guide development patterns in
a number of industrial sectors. Governments interfere with bank
credit decisions to ensure support for favored firms and projects.
The pervasive involvement of government in the economy is
matched by the relatively weak record in institutionalizing some of
the key roles that government needs to play in a market economy.
Despite an important tax reform in 1994, tax revenues continue to
erode as a share of GDP and many activities manage to avoid tax-
ation with the collusion of local government sponsors. Despite pas-
sage of an impressive body of commercial law, enforcement of prop-
erty rights remains weak and recourse to the legal system is not
. in practice available to all. Weak institutionalization and pervasive
government involvement in business open the door to corrupt prac-
tices.

The key element that has kept the reform process on course has
been the steadily increasing impact of market forces. Reform has
proceeded through the gradual but persistent injection of market
competition into progressively more crucial sectors of the economf'.
In a competitive context, the costs of government support for poorly
performing firms or grandiose projects have become increasing]
obvious; and the limitations on government resources in this still
relatively poor country have eroded support for projects that cannot
pay their own way. Regions, sectors, and local governments com-
pete in a context in which success is determined primarily by mar-
ket performance. In this context, national and local governments
cannot fully shelter poorly performing client enterprises from the
imperatives of the marketplace. Most economic organizations have
been forced to recognize that they must pay their own way, wheth-
er they are private or governmentally-sponsored. The following sec-
tions briefly outline t%)e process of reform and then outline the
}nain elements of the reform strategy and the lessons to be drawn
rom it.

SUCCESSIVE WAVES OF MARKET COMPETITION

The traditional socialist economy was not simply a bureaucratic
economy; it was also a protected economy, in which key sectors
were reserved for government actors. Most critically, industry and
foreign trade were protected sectors where the government used its
monopoly power to ensure high prices and high profits. During the
Chinese reform process, the government cautiously, but progres-



sively and systematically, opened these sectors to market competi-
tion. As it did so, it maintained a planned sector in place over the
medium run in order to ensure economic stability and allow the
government to achieve a few of its priority objectives. Gradually, as
the market sector developed, the planned sector was frozen, and
then cut back. In successive waves of reform, marketization spread
to nearly every sector of the economy.

During the first wave of reform, beginning at the end of 1978,
important initiatives were launched simultaneously in urban and
rural industry, agriculture, and foreign trade and investment. It is
not quite true that Chinese reforms “began in agriculture,” since
the earliest reforms were quite broad-based. But it was in agri-
culture that reforms reaped early and undeniable success. Incre-
mental reforms of the agricultural collectives led steadily—and in
retrospect inexorably—to a system by which land was contracted to
individual households. The rural reform was radical in the willing-
ness to devolve managerial policy all the way down to the house-
hold level; but conservative in maintaining ultimate ownership of
the land with local collectives, and in maintaining state control of
the marketing channels for agricultural inputs and output. Farm-
ers responded to their new freedoms with a surge of output, dou-
bling farm incomes over six years and moving China out of cen-
turies of food shortage.

The early reform with almost as much long-run impact as the ag-
ricultural reforms was that which allowed rural industries to ex-
pand into virtually any product line. Rural industries already ex-
isted, but they had been constrained to a narrow “serve agri-
culture” orientation that prevented their emergence as a core ele-
ment of local development. In late 1979, rural industries were freed
from these constraints. Following a multitude of development strat-
egies—including sub-contracting with urban factories, producing
building materials and consumer goods for newly affluent rural
households, and locating “niche markets” of unmet urban de-
mand—rural industries grew into an important part of the indus-
trial base. Rural industries gradually grew to provide significant
competition with urban, state-owned industry. Those urban indus-
tries had, in the meantime, been given expanded autonomy and im-
proved incentives. Factories were allowed to retain some profits
and sell additional output above plan targets. Although initially
modest, these early reforms began to prepare factory managers for
more radical departures. Moreover, a whole new corps of factory
managers was brought in, as Cultural Revolution-era political ap-
pointees were replaced by a new group of younger and more com-
petent managers.

Among the earliest of the first-wave reforms were those which
opened up parts of southern China to foreign, and especially Hong
Kong, businesses. The Special Economic Zones (SEZs) attracted the
most attention, but equally important were measures that allowed
the duty-free import of inputs for export processing contracts.
These measures created a sphere of the Chinese economy that was
externally oriented and freed of the constraints of the state-run
economy. Initially modest in size and carefully circumscribed from
the main domestic economy, the export-oriented sector was poised
for explosive growth,
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The second wave of reform, roughly 1984-1988, was given impe-
tus and legitimacy by the success of rural reforms, and built on the
accomplishments of the first wave. In industry, tentative early poli-
cies were knit together into a coherent program to improve the op-
eration of state industry. Most important were the steps taken to
replace plan with market operations. The absolute size of plan tar-
gets was “frozen” at the end of 1984 for most goods. State-owned
factories were instructed to procure all their above-plan inputs, and
sell all their above-plan output independently on the market. Mar-
ket prices came to regulate a significant portion of state factory
output, as well as the bulk of rural industrial output. Crucial to
this strategy was the commitment to freeze the absolute size of the
plan: this implied that all growth would take place in the market
sector, permitting the industrial economy to “grow out of the plan.”
Factory managers were given much more powerful incentives, and
experiments with leasing and auctioning of managerial rights were
carried out on a large scale.

In foreign trade reform, the initial export-oriented economy was
given a vastly expanded scope with the adoption of the Coastal De-
velopment Strategy in 1987-88. This policy allowed foreign invest-
ment and duty-free import for export producers through a large
swath of the southern coastal region. In addition, the official ex-
change rate was devalued, and a secondary market for foreign ex-
change was established. These measures allowed exporters any-
where in the economy partial access to foreign currencies, and im-
proved incentives to export.

Only in agriculture were the second-wave reforms less impres-
sive. An attempt to rapidly marketize agricultural procurement and
input supply in 1985 failed in the face of a surge of inflation. While
that initial inflationary episode was tamed, a subsequent outburst
in 1988 led to a crisis of confidence in reform and a political back-
lash that extended to the Tiananmen episode in 1989. During
1988-89, it appeared to many in China that reform had led to in-
flation and instability, without clearly improving economic perform-
ance. Conservatives sought to roll back reforms in the wake of the
Tiananmen tragedy. .

However, this roll-back lasted for less than two years. Attempts
to reinstate planning failed miserably, while the performance of the
new market-oriented sectors was, in the face of adversity, clearly
superior to that of traditional state-run sectors. The stage was soon
set for a third wave of reforms. Beginning in 1992, China passed
a series of economic reform milestones. In rapid succession, China
abolished most of the remnants of central planning and relaxed the
bulk of price controls. Foreign investors were given significant ac-
cess to the Chinese domestic market. At a Communist Party Con-
gress in November 1993 a program for a broad move to a market
economy was officially adopted. Immediately following this impor-
tant meeting, several crucial reform measures were adopted that
were designed to regularize China’s economic procedures and build
substantially more effective institutions. The two most significant
of these were the adoption of a new tax and.fiscal system, and the
devaluation and unification of exchange rates. Both of these impor-
tant measures were put into place on January 1, 1994.



One of the significant achievements of the third reform wave was
the development of labor markets. During most of the first two
waves, state workers had remained within their existing enter-
prises and rural workers had remained within their own commu-
nities. During the 1990s, there has been a surge of labor mobility.
Attracted by opportunities in the emerging private and foreign-in-
vested sectors, well-educated young urban dwellers began changing
jobs. New social security and unemployment funds have been cre-
ated that make job changing less traumatic than in the old system
of enterprise-specific social benefits. At the same time, large-scale
int,er-reEional migration began, as peasants began leaving farms
for working in the booming coastal regions. By 1995, some 60 to
80 million workers were estimated to be working outside their
home villages. The growth of the economy gradually began to pro-
vide occupational choice and opportunity for a substantial segment
of China’s population.

Reforms have perhaps been least thorough in the financial sec-
tor. State-owned banks still dominated that sector, and bank credit
is still the predominant form of financial intermediation. Allocation
of credit is influenced by government officials, notwithstanding at-
tempts to segregate policy lending into three “policy banks,” there-
by freeing up the remaining banks to operate according to commer-
cial principles. The banks carry many bad loans on their books, and
are in urgent need of restructuring. Undoubtedly, China will need
to carry out further banking and fiscal reforms, or else face finan-
cial crises that may disrupt future growth, at least temporarily.

Overall, however, it is remarkable how much China has
achieved. One marker of the changes in the economy is that state-
owned industry only accounted for 31% of industrial output value
in 1995. Another 3-4% of industrial output was produced by joint
stock companies in which government organizations have control-
ling interests, so perhaps 34-35% of output is from the state sector
overall. Moreover, the bulk of state ownership is now concentrated
in sectors such as utilities and resource extraction, or in capital-
and scale-intensive industries such as chemicals, steel, and trans-

ort machinery. The pattern of state ownership i1s now fairly simi-
ar to that in developed, “mixed” market economies. This has been
achieved without massive privatization of government-owned fac-
tories, simply by preferentially encouraging the growth of private,
foreign-invested, and rural collective enterprises.

THE CHINESE APPROACH AS A STRATEGY OF ECONOMIC REFORM

China’s reform is typically categorized as a gradualist approach.
This is true, in the sense that reform has been protracted and cau-
tious. The Chinese leadership has acted as if it were constrained .
to maintain both inflation and open urban unemployment within
fairly narrow limits. The Chinese have acted as if minimizing short
run adjustment costs (at the expense of prolonging the overall ad-
Jjustment process) were an important argument in their overall
transition strategy. Yet it is important to distinguish Chinese grad-
ualism from the tentative reforms which were tried in the Euro-
pean socialist economies in the 1960s. Those reforms, which I pre-
fer to call “rationalizing reforms,” were never designed to be a
strategy for transition to the market. Instead they involved a strat-
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egy to improve or “perfect” the planning system. Rationalizing re-
forms maintained the fundamental framework of the existing sys-
tem, most crucially the state monopoly over the critical core sectors
of the economy. Reformers hoped the computation of optimal prices
could be combined with improved reward functions to create a
planned economy with the efficiency of a market economy. They
were after a “computopia” that would combine the best aspects of
plan and market, and in which perfect computation would sub-
stitute for real competition. '

By contrast, it should be clear from the preceding narrative that
Chinese reforms involved the injection of market forces and market
prices into the economy from the earliest stages. Competition with
the “core” state-run industrial sector was permitted once rural en-
terprises were allowed to produce according to market dictates.
From the beginning the Chinese reform process involved introduc-
ing market elements where they could be introduced without dis-
rupting the economy as a whole. In the overwhelming emphasis on
marketization as such, the Chinese reform pattern shares a basic
kinship with “Big Bang” transitions in Eastern Europe (most nota-
bly Poland). Both involve quick acceptance of market-determined
prices, and large-scale entry of non-state producers. Because of this
dynamic, both involve a sharp decline in the government’s direct
control over resources, as measured by budgetary revenues as a
share of GNP, and a concomitant increase in control over resources
by households and enterprises. The Chinese transition differs from
those in Eastern Europe in the specific sequence with which poli-
cies were adopted, and in particular transitional institutions, rath-
er than in the ultimate objective. Both strategies ultimately led to
the creation of a market economy, even if this was not known (or
could not be openly proclaimed) in China at the outset.

KEY FEATURES OF THE CHINESE APPROACH

Since the Chinese approach differs from other transitional strate-
gies primarily in the way that specific elements of transition are
sequenced and organized, it is worthwhile to briefly outline the dis-
tinctive features of the Chinese approach, as follows.

THE DUAL TRACK SYSTEM

The first distinctive element of the Chinese reform process is the
“dual-track system.” This refers to the coexistence of a traditional
plan and a market channel for the allocation of a given good. Rath-
er than dismantling the plan, reformers acquiesced in a continuing
role for the plan in order to ensure stability and guarantee the at-
tainment of some key government priorities (in the Chinese case,
primarily investment in energy and infrastructure). Having a dual-
track implies the existence of a two-tier pricing system for goods
under that system: a single commodity will have both a (typically
low) state-set planned price and a (typically higher) market price.

It is important to stress that the dual-track refers to the coexist-
ence of two coordination mechanisms (plan and market) and not to
the coexistence of two ownership systems. By the mid-1980s, most
state-owned firms were still being assigned a compulsory plan for
some output, but had additional capacity available for production
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of above-plan, market goods. Thus, the dual track strategy was one
that operated within the state sector—indeed, within each state-
run factory—as well as in the industrial economy at large. This
was essential, because it meant that virtually all factories, includ-
ing state-run factories, were introduced to the market, and began
the process of adaptation to market processes. The dual-track sys-
tem allowed state firms to transact and cooperate with non-state,
marketized firms, allowing valuable flexibility.

GROWING OUT OF THE PLAN

The mere existence of a dual-track system is not itself sufficient
to define a transition strategy. All planned economies have some-
thing of a dual-track system, in the sense that none of them ever
completely eradicates various kinds of black market trading that,
inescapably, takes place market-influenced prices. Thus, it is a cru-
cial feature of the Chinese transition that economic growth is con-
centrated on the market track. I coined the phrase “growing out of
the plan” in 1984 after Chinese planners in Beijing had described
in interviews their intention to keep the size of the overall central
government materials allocation plan fixed in absolute terms.
Given the obvious fact that the economy was growing rapidly, this
implied that the plan would become proportionately less and less
important until the economy gradually grew out of the plan. Plan-
ners concurred in this description: Chinese policy-makers were
making a generally credible commitment to freeze the size of the
traditional plan. The commitment to growing out of the plan was
of great importance for the individual enterprise as well. With their
plans essentially fixed, enterprises faced “market prices on the
margin.” Even those firms with compulsory plans covering the bulk
of capacity were in the position that future growth and develop-
ment of profitable opportunities would take place at market prices.
The plan served as a kind of lump-sum tax on (or subsidy to) the
enterprise, and decisions would be based on market prices.

ENTRY

The central government’s monopoly over industry was relaxed. In
China, the protected industrial sector was effectively opened to new
entrants beginning in 1979. Large numbers of start-up firms, espe-
cially rural industries, rushed to take advantage of large potential
profits in the industrial sector, and their entry sharply increased
competition and changed overall market conditions in the indus-
trial sector. Most of these firms were collectively-owned, and some
were private or foreign-owned. But local governments also spon-
sored many new start-up firms during the 1980s, and these firms
were often “state owned.” The crucial factor is that the central gov-
ernment surrendered in practice its ability to maintain high bar-
riers to entry around the lucrative manufacturing sectors. This low-
ering of entry barriers was greatly facilitated in China by the na-
tion’s huge size and diversity, and the relatively large role that

“local governments play in economic management even before re-
form. Large size and (%versit meant there was scope for competi-
tion among firms in the “public sector,” even if each of these firms
remained tied to government at some level.
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PRICES THAT EQUATE SUPPLY AND DEMAND

Flexible prices that equated supply and demand quickly came to
pla{ an important role in the Chinese economy. Beginning in the
early 1980s, a significant proportion of transactions began to occur
at market prices, and in 1985, market prices were given legal sanc-
tion for exchange of producer goods outside the plan. This meant
that state firms were legally operating at market prices, since vir-
tually all state firms had some portion of above-plan production.
Gradual decontrol of consumer goods prices—initially cautious—
steadily brought most consumer goods under market price regimes.
An important benefit of the legitimacy given to market prices was
that transactions between the state and non-state sector were per-
mitted, and they developed into a remarkable variety of forms.
Simple trade was accompanied by various kinds of joint ventures
and cooperative arrangements, as profit-seeking, state-run enter-
prises looked for ways to reduce costs by subcontracting with rural
non-state firms with lower labor and land costs.

INCREMENTAL MANAGERIAL REFORMS IN THE STATE SECTOR

This market framework for the state firm facilitated the mainte-
nance and incremental reform of the management system of state
enterprises. As state firms faced increasing competitive pressures,
government officials experimented with ways to improve incentives
and management capabilities within the state sector. This experi-
. mental process focused on a steady shift in emphasis away from
plan fulfillment and towards profitability as the most important in-
dicator of enterprise performance. It is characteristic of China’s re-
form that the improved, and in some ways intensified, monitoring
of state enterprise performance was an alternative to large-scale
privatization. Logically, there is no reason why privatization can
.not be combined with a dual-track transitional strategy, but prac-
tically there are obvious reasons why they would tend to be alter-
natives. Urgent privatization tends to follow from a belief that
state sector performance cannot be improved, and often leads to a
short-run “abandonment of the enterprise” as the attention of re-
formers shifts away from short run performance and to the difficult
task of privatization. Conversely, the sense that privatization is not
imminent lends urgency to the attempt to improve monitoring, con-
trol, and incentives in the state sector.

DISARTICULATION

Along with measures to reform the core of the planned economy,
Chinese reforms also advanced by identifying economic activities
that were the least tightly integrated into the planning mechanism
and pushing reform in these limited areas. Chinese reform might
thus also be labeled a strategy of “disarticulation,” in which succes-
sive sections of the economy are separated from the planned core,
which persists. This was clearly not an intentional strategy, but
rather one that emerged from the nature of the policy process and
from the concern of ghinese policy-makers not to disrupt the core
economy. The early establishment of Special Economic Zones is the
most obvious example of such policies—export-oriented enclaves
were created that had, initially, almost no links to the remainder
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of the economy. This approach is also one of the reasons that re-
forms succeeded first in the countryside. Policy-makers realized
that it was not necessary that all the countryside be integrated into
the planned economy. Beginning with the poorest areas, some re-
gions were allowed to detach from the planned economy. So long
as the state could purchase sufficient grain to keep its storehouses
full, it could afford to let the organizational form in the countryside
devolve back to household farming.

INITIAL MACROECONOMIC STABILIZATION ACHIEVED THROUGH THE
PLAN

Macroeconomic stabilization and reorientation of development
strategy were initially carried out under the traditional planned
economy. Rather than combining stabilization and reform into a
single rapid but traumatic episode, the Chinese used the instru-
ments of the planned economy to shift resources toward the house-
hold sector and relieve macroeconomic stresses at the very begin-
ning of reform. This dramatic shift in development strategy created
favorable conditions for the gradual unfolding of reform. Particu-
larly striking is the fact that reforms began with a strengthening
of the government’s guarantee of full emp%oyment to all permanent
urban residents. Indeed, the initial shift towards a more labor in-
tensive development strategy was motivated in part by the need to
provide jobs for a large group of unemployed young people.

MACROECONOMIC CYCLES THROUGHOUT THE REFORM PROCESS

After the beginning of reforms, a pattern developed in which bold
reform measures tended to be implemented after stabilization had
achieved some success. Reform measures then contributed to re-
newed macroeconomic imbalances, eventually leading to a new pe-
riod of macroeconomic austerity. As a result, macroeconomic poli-
cies have been of fundamental importance in determining the suc-
cess or failure of reforms during individual periods.

At the same time the alternation between expansionary and
contractionary phases of the macroeconomic cycle has contributed
to marketization of the economy over the long run. Periods of mac-
roeconomic austerity led to relative abundance of goods and the
temporary elimination of shortages. Under those conditions, the de-
mand for planning was reduced, and the position of markets
strengthened. More generally, the planning apparatus has been
buffeted by the rapid change in economic conditions, and its impor-
tance receded as a result of its inability to respond rapidly to quick
changes in the economic environment. The almost intractable task
of planning an economy can only be carried out in conditions of ar-
tificially imposed stability; without that stability, the inadequacy of
attempts to plan the economy became increasingly evident.

CONTINUED HIGH SAVING AND INVESTMENT BY HOUSEHOLDS

Steady erosion in government revenues—ultimately traceable to
the dissolution of the government industrial monopoly—led to a
sustained reduction in government saving. At the same time,
though, steady increases in household income and the increasing
opportunities in the economic environment led to a rapid increase
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in household saving. These offsetting changes meant that total na-
tional saving remained high, sustaining high levels of investment
and growth. One consequence has been a vastly enhanced role for
the banking system, serving as an intermediary channeling house-
hold saving to the enterprise sector. While this process has been
relatively smooth, it has been difficult for the government both to
acquiesce in and to manage the decline in its resources, and macro-
?_coriomic policy making has become more complex and more dif-
1culit.

Together, these factors gave the Chinese transition process an ex
post coherence. That coherence did not derive from an early blue-
print for reform; nor did it derive from a simple realistic and em-
pirical approach on the part of Chinese policy-makers. Rather it de-
rived from a consistent approach to economic problems. This ap-
proach sought to minimize economic disruption while gradually and
systematically substituting market competition for planned regula-
tion. On balance, and despite a stormy political evolution, this ap-
proach has served China well, and succeeded in bringing the Chi-
nese economy to the market.
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SUMMARY

China is a maze of contradictions. Beijing captures a very low
percentage of the country’s govemmentaf revenues, and evidence
abounds of lack of provincial compliance with demands from the
Center. Yet, national leaders are able to make the entire political
apparatus implement a birth control effort that is widely unpopu-
lar. Despite a sharp decline in the scope and power of the state
plan, foreign entrepreneurs find that state intervention in the econ-
omy remains massive. Even though effective property rights are
barely in evidence, the economy is booming and investment re-
mains high. Put differently, China’s reality creates the impression
that politically the country is simultaneously both highly dictato-
rial and nearly chaotic and economically that it is both dynamically
entrepreneurial and smothered by bureaucracy.

These contrasting elements reflect the dynamics of an underlying
fundamental strategic bargain that, while not explicit, shapes the
country’s political economy. Essentially, the bargain states that:
units at each administrative level of the political system (central,
provincial, municipal, county, township) will give those at the next
lower level the flexibility necessary to achieve rapid economic
growth, on the basis that such growth in turn sustains political and
social stability.

THE CHINESE POLITICAL SYSTEM

The grant of flexibility is thus conditional and not constitu-
tionally based. China differs fundamentally, therefore, from a fed-
eral system, even though it in many ways functions in a substan-
tially decentralized fashion. Indeed, the nature of this bargain
makes wide ranging negotiations to sort out resources and preroga-
tives within the Chinese state bureaucracy a core component of the
policy making and policy implementation process.

*Kenneth Lieberthal is Arthur Thurnau Professor of Political Science and William Davidson
Professor of Business Administration at the University of Michigan. Prof. Licberthal is the au-
thor of “A New China Strategry,” Foreign Alfairs (November-December 1995), pp. 2-15.
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Allowing ample room for policy initiative and accommodation at
each administrative level of the political system is thus an integral
part of the reform strategy China has adopted. Related to this, dur-
ir{xig the 1980’s Beijing radically decentralized the budgetary system,
effectively forcing most local political units to raise ]t?;eir own
funds. This local bud%etary self-sufficiency predictably reduced the
responsiveness of localities to higher level orders. But each political
level of administration nevertheless retains very impressive powers
to intervene massively in the operations of the next lower level,
and all officials therefore continue to cultivate support at higher
levels even as they seek to maximize economic growth within their
own locality.

Higher level leverage is maximized when leaders are united both
in their preferences and in their willingness to accord top priority
to a program. Given the problems of supervision of policy imple-
‘mentation, moreover, higher levels are more likely to get their way
when results are easy to quantify and monitor. When national
leaders are united, accord an item high priority, and can get reli-
able data on local compliance, the Chinese system thus still func-
tions in a centralized, remarkably disciplined fashion. That is the
case with the birth control effort. The more an issue diverges from
bringing together these three elements, the less disciplined the pol-
icy implementation process becomes.

THE PATTERN OF EcoONOMIC GROWTH

This general approach has achieved its main goal of producing
very rapid economic growth while maintaining basic political stabil-
ity. China’s GDP has grown in real terms at more than 9% a year
since Beijing adopted this approach in the 1980’s. The growth has
taken place in a fashion that conforms far better to local compara-
tive advantage than would have been the case under a planned
economy. And this growth has lifted tens of millions of people out
of dire poverty, while improving the living conditions overall of the
vast majority of the 22% of the human race residing within the bor-
ders of the People’s Republic of China (PRC). This approach has
also enabled township and village “collective” enterprises to flour-
ish, adding more than one hundred million new jobs to the econ-
omy in this sector alone over the past decade.

But this has not been free market growth. Indeed, Beijing has se-
cured the support of territorial officials at all levels for the move
away from a planned economy by permitting many of those officials
to participate in—and directly benefit from—the newly emerging
quasi-market economy. In a real sense, therefore, officials have be-
come entrepreneurs, who utilize state power to promote economic
growth beneficial to their localities. This phenomenon is increas-
ingly obvious as one goes “down” the national political hierarchy.
At the township level, indeed, there is substantial evidence to sug-
gest that, at least in the wealthier parts of the country, it makes
good sense to think of township governments as the headquarters
of de facto local township-wide corporations, where each of the
nominally independent “collective” enterprises under the township
functions in reality as an operating division of the local govern-
ment-directed township corporation. :
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OFFICIAL ENTREPRENEURSHIP

There are profound repercussions to such deep official involve-
ment in the economy in what has become, essentially, a system of
fairly decentralized state capitalism. Property rights of firms, for
example, are poorly developed. There is ample evidence that offi-
cials are able to move resources from one state or collective firm
to another and to capture firm-level profits. To protect “their”
firms, officials may use their governmental power to stop competi-
tive products from entering the local market; they may also allow
those violations of intellectual property rights that enrich their own
locality to go unpunished.

The effects of such an approach are felt far beyond the economic
sphere itself. Local territorial officials as entrepreneurs also hold
sway, for example, over the local environmental protection organs,
which are under the leadership of the territorial government. With
entrepreneurs controlling the regulators, the results are predict-
able: cover-ups of environmental disasters; circumvention of fines
for pollution; lax enforcement of environmental rules; and so forth.
Many environmental problems are mobile, moreover, and thus re-
quire concerted action across substantial distances for effective
countermeasures. Water flows, air moves, acid rain typically falls
far from the pollution source, and so forth. But the net effect of the
politico-economic bargain described above has been to make local
territorial leaders focus first on the development of their own local-
ity. This system makes cooperation among localities on environ-
mental and other issues difficult to obtain. China now is under
greater environmental stress than has been the case for any other
country at a comparable stage of development.

Official entrepreneurship has also nurtured corruption and rent
seeking behavior. Where making money confers prestige and every-
one is anxious to get ahead, socialist ideological commitment has
nearly disappeared in the rush for the gold. Government and com-
munist party cadres take advantage of their official positions to de-
mand bribes, to place their relatives in lucrative positions, to im-
pose illegal “fees” for performing regular duties such as issuing li-
censes and approvals, and to engage in other forms of corrupt be-
havior. Corruption has reached a level that has provoked wide-
spread cynicism and anger among China’s citizens, thus weakening
the ties that bind the polity together even as it strengthens the re-
solve of many officials to maintain the current system largely in-
tact.

The corruption of those in power, combined with the blatant ma-
terialism that the reformers have nurtured, sap the moral
underpinnings of state power. The communist party itself is now
widely held in contempt; it has lost its legitimacy as the defender
of the Chinese revolution. Because in China the state has always
been expected to provide the moral framework for society as a
whole, the failure to articulate and sustain a moral rationale for
the current system is potentially a very serious matter.

The decentralized approach to economic development, with local
officials acting as key entrepreneurs, is producing a China that is
increasingly diverse, with differences in quality and style of life
growing throughout the country. The very speed of economic devel-
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opment is itself creating large underlying tensions. Urbanization is
drawing tens of millions off the land to compete for low end jobs
in the cities; large scale urban redevelopment is displacing many
millions of residents in the name of progress; income differentiation
has become both greater and more obvious, producing jealousy and
discontent; the economy is prone to overheat, with attendant bouts
of inflation.

This adds up to a complex reality for the Chinese citizen. Most
Chinese are now living markedly better lives than they have ever
before enjoyed. Their individual freedoms, in terms of the choices
they are allowed to make concerning everything from occupation to
place of residence to how they spend their leisure time, are greater
than at any earlier period in the PRC. The Chinese state has
moved from the revolutionary aspirations of the Maoist era to the
far more modest aspirations of a typically authoritarian regime,
with the result that it is willing to fg;ve most people alone politi-
cally so long as they do not actively challenge the state itself.

CHINA’S FUTURE

What can be said with confidence about the future of China,
based on the above analysis? The country will become increasingly
differentiated, with various parts of the China enjoying a greater
disparity in styles and quality of life than is currently the case. The
government will at most pay lip service to communism and actually
rely instead on nationalist rhetoric to define its goals and build its
legitimacy. Corruption will continue to characterize the system be-
cause structurally there are few effective ways to combat it in the
coming few years. And barring a collapse of the banking system,
an environmental catastrophe, or war, the economy should con-
tinue to grow at real rates of better than 7% a year into at least
the early years of the twenty-first century. .

But prospects for a relatively free market economy are mixed, at
best. First, China seeks to become an East Asian-type market econ-
omy. Its models are Japan, South Korea, and Singapore, rather
than the United States or Canada. Beijing expects the government
to continue to play a major role in shaping economic priorities and
development, with strong sectoral policies and substantial govern-
ment intervention in the economy. It seeks market efficiencies
within the parameters of the framework for economic development
laid out by the state. The result is likely to differ substantially
from a true free market economy.

In addition, the state-owned enterprises (SOE’s) continue to em-
ploy a large percentage of the urban labor force, and real market
competition would force dramatic downsizing throughout this sec-
tor and drive many out of business. No PRC government in the
coming few years is likely to risk the tremendous social con-
sequences that the resulting unemployment among China’s poten-
tially most militant workers would produce. China is still in the
early stages of laying the basis for movement to a more fully mar-
ket-driven economy. Some of the core remaining obstacles, beyond
those in the inherent political economy noted above, include:

e There are only nascent systems to handle unemployment, med-
ical insurance, pension benefits, and other collective goods pro-
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vision outside of utilizing the state-owned enterprise itself to
provide these goods to urban workers. The SOE’s will not be
able to become primarily production-oriented units until these
alternative vehicles to delivering vital services are in place,
and that will take many years. Before that time, the SOE’s will
be poorly positioned to compete in a market-driven system
without large scale state subsidies.

* A more fully market-driven system presumes the existence of
secure property rights and of a legal system sufficient to pro-
vide confidence in contractual relations. These are developing
in China, but the process is slow and inevitably will require a
number of years. ’

e The Chinese state banking system has been forced to provide
loans that stand little chance of repayment. As a consequence,
the system is buried under a mountain of bad debt, amounting
to more than 15% of annual GDP. This will require very sub-
stantial capital and a major change in the entire approach to
funding investment before the banﬁing system can play a prop-
er role as an allocator of scarce capital in a market environ-
ment.

In the collective sector, there is more hope for freer market com-
petition to develop over a period of years. Currently, as noted
above, local officials usually dominate the collective sector enter-
prises. But especially in the wealthier regions of the country, as
these enterprises multiply and become more sophisticated, officials
may find it is easier to tax relatively independent firms than to try
to supervise and manage directly an increasingly complex set of
firms. This might gradually lead to less official interference in local
production, along with creating demand for a stronger legal regime
within which to run the economy. This set of developments could
unfold during the coming five-to-ten years without fundamentally
challenging the political power of the state.

On balance, the interpenetration of state and economy in China
as of 1996 remains extraordinary. Activities and decisions by offi-
cials at all levels determine the viability and profitability of most
firms. Economic performance is a major factor in evaluating terri-
torial leaders for promotion up the political hierarchy. The Chinese
state has, through the underlying bargain described at the begin-
ning of this article, successfully tapped the entrepreneurial talents
of the society while making massive state interference compatible
with economic vitality. This system will inevitably evolve over the
coming years, but it will be a very long time gefore something
closely resembling a free market economy will develop in China.

24-960 96-2
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SUMMARY

In its long history Chinese leaders have made many unsuccessful
attempts to reform their system. Up to the 19th century reform ef-
forts were directed by the Confucian principle of establishing peas-
ant rights to provide them with an adequate livin standard. In the
last century Chinese reform leadership under Sun Yat Sun bor-
rowed from the West’s rules-of-law in governance including demo-
cratic principles of civil rights and market economics in order to
improve Chinese living standards. All Chinese revolutionary re-
forms were successful in establishing citizen rights to prosperity
and the rule-of-law and protecting citizens from powerful monopo-
listic forces in the Chinese society. Deng Xiaoping’s commitment to
a transition to a market economy with some pluralistic elements of
%overnment and a nascent rule-of-law may be the best chance in

hinese history to bring transitional reform to the Chinese people.
China is now on an irreversible course of reform. Integration into
the global system could establish China as a global power. The key
to this integration may be a cooperative relationship between
China and the United States.

INTRODUCTION

Throughout the history of China, its leaders have initiated many
economic reforms in attempts to increase national revenue, improve
living standards, and allay the discontentment of the peasants.
Most of these reforms were innovative but drastic and the Chinese
central authority implemented them by force and by introducing
strong measures. None was successful and some were dismal fail-

*Chi Wang is head of the China Scction of the Library of Congress and onc of the founders
of the United States-China Policy Foundation. Dr. Wang has been a Professor in Chincse history
at Georgetown University since 1969.
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ures. There were two most widely known and controversial reform-
ers in traditional China. The first was Wang Mang of the latter
part of the Western Han dynasty (9 A.D.-23 A.D.). The second was
Wang Anshi (1021-1086) of the Northern Song dynasty. Many of
their reform programs contained modern day “socialist” ideas.

WANG MANG

One of the earliest major reforms was introduced by Wang Mang,
prime minister and nephew of a Han dynasty Empress. By 100
B.C., the economy of the Western Han dynasty had serious prob-
lems, with the wealthy owning most of the land, leaving poor peas-
ants without enough land to cultivate. Peasant rebellions broke out
in Central and North China. Throughout Chinese history, almost
every imperial dynasty ended with a peasant rebellion. Wang Man
rose to power by his vigorous reform ideas and eventually usurpe
the throne in 8 A.D. and established his Xin (New) dynasty in 9
A.D. Wang considered himself a Confucian follower and, with the
help of other Confucian scholars, carried out a number of drastic
reform programs.

Historically, Wang Mang has been considered by many historians
as China’s first socialist reformer. In order to increase the state
revenues, Wang built up State monopolies, including commodities
such as salt, iron, liquor, and minting copper coinage. He reinforced
the “leveling" system, by which the central Government purchased
surplus produce in time of glut to sell in periods of deficiency. This
system may have helped stabilize prices, IE)ut the motive was profit
for the national treasury.

The “leveling” system was originally initiated by Emperor Han
Wu-di, one of the most powerful emperors in Western Han dynasty
(206 B.C.—8 A.D.), in 110 B.C. Emperor Wu-di's economic measures
were on the whole successful and this continued during the next
several decades. In the meantime, the population of China had
grown to such a point that the avera%e peasant had little land to
cultivate. At the same time, the great landowners were on virtually
untaxed estates and tax-paying peasants in other places were
forced to carry a much heavier burden than before, on a smaller
agricultural base. State revenues were decreasing and a series of
%uge-scale peasant rebellions were staged in the countryside in 22

When Wang Mang usurped the throne, he reintroduced some of
the earlier economic measures that worked well during Emperor
Wu-di’s time. Besides the buildup of the “leveling” system, Wang
Mang also initiated a policy of agricultural loans to peasants. How-
ever, Wang Mang’s most daring reform was the “nationalization” of
the land in 9 AD. This meant land would be “nationalized” and
parceled out among tax-paying peasants; private slavery was to be
stopped. Such a drastic po{icy would have been extremely difficult
to carry out even during the powerful years of the Han dynasty.
Now the dynasty’s fortune was in decline and by the time Wang
Mang established his Xin dynasty in 9 A.D., the economic condi-
tions in China were beyond repair. ,

In order to assess Wang Mang’s reforms, we need to look at the
problems. In an agricultural society such as China, land was the
major wealth; thus, landowners were the most powerful group of
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the entire population. Farming was acclaimed as an essential occu-
pation, while other professions, like commerce and industry, were
regarded as secondary and considered nonproductive or even ex-
ploitative. Because the amount of land was limited and the major-
ity of the land was owned by wealthy landowners, small, independ-
ent farmers could not compete with great landlords who could force
them out of their holdings by exercising political and economic
pressures. Official policy was often in line with the rich landlords,
as the policy-making officials were mostly from this class. The only
way for the poor peasants to achieve upper social mobility was to
pass the imperial civil service examination, but most of the poor
peasants could not afford an education. As the rich became richer,
independent farmers could not continue to maintain their small
farms. Taxes were high, and many farmers had to sell their land.
Once they became tenant farmers, they paid one half of their
produce to the landlords as rent and kept the rest to pay taxes and
to support their families. In any case, the most unfortunate of the
landless became slaves. The very poor, when denied the barest sub-
sistence, were often driven by desperation to lawless activities such
a§dbanditry and joining peasant rebellion groups in the country-
side.

Without question, Wang Mang’s reform programs were intended
to improve the economic conditions and the hvelihood of the peas-
ants, but the programs were without adequate planning. No organi-
zation was established for implementation, and the officials mis-
handled the reform from the beginning. For example, in many loca-
tions the wealthy merchants were employed as regulation agents,
and their primary interest was enriching themselves rather than
serving justice. The government frequently changed its regulations
and laws, and the people had no idea what the laws were. This was
especially true in remote areas where communication and transpor-
tation were more difficult. As expected, the outcome was confusion
and anarchy. The farmers who Wang Mang was trying to help
ended up suffering with the rest of the population. Wang Mang fi-
nally realized the futility and declared the end of the entire reform
program, which lasted for 14 years from 9 A.D. to 23 A.D. By this
time, enough damage had been done and rebellion had already
begun. In the meantime, the rich landlords had never reconciled
themselves to Wang Mang’s regime which intended to nationalize
their land. The rebellion against Wang Mang soon spread through-
out the entire country, and his 14-year Xin dynasty ended in 23
A.D. and Wang Mang was killed.

Peasants in China not only may help a rebellious group to estab-
lish a new dynasty, but they also could bring down a hopelessly
weak emperor. In traditional China and according to Confucian
ideas, peasants’ rights were enough land to cultivate; enough food
to eat; a place to live and adequate clothing. The Chinese people
rarely demanded other rights from the Chinese emperor, the “Son
of Heaven.” If an emperor was unable to provide these basic needs
for his people, the citizens had the right to revolt. This happened
in ancient times as well as in 20th-century China. Dr. Sun Yat-
sen’s Republican Revolution of 1911 and Mao Zedong’s Communist
revolution are two significant examples of the people’s power.
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WANG ANSHI

One thousand years later, another major economic reform was
initiated by Wang Anshi (1021-1086), the chief Song dynasty coun-
cillor. In the midst of declining Song dynasty fortunes, Wang Anshi
tried to rebuild the economy and bolster the shrinking empire mili-
tarily against northern invaders. Enjoying the support of the em-
peror, Wang Anshi initiated a number of reform measures that
were far-reaching and astonishing but similar to the economic con-
trol devices employed in the modern world. Wang Anshi was an in-
novator; however, he remained within the Confucian political main-
stream that emphasized tradition and respect for age. Like Wan
Mang, born.into the official-scholar class, Wang Anshi had survives
the examination system and had no wish to revolt against the
classics, in fact he cited them as sanctions for his reform proposals.

Wang Anshi’s reform program probably was motivated by prac-
tical and administrative concern for government solvency and effi-
ciency, and not by ideological, “socia%ist,” or purely humanitarian
considerations, although no one can explain positively what was in
the minds of the Song dynasty reformers. Trying to improve the
peasant base of the state, he set up agricultural loans for peasants
at 20 percent interest, then considered reasonable. This measure,
sometimes known as the “Green Sprout Act,” enabled peasants to
borrow for seed grain in the spring and repay after harvest time.
Wang Anshi also introduced price controls and extended credit to
smaﬁ businesses. He rationalized the taxes, which were paid in
kind. To sustain agriculture as the mainstay of state economy, he
adopted, as had earlier emperors, state monopolies in commerce,
enacted ever-normal granaries, and continued the equal-field sys-

_tem to keep lands on tax rolls. He expanded economic and financial
schemes beyond the agrarian field. He imposed taxes on all types
of property and substituted an additional graduated tax for labor
conscription. Wang Anshi introduced a state budget to save and to
record expenses, an unusual move because Chinese political
thought did not encompass the concept of fiscal accountability by
the government. He initiated compulsory military service, with
gamilies providing able-bodied men for frontier and local militia
orces. :

With so many radical ideas in his reform proposals, Wang Anshi
was severely criticized by the conservatives for these measures,
which would seem to many now as rational and beneficial. Among
his opposition factions were reputable figures such as the scholar-
official and historian Sima Guang (1019-1086) and poet-scholar
and official Su Dongpo (1036-1101). Because of the age-old official
prejudice against merchants, one criticism was that in involving
the state in trade at the local retail level, he was demeaning the
emperor by having him peddle coal and ice like any small mer-
chant. Again the opposition was no doubt sparked by the self-inter-
est of moneylenders and landlords who had strong influence with
the official class. Some measures, such as the “Green Sprout Act,”
were sabotaged by dishonest administrators. Undoubtedly, Wang
Anshi also suffered from a certain arrogance of power. In any
event, most of his reforms, instituted in 1069, were abolished with
the death of the emperor Shen Zong in 1085. Wang Anshi himself
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died one year later in 1086. The Song dynasty was not overthrown
by a peasant rebellion. Shortly after the emperor and Wang Anshi
died, the northern invaders captured the Northern Song capitol of
Kaifeng, and the Song capitol was moved to the southern part of
China, Hangzhou. Finally, the Song dynasty was overthrown by
the Mongols in 1279.

SUBSEQUENT REFORM MOVEMENTS

What are some of the special characteristics in these two reforms
in ancient China? Both reformers were primarily concerned with
China’s agricultural and peasant problems, and these reforms also
were devoted to domestic economic issues. Only the Song dynasty
was concerned with the invaders from the north that involved some
new approaches in military and defense measures. These reforms
did not touch upon any political issues. Since the 18th century and
particularly during the 19th century, the reforms in China not only
involved Cﬁina’s omestic issues but many serious issues had to do
with foreign countries, particularly countries from the West. In
fact, most of the reforms during the 19th century in China were
forced by the Western world. Both of these reform movements did
not last more than 15 years. Deng Xiaoping’s reform probably is
the longest reform movement in Chinese history and has much
wider support from the Chinese people.

Following these reforms from ancient China, by the time of the
18th and 19th centuries, countries of the West began to expand
their commercial and activities in Asia, particularly in China. As
a result, China faced a new set of problems. The Western powers
attempted to force China to open up its markets to Western trad-
ers. The Chinese, on the other hand, continued to resist these new
pressures from the West. By mid-19th century, China was forced
to confront Great Britain in South China. From 1839 to 1842,
China fought and lost a war with Great Britain, resulting in the
“Treaty of Nanking.” Hong Kong was ceded to Great Britain. The
Chinese consideref this the first 1n a long series of unequal treaties
imposed by Western powers. By the mid-19th century, after the
Bntish, the French, the Portuguese, the Germans, and the Japa-
nese also joined in encroaching on Chinese territory, China was
helpless. She desperately wanted to rebuild her strength and knew
that learning from the West was the key. Chinese leaders intro-
duced a series of new reforms, including the “self-strengthening”
movement during the 1860s and 1870s. However, this charige of po-
sition came a bit too late. China still wanted to retain her Confu-
cius tradition in government and society so she resisted Western
influence. Only student scholars knew of the technology and ideas
from the West.

The reforms. continued. By 1898, a group of scholars led by Kang
Youwei carved out a new reform, but it was crushed by the Iron
Hand Empress. It lasted for barely a hundred days; thus, it was
properly named the “One-Hundred Days Reform.” This was the last
reform during the Qing Dynasty.

Dr. Sun Yat Sen leg a “Republican Revolution”—the Revolution
of 1911—which overthrew the last imperial dynasty. Dr. Sun was
a Western idealist revolutionary and his major ideology was called
the “Three People’s Principle.” The first was nationalism. To bring



21

China to her former glory, patriotism and national unity were im-
perative to collaborative efforts toward success. The second prin-
ciple was democracy, but the term did not refer to human rights.
This did not mean that the Chinese people did not want human
rights and freedom. Democracy in Sun’s case referred to civil
rights, as in voting for officials. Finally, people’s livelihood was a
major concern. Working and living were simply too hard. Still, the
old obstacles that had plagued reform in China were as insur-
mountable as ever. Dr. Sun died in 1925 and his disciple, General
Chiang Kai-shek, succeeded him as the Nationalist party leader.
Subsequently, General Chiang led a northern expedition, in
which he defeated the northern warlords in 1928. He established
his capital in Nanking. From 1927 to 1935, Chiang focused on de-
stroying the Chinese Communist Party, under the leadership of
Mao Zedong. Finally, by 1934, Mao and his army retreated from
central China and after a 10,000 miles “Long March,” he took his
army to.Yenan. Mao had to rebuild his depleted Red Army. By July
1937, the Japanese military forces launched a full-scale attack on
China. The Japanese army occupied -Peking and in December,
Nanking. Chiang retreated to Chongking. Soon after the Second
World War ended in 1945, Chiang continued his campaign against
the Chinese communist army. In-early 1949, Mao emerged the vic-
tor of the Civil War. Then, Mao ZeDong set in motion a number
of five-year plans for agricultural reform. The first Five-Year Plan,
1953-57, was a success. It was.followed by the “Great Leap For-
ward Movement” of 1958-1961. People worked twice as hard and
earned nothing. Success under such conditions was impossible.
Mao’s reaction to his repeated failures was more radical reform. In
1966-1976, Mao’s Cultural Revolution blamed “Western Impe-
rialism” for everything wrong in China. The young people—the stu-
dents—anxiously followed him, and Western igeo]ogy was out-
lawed. Millions died from starvation and other reasons during the
Chairman’s Cultural Revolution, and China’s economy was still in
dire straits. : '
Thus, after Mao’s death in 1976, a once dedicated supporter, then
outcast official, became China’s would-be rescuer. The People’s Re-
public’s new leader, Deng Xiaoping, carried out a major departure
from the old tradition and the beginning of a new economic era. He
saw that the only way to save China was to open up the country
to the whole world. In 1977-78, Deng initialized a new economic
reform program for China. Special Economic Zones (SEZ) were set-
up, because the PRC needed foreign nations to invest in its re-
sources. China was no longer isolated from the outside world. His
.opponents criticized and called this idea very pro-Western. Deng

- called it “Socialism with Chinese Characteristics.” His reforms are

the most successful and the longest lasting in all of Chinese his-

tory. .

’rlyoday, China has become an active and critical player in the
world of trade and politics. Its standard of living has risen. People
have imported TVs and clothes, while the new generation of Chi-
nese students are learning about Western civilization and its phi-
losophies in overseas Western universities. However, the old tradi-
tion is still a tangible and significant element in Chinese life and
national policy. The overwhelming majority of China still lives in



22

the countryside, barely touched or totally untouched by the West.
Only the small number of students and intellectuals in the larger
cities know of and demand “human rights” and “democracy.”

Therefore, encouraged by the outcry of a handful of Chinese stu-
dents and intellectuals, who have little idea of life beyond their
Westernized cities, some U.S. policy makers would like to see the
4000 years of Chinese tradition change overnight.

CONCLUDING REMARKS

In renewing the ancient reform movements, what can contem-
porary Chinese leaders learn from past experience? Two thousand
years after the Wang Mang reforms, China today faces many of the
same problems faced by ancient Chinese leaders. China still is an
agricultural society. Eighty percent of the population still lives in
the countryside. Without a sound agricultural policy, current re-
form will be difficult.

China also faces new, in addition to the age-old, obstacles. As it
was in the Xin and Qing dynasties, agricultural economics, tax-
ation, revenues, equitable distribution of wealth, corruption, and
solid plans to carry out new reforms are issues and problems that
Deng must face. V&%xereas ancient rulers had no influence from out-
side societies and cultures, international pressure is now a major
element for the Chinese policy-makers. Issues such as nuclear pro-
liferation and human rights complicate the battery of national con-
cerns, like trade and revenue. China’s leaders also face internal op-
position within the party. Deng is a devoted communist and he
came to power with its support. To suddenly contradict the ideas
of Confucius and Communism would strip him of his power. Also
a looming issue to consider is that Deng Xiaoping is 91 years old.
The question of who his successor will be weighs heavily in the
minds of every Chinese. The People’s Republic has always required
a strong leader to handle and satisfy the demands of tzr,\e masses.

The West would like China to become a democracy and to adopt
democratic ideals. This takes time. Deng will not be the leader to
accomplish this aspiration. He has reached the goals he had set out
to do. Regardless of the amount of international pressure, China
will remain Communist China for now.

However, more than 250,000 Chinese students have been edu-
cated in the U.S. and more than 80,000 have already returned to
their homeland. They've been influenced by democracy and these
young people will plant the seed and cultivate the start of reforms
toward this change in political systems. But, more important,
China needs help from the international community on the eco-
nomic front. The economy has been a difficulty for the Chinese for
2000 years. Therefore, it is their foremost concern. American pol-
icy-makers must strive to assist China in their economic reforms.
Someday, China may become a “Democracy with Chinese Charac-
teristics,” when economic reforms started by Deng will have suc-
ceeded. During the two major ancient economic reforms, change did
not even have the opportunity to take root. Deng’s reforms have
and may be the last great economic reform. If this fails, another
leader with Deng’s determination and ingenuity may not step up
to the plate. China cannot lose what success it has already
achieved. The U.S. is a young and vibrant country. China is a
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4000-year-old country, inseparable from its traditions, but capable
of growth and a new day. When its economy is secure and respect

folr; tradition is intact, a gradual change to democracy will be pos-
sible.
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SUMMARY

China’s economic reform entered a new phase in 1994 when the
nation launched a comprehensive program designed for completion
by the year 2010. This paper reviews past reforms and the prob-
lems that have led to the current reform as well as the implemen-
tation to date of the new reform program. It suggests that China’s
rapid economic growth is not sustainable without parallel develop-
ment of market-supportive institutions, which thus far has been
largely ignored. The current reform is intended to correct that. Its
success will require less formalism and greater trust in the price
mechanism than in the past. The paper concludes with thoughts on
China’s role in the world economy.

" INTRODUCTION

China’s economic success has dazzled the world. Since reform
began in 1979, China has maintained the highest output growth
rate in the world, attaining an annual average of 12.5 percent from

*Hang-Sheng Cheng is President of The 1990 Institute. The author wishes to acknowledge
the assistance received from numerous persons who commented on earlier drafls of this paper
and helped to improve its contents and presentation. Hang-Sheng Cheng is co-author of “Chi-
nese Foreign Tradc and Forcign Investment Law,” Issue Paper Number 11, The 1990 Institute,
December 1995.
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1992 to 1995. Among the developing countries, it has been the larg-
est recipient of foreign direct investment, amounting to $38 billion
in 1995. Some observers are speculatin%’that China could replace
Japan as the second largest economy in the world by the year 2010.

Yet, paradoxically, many respected scholars and policy advisers
in China are quite concerned about the country’s economic future.
In private conversations, they marvel at the outside world’s enthu-
siasm and note, with a smile, how its views have swung from dire
pessimism at the beginning of this decade to unbounded optimism
a mere six years later, when basically not that much has changed
in China.

What is the reason for this contrast in assessment? Are the out-
side observers naive, as the insiders seem to believe? Or are the
insiders only seeing the trees, not the forest, as the outsiders seem
to think? What is the true picture of China’s economy today and
its prospects in the foreseeable future?

This is a particularly opportune time for an assessment of Chi-
na’s economic reform and its economic prospects. China has
reached a midpoint in its economic reform. Past reforms have pro-
duced rapid output growth and improved the living standard for
the majority of its people. Yet, the task is only half completed.
Many of the constraints to growth remain, and the underlying
foundation for sustainable growth is yet to be laid.

In 1994, China embarked for the first time on a comprehensive
and systematic approach to economic reform to be implemented
and completed in the next 17 years. The program is particularly
helpful for our assessment, as it reflects the scope and nature of
the task as the insiders see it. And the program’s implementation
in the last two years provides insights on the realities in China as
seen from this outsider’s point of view.

PAST REFORMS AND PROBLEMS

China’s impressive economic progress in the last 17 years is a fa-
miliar story that needs no-repeating. Instead, three principal fea-
tures of the reforms that began in 1979 will be sketched to help
review the past and assess the present. They are: decentralization,
marketization, and financial liberalization.

Decentralization means a devolution of economic decision-making
from the central authorities to lower levels of the government. Dur-
ing the 30 years prior to 1979, twice decentralization had been
tried, first in 1958-60 and then in 1967-76, both times ending in
disaster. The third attempt in 1979 differed in that decentraliza-
tion this time was extended down to the level of individual produc-
tion units, rather than stopping at the provincial government level,
in a gradually liberalizing market environment.

Marketization means the replacement of central planning by the
free play of market forces. Internationally, an open-door policy
endeci) 30 years of self-imposed insulation from the rest of the world
and opened the economy gradually to competition, new technology,
and new markets throug%;r foreign trade and foreign investment.
Domestically, by 1994 more than 85 percent of agricultural prices
and more than 95 percent of industrial consumer prices were free
of government control, and the scope of mandatory production plan-
ning fell to only 5 percent from 95 percent of t,ot;a?’industrial output
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prior to reform. In addition, the rise of township and village indus-
tries and of private enterprises, including wholly or partially for-
eign-owned businesses, has greatly increased opportunities for en-
trepreneurship and competition in the economy.

Lastly, financial liberalization means the switch from govern-
ment-budgeted investment financing to lending through banks. Be-
cause in (thina banking control is much weaker than government
fiscal control, the change has significantly loosened the budget con-
straint on the financing of investment and production.Together,
these three factors released a torrent of powerful productive forces
that had been dammed up by central economic planning. Over the
past 17 years, this newly unleashed vitality has gathered momen-
tum to create spectacular output growth, especially in the last four
years.

The question facing us now is how long can this momentum be
sustained.

To answer this question, we must draw a distinction between
economic growth and economic development. Economic growth re-
fers to output growth, while economic development refers to the de-
velopment of public and private institutions and conventions that
are essential for sustaining economic growth. A nation can achieve
rapid output growth by increasing capital investment and acquir-
ing new technology—as the former Soviet Union did in the 1930s
and China in the 1950s—as well as by more efficient use of its re-
sources through domestic and international marketization—as
China has done since 1979. But, without developing the essential
market-supportive institutions and conventions, output growth will
inevitably lead to chaos, wastefulness, and eventual exhaustion of
the sources of growth.

This, I believe, is where China stands today. On the surface, ev-
erything looks fine: businesses are booming, high-rises are going up
everywhere, and foreign capital keeps pouring in. But, internally,
both its society and its economy have deep-seated problems.

These problems may be summarized under the same three head-
ings used above to characterize past reforms: decentralization,
marketization, and financial liberalization—plus market infrastruc-
ture. Past reforms, in each of these areas, carried the signature of
a piecemeal, experimental approach. This approach has brought
about clear signs of malfunction of a half-market, half-government-
controlled economy—with plenty of vitality, but not much rule and
order. Pundits have aptly labeled it an economy of the “Wild East.”

PARTIAL DECENTRALIZATION

Devolution of business decision-making has not been carried
through to all enterprises. For ideological as well as practical rea-
sons, this has been especially true with respect to the state-owned
enterprises (SOEs), which to a large extent continue to be directly
managed or tightly controlled by various government agencies.
However, despite preferential treatment in the supply of energy,
transportation, and raw materials, about one-half of the 100,000
SOEs sustained losses in the business-boom year of 1994. Although
accounting for only about 40 percent of the nation’s total industrial
output, they absorbed two-thirds of total domestic credit and re-
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ceived subsidies amounting to two-thirds of the large government
budget deficit that year.

The SOE problem is only the tip of the iceberg of a much larger
and more general problem of the nation’s industrial organization.
Virtually all domestic businesses of any significant size are either
owned and operated by some government agencies or are indirectly
connected with some government units. Though government-relat-
ed, these business enterprises do not exist to carry out government
poiicies as before reform, but to make money, to get rich, for their
ow?f workers and the respective government agencies and their
stafts.

Moreover, the majority of businesses are in some way tied to the
local government. Local interests often prevail over business inter-
ests. Local protectionism in terms of the sourcing of productive in-
puts, allocation of credit, distribution of tax concessions, and en-
- forcement of court decisions has built up a tight and cozy relation-
ship between businesses and the local bureaucracy.

In this environment, connections reign over productive efficiency
as the key to economic success. Corruption is rampant, and influ-
ence. pedcﬁing is a way of life. The cost of doing business in this
environment, to individual businesses and the society, is enormous,
compared to that in a market economy.

Another consequence of decentralization has been the steady de-
terioration of government finance. The share of government reve-
nue in GDP fell steadily from 34 percent in 1978 to only 14 percent
in 1993, compared to an average of 32 percent in developing coun-
tries and 48 percent in industrial countries. Inadequate govern-
ment revenue and the associated perennial budget deficits have
meant underfunding of major priority areas such as education, pub-
lic health, poverty alleviation, environmental protection, transpor-
tation, pension reform, and unemployment assistance—with ad-
verse impacts on social stability in the short run and on economic
growth in the long run.

INCOMPLETE MARKETIZATION

Marketization has also been far less than complete. Internation-
ally, although the open-door policy has succeeded in attracting
large inflows of foreign direct investment and in developing a dy-
namic, rapidly expanding export sector, by 1993 the economy was
still shackled by a deep-rooted mercantilist mentality of export pro-
motion coupled with protectionism against imports. Almost one-half
of imports were subject to licensing, and a high tariff system was
structured to favor imports of raw materials and intermediate
products against finished goods, resulting in retarded development
of domestic high-quality intermediatesproduct industries and low
domestic content of exports. In addition, an exchange control re-
gime coupled with a dual exchange rate added another layer of
mercantilist policy to the trade restrictions.

Domestically, marketization has been almost entirely on the out-
EUt side of the market and little on the factor-input side. Although

y the end of 1993, the prices of most goods and services were mar-
ket-determined, for the factor inputs—Iland, capital, labor, and
technology—there were hardly any markets to speak of. The na-
tion’s constitution stipulates that all land is state-owned. Since



28

1979, farmers have leased land from the state, but the leases are
not transferable. Experiments with urban land leases, also non-
transferable, are just beginning. Until recently, capital was allo-
cated by state-owned banks in accordance with the credit plan. And
the annual volume of capital raised in the emerging capital mar-
kets is negligible. Labor mobility is hampered by the household
registry system, which has kept surplus farm labor in the country-
side, though with decreasing effectiveness. A more effective barrier
to labor movement has been the employer provision system, which
still provides to permanent employees cradle-to-grave welfare—in-
cluding housing, medical care, child education, vacation travel, old-
age pension, funeral and burial services. Technology is also not
marketable. A patent law was passed in 1985 and a copyright law
in 1990, to encourage inventions and innovations. But, enforcement
remains a remote hope.

LIMITED FINANCIAL LIBERALIZATION

The shift from government-budgeted financing of investment to
bank financing is a far cry from the deregulation of the financial
system in market economies. In fact, after 17 years of economic re-
form, although central planning of physical production has largely
disappeared, until recently the credit plan remained the central
guidinF principle of credit allocation in China. Under the plan, the
central bank directly controlled the total volume and the direction
of bank loans to enterprises as well as the magnitudes of individual
securities issues in the capital market. Interest rates today are still
regulated by the central bank under the direction of the State
Council.

The result of this government direct control of all financial activi-
ties has been a banking system that operates purely as a govern-
ment bureaucracy, and a stunted growth of money and capital mar-
kets. Despite the phenomenal expansion—in variety and in vol-
ume—of financial institutions and financial assets 1n the last 17
years, functionally finance remains the most unreformed area in
the Chinese economy today. Thus, in this partially reformed econ-
omy, while most of the prices and production decisions are now
market-determined, the all-important allocation of credit and sup-
ply of money was until recently still controlled by economic plan-
ning.

The incongruity of marketized production and plan-controlled fi-
nance has become more evident, as decentralization expanded both
the sources and the magnitude of political pressure on the central
bank for easy monetary policy. The increased pressure has made
the central bank’s management of the annual credit plan increas-
ingly difficult. Moreover, as was to be expected, the market has de-
veloped many ways to get around the credit plan, in the form of
a variety of nonbank financial institutions and informal money
markets. The result has been less effective monetary control.

Moreover, under political pressure, the central bank has not fol-
lowed a stable monetary policy. When it succumbed to pressures
and allowed rapid growth of credit and money supply, inflation fol-
lowed; when it tightened credit and reduced monetary growth, the
economy slowed down and pressures for reversal of the policy re-
mounted. The resultant stop-go monetary policy has been the prin-
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cipal cause of China’s macroeconomic instability and accelerated in-
flation during the past 17 years.
INADEQUATE MARKET INFRASTRUCTURE

Foremost among the market-supportive institutions essential for
sustainable. economic growth are law and the court system. Civil

. law has never had much of a tradition in China. Whatever tradi-

tion there had been the Communist revolution in 1949 destroyed
almost entirely. The 1979 reform reawakened an appreciation of
the importance of law in a market economy. A series of basic laws
have been enacted, governing foreign joint ventures (1979), busi-
ness contracts (1981), trademarks (1982), patents (1984), environ-
ment protection (1989), copyrights (1991), corporations (1993), for-
eign trade (1994), and arbitration (1995).

Efforts have been concentrated on legislation, however, rather
than on enforcement. The latter depends on the lower courts and
the local police, both of which are either directly under the local
government or closely tied to it. Court judgments against local
‘businesses under local governments’ protection have little chance of
being enforced.

CURRENT REFORM: PROGRAMS AND IMPLEMENTATION -

Recognizing the- problems arising from the piecemeal, experi-
mental approach to past reforms, the authorities in 1994 launched
a bold, comprehensive and integrated reform program designed to
complete the reform process and construct a “socialist market econ-
omy with Chinese characteristics” by the year 2010. It covers a
wide spectrum of areas. Instead of examining it in detail, I shall
focus on a few areas to illustrate the general characteristics of the
program and the difficulties of implementation.

STATE-OWNED ENTERPRISES

The authorities recognized the need to complete the decentraliza-
tion process by insulating the SOEs from government interference
and giving them complete autonomy in management. Out of the
100,000 SOEs, 10,000 were selected to adopt new accounting stand-
ards, 1,000 large SOEs to adopt new state asset management regu-
lations, and 100 large and medium-sized to be incorporated as
shareholding companies operating under their own boards of direc-
tors. In addition, 18 cities were chosen to experiment with com-
prehensive reform programs, including corporate restructuring and
municipal provision--of social insurance services to workers. Re-
cently, in March 1996, the government announced its intention to
concentrate reform on 1,000 large SOEs and dispose of the roughly
90,000 small SOEs through mergers, leasing, or sale.

Givfan the magnitude and complexity of the task, it is not sur-
prising that progress has been limited. Of the 100 selected for in-
corporation, 61 have done so, but altering the form of corporate
structure is the easiest part of the program. Among the 18 cities
selected for reform experiments, several have successfully com-
pleted bankruptcy proceedings on loss-making enterprises and laid
off hundreds of thousands of workers without incident. However,
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out of the 100,000 SOEs and the estimated 15 million redundant
workers, this is a very small beginning.

HOUSING AND SOCIAL WELFARE

The largest obstacle to enterprise reform has been the employee
welfare system, described above, that guarantees the workers cra-
dle-to-grave benefits. These benefits are provided directly by the
SOEs and constitute a heavy burden on them, especially in the face
of increasing market competition from other types of firms—such
- as collectives, township-and-village enterprises, and foreign-owned
businesses—which are not similarly burdened. To create a level
playing ground, the SOEs must be relieved of these burdens.

Reforms in housing, medical care, children education, and old-
age pension were started before 1994; some of these have been ac-
celerated since. Besides vigorous housing construction in all major
cities, rents have been raised and experiments with sales have
begun. Although little progress has been made on medical care and
education because of lack of funds, reportedly 70 percent of the
urban workers have joined some sort of pension system, and 53
percent are now covered by unemployment insurance. In addition,
50 million rural workers have joined a national rural old-age pen-
sion plan. Out of a total rural population of 900 million, this is a
mere fraction. Nevertheless, it is a significant beginning.

TAXATION

Another major component of the reform program is a complete
overhaul of the nation’s taxation system, launched in 1994. The
goal was a modern taxation and revenue-sharing system based on
the principles of equality of tax burden, simplicity of tax adminis-
tration, and buoyancy of tax revenue with the expansion and con-
traction of the national income. The new tax system introduced a
unified single income tax for all enterprises, a broad-based value-
added tax (VAT) covering almost all goods and services, excise
taxes on a few selected commodities, and a business tax on services
not covered by the VAT. Revenue sharing between the central and
local governments is now clearly defined, and a national tax admin-
istration has been established to collect central taxes as well as tax
revenues to be shared with the local governments.

The implementation of tax reform is an enormously difficult task.
Old habits of tax evasion are hard to change, and fraud is rampant.
For instance, in 1995 the total amount of export tax-refund under
VAT exceeded the total VAT collected from their production. The
difficulties of implementation are also reflected in the continued
fall in the government revenue as a ratio to GDP, slipping from
%3.85 percent in 1993 to 12.4 percent in 1994, and 11.3 percent in

95.

FOREIGN TRADE AND FOREIGN EXCHANGE

In its bid to enter the World Trade Organization (WTO), China
has reduced its import tariff rates to an average of 23 percent from
40 percent in 1992 and eliminated two-thirds of the import quotas
and other quantitative restrictions. In addition, a unified exchange
rate was established in 1994 to replace the previous dual exchange-
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rate system. The exchange rate is now determined by the market
through the banks, with central bank participation in the market
to help stabilize the rate. Moreover, the onerous foreign-exchange
certificate imposed since 1980 on tourist and foreign business
spending in China has been abolished. And exchange controls on
trade and all trade-related transactions have been removed. Re-
cently, the authorities declared that the national currency would
become convertible on all current-account transactions by the end
of 1996, thereby making China one of the International Monetary
Fund’s “Article VIII” member countries.

THE FINANCIAL SYSTEM

On the domestic side, one of the most important marketization
programs is the reform of the financial system. The authorities in-
tend to overhaul the entire financial system in order to free it from
vestiges of the old command economy and transform the system
into one operated according to market principles. First, the central
bank has been given more independence, but still functions under
the State Council’s direction, in carrying out its responsibilities.
Monetary policy is now explicitly aimed at price stabilization. Sec-
ond, banks and nonbank financial institutions are required to oper-
ate on a commercial basis. Policy loans are to be shifted to three
policy banks specifically created for that purpose. Third, the central
bank is charged with fostering the development of competitive
money and capital markets unger its supervision and regulation,
for the provision of liquidity and efficient allocation of capital.

Thus far, the basic legal framework for financial reform is largely
in place. Accounting and auditing procedures for banking oper-
ations have been formulated, ang staff training programs have
been started. The credit plan has been abolishes,1 and an inter-
bank fund market has been restarted under close central bank su-
pervision. The three policy banks: an export-import bank, an indus-
trial development bank, and an agricultural financing and develop-
ment bank, are in operation. However, the problem of policy loans
remains unresolved, and banks must continue to provide polic
loans. Interest rates are still regulated by the central bank. And,
despite claims of the economy’s successful “soft landing” in 1995,
the end of stop-go monetary policy is not yet in sight.

LAW

With the 1994 reform, the pace of legal reform accelerated. The -
People’s Congress set a goal to complete the basic legislation for a
“socialist market economy” by the end of the century. In 1995
alone, it passed 13 laws of fundamental importance to the economy,

‘including laws on the central bank, commercial banks, insurance,

securities, taxation, corporation, and environmental protection.
Also notable were new laws on local election, the court system, the
police, education, food standard, science and technology. The rapid -
increase in the number of lawyers in China is another sign of the
growing importance of law in the society. There were 82,000 in

1Recently, sources within the People’s Bank of China, the nation's central bank, indicated
that the credit plan was abolished in early 1995. Curiously, no public announcement has been
made. Information on this important policy shift is too scanty to permit analysis at this stage.
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1995 compared to less than 50,000 in 1992 and less than 1,000 in
1980. Progress toward effective law enforcement, however, remains
very limited.

CONCLUSION

The question on China’s economic prospects by 2010 can now be
answered. The answer is implicit in the analysis above. Nonethe-
less, it is useful to make it explicit, together with a consideration
of China’s role in the world economy.

First, economic growth is not the same as economic development.
In the past 17 years, China has achieved rapid economic growth,
but made little progress.in economic development. Without the es-
sential parallel development of supporting market institutions and
conventions, eventually the economic costs of growing chaos and
wastefulness will override whatever remains of the economy’s
growth potential. : '

Second, the.comprehensive reform program launched in 1994 re-
flects the-authorities’ recognition of the. numerous basic deficiencies
in the economy, requiring correction. In the last two years, consid-
erable progress has been made in foreign trade and foreign ex-
change liberalization, the development of a modern tax code and
revenue-sharing arrangements, as well as in social and economic
legislation. However, despite these impressive achievements, enor-
mous difficulties continue to confront enterprise. reform, housing
.and social welfare; tax administration, financial reform, and law
.enforcement.

Hence, the answer to the question posed in this paper must be
a conditional one: China’s output growth is sustainable into the
next century, say, to 2010, if and only if it succeeds in implement-
ing its current comprehensive reform program. Predictions of Chi-
na’s becoming a great economic power by the year 2010 are greatly
exaggerated. At best, it could become another newly industrialized

- country. Nevertheless, because of its sheer size China remains an
_ attractive market for businesses that are experienced in trading
-with or investing in developing economies.

As an extension, I shall attempt a few cursory remarks on two
- additional questions: First, what will determine the outcome of the
current reform program? And second, what should be China’s role
in the world economy?

On the first question, it would seem premature to hazard any
judgment on the prospects of the reform program’s outcome as it
was launched barely two and a half years ago. Yet, I cannot help
but be impressed by the earnestness and vigor with which the pro-

am is being implemented. Progress has been made, and a solid
oundation is being laid. Nonetheless, this outside observer fears

that in the program’s implementation, again formalism might reign
over substance, and certain basic errors in economic thinking might
continue to obstruct progress. A few examples will suffice to illus-
trate each of these two fears.

FORMALISM

An obvious example is law. It is both necessary and commend-
able to design and pass the large number of basic laws as the na-
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tional legislature has done in recent years for the regulation of eco-
nomic and social activities. But, without effective enforcement the
effort will be of little avail. When this problem is raised in discus-
sions, too often one hears in reply rationalization in terms of the
enormity of the task involved. One understands and sympathizes,
but cannot help but wonder what concrete action plan is being pre-
pared to improve enforcement. A gigantic political commitment,
comparable to the launching of the current reform program in
1994, would be necessary to get such an action plan started.

ERRORS IN ECONOMIC THINKING

After 17 years of successful reform, the authorities still retain
some remnants of distrust of the price mechanism. As stated, most
of the prices have already been freed of government controls. But,
it is in the remaining areas deemed by the authorities to be of criti-
cal importance to the national economy that price controls still re-
main. These areas include basic materials, such as steel and cotton;
energy, such as coal and electricity; transportation, such as rail-
road; staple food, such as grains and edible oil. Policies designed
to ensure their plentiful supply at low prices are precisely those
that retard production, contribute to shortages, and add to the bur-
den of budgetary subsidies. Administered interest rate is another

-example of misconceived policy that distorts credit allocation and
thwarts the development of money and capital markets in China.

Finally, on China’s role in the world economy, the nation’s open-
door policy has contributed greatly to the success of its economic
growth but, at the same time, exposed its economy to the vicissi-
tudes of the world economy and world politics. That is the price of
being a member of the world community. Like all other members,
China too must be prepared to accept the rules and obligations of
the community—both in form and in spirit.

Moreover, because of its size and influence in the world economy,
China ought to take on a more active role in helping to shape the
rules of the world community. After the break-up of the Soviet
Union in 1990, the world community has been in flux. A post-Cold
War new world order has yet to emerge. China could and should
plgy a significant, constructive role in the development of that
order. .

For its part, the rest of the world must recognize China’s poten-
tial role and actively encourage and assist China to participate in
the construction of a new wor%d order. To this observer, a policy of
threat and confrontation has proven to be counter-productive. The
sooner an effective alternative approach is adopted, the better it
will be for China and the rest of the world.
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SUMMARY

Twenty-five years ago China’s economic policies were designed to
minimize the country’s involvement with the global economy. Even
those who advocated the import of high technology equipment from
abroad were immediately subject to vicious attacks from the na-
tion’s anti-foreign ideologues. Despite these attacks, during the
1970s China did begin to cautiously turn to sources outside China
for key products, and between 1970 and 1978 China'’s foreign trade
ratio (exports plus imports divided by domestic product) rose from
roughly 6 to 10 percent. With the dramatic political changes in the
1976-1978 period, caution was no longer the order of the day, and
China turned its economy outward with great determination. The
official trade ratio rose from 10 percent otgr GDP in 1978 to roughly
50 percent by 1995, although these official figures probably over-
state the true magnitude of the rise.! Even if this latter figure does
overstate the true ratio, there is no question that China has
achieved a high level of foreign trade for a country so large.in
terms of both population and geographic area.

But there is more to integration into the world economic system
than simply a quantitative expansion in foreign trade and foreign
investment. Effective long-term integration into the international
economic community involves the introduction and application of
the numerous laws and rules that govern international economic
behavior. These rules are designed, for the most part, to create an
even playing field on which all of the trading nations can compete.
China, in response to the requirements of this system, has written,

‘Dw‘ith Perkins is H.H. Burbank Professor of Political Economy, Harvard Institute for Inter-
national Development (HIID), Harvard University.

1There are several problems involved in comparing Chinese foreign trade figures with Chi-
nese GDP estimates, some of which derive from the fact that Chinese trade is calculated in U.S.
dollar terms and then converted into renminbi at the official exchange rate. Thus the trade ratio
would be over- or understated depending on the degree of undervaluation or overvaluation of
the exchange rate. Relative prices of exports and imports would also differ from those used o
calculate GDP. For a further discussion of these issues, sec Nicholas Lardy, Foreign Trade and
Economic Reform in China, 1978-1990 (Cambridge: Cambridge University Press, 1992).
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passed and promulgated large shelves full of new laws and regula-
tions, and more are coming out on a regular basis. But is China’s
behavior really governed by these laws and regulations, or are they
largely for show, something to keep foreign investors and China’s
trading partners happy?

This Erief essay addresses two broad questions. The first is
whether and to what degree China is creating a market system
that is increasingly consistent with the rules governing the global
economy. The second addresses whether or not China is likely to
continue along the path toward more complete integration into this
global economy. Continuing along the path, it will be argued, de-
pends as much on what happens in the world outside of China as
it does on what happens within China itself.

CHINA’S INTEGRATION INTO INTERNATIONAL MARKETS

That China has become a major trading nation is not subject to
serious debate. Chinese consumer products can be found in profu-
sion in retail stores from Bozeman, Montana to Hanoi, Vietnam
and Nairobi, Kenya. Basically, China has taken over the labor-in-
tensive end of the market for exports of manufactures from South
Korea, Taiwan, and Hong Kong, much as these three tigers took
over these markets from Japan two decades earlier.

In economic terms, the concept of a “Greater China” that in-
cludes the economies of Hong Kong and Taiwan is already taking
shape. Employment in Hong Kong’s manufacturing sector has been
declining steadily for years as firms have moved their operations
to Guangdong Province. Much the same thing has been happening,
but with a lag, with many of Taiwan’s labor intensive sectors suc
as shoes, whose factories have been moved to Guangdong and
Fujian. Hong Kong and Taiwan have also shifted production to
elsewhere in Southeast Asia—Vietnam. Indonesia, and Malaysia—
but the largest transfer has been to the Chinese mainland. In a
more modest but still substantial way, South Korea has been shift-
ing some of its operations to China. It is only a slight over-
simplification to say that Taiwan has shifted its large trade surplus
with the United States to the Chinese mainland as well. 2 Taiwan
now runs a large trade surplus with China as it exports key inputs
to its enterprises in China, which then export the final product to
the United States.

Foreign direct investment by overseas Chinese resident in South-
east Asia is also playing a very large role in the China of the
1990s. In 1994, US $24.4 billion of the total realized foreign direct
investment in China of US $33.9 billion came from Hong Kong,
Taiwan, and Singapore.3 Japan and the United States, by way of
contrast, invested only a little over US $2 billion each, which was
still more than all of Europe, East and West, taken together. Sev-
eral major ethnic Chinese entrepreneurs from Malaysia and else-
where in Southeast Asia have shifted the center of their operations

2This statement is an oversimplification in large part because trade surpluses, particularly
overall surpluses as contrasted to bilateral surpluses, are driven more by macro economic behav-
ior (an excess of savings over investment) than by such things as the cost of labor, trade restric-
tions, and the like.

3State Statistical Bureau, China Statistical Yearbook, 1995 (Beijing: China Statistical PPub-
lishing House, 1995) p. 555.
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to Hong Kong to be closer to their investments in China. In China,
therefore, investment even more than trade has a distinctly Chi-
nese character. ' .

The dominant role of overseas Chinese in foreign direct invest-
ment, and the much more modest role of the United States, Japan,
and Europe, is to an important degree the result of the incomplete
nature of China’s economic reforms. In the partially reformed twi-
light zone between plan and market in which the China of 1996 is
located, it is easier for ethnic Chinese than non-Chinese foreigners
to operate. Overseas Chinese, not always but often, have the per-
sonal ties (guanxi) and knowledge of the way things are done in
Chinese societies that are often missing among other groups. If
China is to become fully integrated into the international economic
community, this difference will have to begin to erode, and it is
probably China that will have to do most of the adjusting to make
this possible.

In many ways China has already made substantial progress to-
ward the creation of a full blown market economy where all com-
pete equally against each other in the context of market driven
forces. Of the five key elements that must be in place for a market
to function well, China has made it most of the way to what the
market requires with four of them. First, despite inflationary bouts
in the late 1980s and first half of the 1990s, China has maintained
a reasonable degree of price stability without resorting very often
to price and quantitative controls. Second, the percentage of goods
and services allocated by the market rather than distributed
through government administrative channels has steadily risen to
the point that today over 90 percent of most such goods and serv-
ices go through the market. Third, prices increasingly reflect real
scarcities in the Chinese economy. China’s dual price system,
where many products were still distributed at state-set, below mar-
ket prices, is largely a thing of the past. Most prices at which goods
and services are traded are market prices. Fourth, most firms in
China must compete for business; few are granted monopolies over
either a local or national market.

These changes have made it much easier for foreign traders and
investors to work in or with China. Foreign exchange, for example,
while not fully liberalized for trading purposes, is far easier to ob-
tain than was the case ten or even five years ago. Intermediate in-
puts of all kinds are no longer allocated by planners, but are avail-
able to anyone who has the cash to pay for them. The beneficiaries
are not only foreigners, but also China’s tens of thousands of town-
ship and village enterprises, which lack the political clout to get al-
locations through the plan. Among the factors of production, labor,
capital, and land, only labor is allocated primarily by market
forces, whereas capital and land remain subject to administrative
controls and political decisions, but that is changing as well.

It is with the fifth element of what a market requires where
China has made the least progress, or to put it differently, has the
furthest distance yet to travel. For a market to work well, enter-
prises, whether public or private, must behave in accordance with
the rules of the market. The most fundamental rule is that enter-
prises must maximize profits by raising their sales or b{‘ cutting
their costs. Increasing profits by getting the state to give the enter-
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prises more subsidies, more protection, or more state favors of
other kinds leads to deviation from what a well-functioning market’
requires.

China’s economic system, however, is full of state-generated devi-
ations of this kind, most of them leftovers from the old system of
centrally planned commands. State-owned enterprises, in particu-
lar, are under the close supervision and guidance of government
ministries and provincial authorities. State enterprises have access
to cheap credit which they don’t always have to pay back, but they
are also subject to demands by government for special payments
that have no relationship to the tax code. The managers of these
enterprises are picked by iovemment and party officials, and their
careers depend on doing what those officials ask them to do.

In a properly functioning market system, credit would be avail-
able to all firms with a healthy balance sheet at market rates of
interest. Failure to pay back the money would lead to bankruptcy
in accordance with well established rules for bankruptcy proceed-
ings. Taxes would be paid according to the tax laws, no more and
no less. Managers would be picked %y boards of directors who rep-~
resent the owners, whether those owners are private individuals or
public bodies such as certain pension funds. Those boards of direc-
tors would also have to operate within certain transparent rules.

In short, a market system works best when there is the rule of
law—not any law, but laws that are both transparent and fair to
all parties. A market, of course, does not require a perfect legal sys-
tem any more than it requires perfect information or perfect any-
thing else. But China comes out of an historical tradition where the
rule of law played only a secondary role. The key to good govern-
ance, in the Confucian tradition, was the rule by good men, not
rule by good laws. If you had good men, these men could be given
wide latitude to do at their discretion whatever they thought was
best for society. Mao Zedong carried this a step further than most
Confucians by abolishing all lawyers and most laws. Since the re-
forms began 1n 1979, laws have been written at an increasing pace
to fill this void and the number of lawyers is rising rapidly, but the
values and traditions of a thousand years are not so easily re-
placed. It is one thing to write laws, it is quite another to create
a legal system that will enforce those laws vigorously and fairly.

The relevance of these issues to China’s role in the international
economic system is straightforward. The international economic
system is governed by laws that through treaties have been made
globally consistent, at least for the advanced industrial nations.
Not everyone always abides by these laws, but there is recourse
against those who don’t. China has accepted more and more of
these rules over time and has rejected others. The biggest issue in
the mid-1990s was over whether China could join the World Trade
Organization (WTO) as a developing country, that is, a country
that could postpone application of some of the WT'O’s more strin-
gent rules that are applied to industrial countries.

But the main issue is not over WTO rules or a particular defini-
tion of intellectual property rights. The real question is whether
China will move steadily if only gradually toward a rule-based or
law-based system. I believe that most objective observers would say
that China has been trying to move in this direction over the past
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fifteen Kears, but the historical legacy makes it a slow process even
when the effort is sincere, which isn’t always the case.

As long as China remains a system where government is by peo-
ple with a high degree of discretionary authority over the econom
and enterprises are run by people beholden to those government of-
ficials, there will be ongoing conflict between this system and the
rules of the global economy. Even if formal agreements are signed
that say, for instance, that China cannot apply formal domestic
content goals in joint ventures in the automobile industry, there
will be little to stop a government official from phoning the plant
manager and accomplishing the same purpose informally. There is

_ nothing unusual about this. It happens in all of the many .countries

where government officials have a great deal of discretionary power
over industries. Change to a law-based system will take time even
if}‘, China] makes a continuing and concerted effort to move toward
this goal.

There are Western critics of China who suggest that China
should move quickly toward the rule of law in economic affairs and
this should lead almost as quickly toward full application of the
rule of law in areas such as human rights. To these people, the fail-
ure to achieve these goals immediately leads them to call for the
ending of most favored nation treatment (MFN) for China. Their
view, it would appear, is that liberalization could somehow trans-
form Chinese political behavior and the very nature of the system
overnight. But what should matter most to Western policy makers
is not the shortcomings of the system of the moment, as distasteful
as aspects of that system might be, but whether China is moving
at a reasonable pace in the right direction. The rule of law in eco-
nomic affairs, difficult as that is proving to achieve, is easier than
achieving the rule of law in political affairs, but the achievements
over time in one area are likely to be helpful in the other.

CouLD PROGRESS TOWARD AN OPENING TRADING SYSTEM BE
REVERSED?

For all of the caveats that need to be made, there is no question
that through 1995 at least, China’s economic system had taken and
was continuing to take major steps toward a market-based and, to
a lesser degree, a law-based system. But by the mid-1990s, the
international political framework that had made it possible for
C(;)ina to successfully open its economy was unraveling at the
edges.

’%he central external problem threatening China’s turn outward
has been the growing tension in U.S.-China relations. The United
States is important to China not solely because the United States
is the last remaining superpower. It is also important because the
United States is one of China’s most important trading partners.
The only close competitors for this status are Hong Kong, which in
economic terms is already a part of China, and Japan. Japan’s total
trade with China is 41 percent larger than that of the United
States, but it is the United States that provides China with by far
the largest market for its exports, some $21.5 billion in 1994 and
$24.7 hillion in 1995 if one uses Chinese customs statistics, a much
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larger figure ($38.8 billion in 1994) if one uses U.S. figures.4 Any
threat to China’s position in the American market, therefore, is a
threat to China’s whole outward-oriented strategy.

The danger to this trade does not come primarily from bilateral
trade disputes and negotiations between China and the U.S. Trade
Representative’s office. Chinese pirating of computer software and
American made movies is a problem and Chinese government ef-
forts to live up to agreements to end these practices have not been
implemented with much vigor. The United States has also been
known to allow its anti-dumping statutes to become an only mod-
- estly disguised form of dumping. But these are the ordinary prob-
lems found in trading relations between most Asian countries and
the United States at one time or another.

The differences in views between China and the United States
over what China must agree to before it is admitted to the World
Trade Organization are also not the major danger to U.S.-China
tradé. Chinese political leaders would like China to join the WTO
as a developing nation because that would give them the maximum
discretion to do whatever they thought was best. But maximum
discretion for one’s political leaders is not always best for the coun-
try as a whole. Pressuring China to live by the rules of the WTO
is a way of pushing China to accelerate its efforts to introduce the
rule of law at least into economic affairs. Those within China who
totally oppose this goal are opposing their own leaders’ efforts to
become an equal partner in the economic system. There can be
honest differences of opinion over the pace at which these goals are
to be introduced, but not over the long term goal. Vigorous but re-
alistic negotiations between China and the existing WTQO nations
over the conditions of entry contribute to helping China to turn it-
self into a rule-based society.

The problem is that China’s trading relations with the industrial
countries in general and the United States in particular are often
not governed by this long term vision of what can be accomplished.
A whole range of issues not directly connected to trade are a source
of tension between China and the United States. These issues in-
clude America’s concern with China’s human rights, and democracy
will be used to undermine the regime and the very stability of the
Chinese nation. There is the issue of Taiwan and whether it will
declare independence or whether its eventual integration with the
mainland will occur peacefully. The question of Hong Kong’s future
will continue to be an issue in U.S.-China as well as U.K.-China
relations long after 1997. There is the question of nuclear prolifera-
tion and the even greater issue of China’s role in the international
security of Asia and the Pacific.

The major difficulty with all of these issues, from the perspective
of this essay about trade, is that the United States has limited ca-
pacity short of war to influence China to do what the United States

4The difference between the Chinese and U.S. estimates of their bilateral trade is due mainly
to the different way the two countrics treat trade that involves some processing in Hong Kong
before it goes to its final destination in the U.S. Most objective observers feel that a figure re-
flecting the true nature of the size of this trade would fall somewhere between the two extremes.
The 1995 data are from General Administration of Customs of the People’s Republic of China,
China’s Customs Statistics, December, 1991, pp. 4-6. The U.S. estimate is from Directorate of
Intelligence, China’s Economy in 1994 and 1995: Ouerheating Pressures Recede, Tough Choices
Remain (Washington, December 1995), p. 23.
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deems desirable. China, of course, has even less capacity to pres-
sure the United States to do what China wants, at least for the im-
mediate future. America can conduct quiet diplomacy to persuade
China it is in China’s own interest to do something, it can publicize
what America perceives as wrongdoing on China’s part in the
hopes of embarrassing China into backing off, or it can apply trade
sanctions. Since 1989 when all manner of relationships with China
were cut off or partially curtailed, publicity and trade sanctions, or
the threat thereof, have become the weapons of choice. Trade sanc-
tions haven’t actually been applied, for the most part, but they are
regularly being put on the table by one or another part of the U.S.
government or by private groups.

This situation would be complicated enough if these issues were
being raised in a systematic way b, ople with a broad perspec-
tive on the many dimensions of I).'I.g.-China relations and were
being - responded to by Chinese officials acting and speaking from
a similar perspective. But more than in the pre-1980 past in U.S.-
China relations, these issues are being heavily influenced by do-
mestic politics on both sides of the Pacific.

The danger to the growing U.S.-China trade, therefore, is real.
If generalized trade sanctions were to be applied to China, even if
only the United States applied them, The impact on China’s ex-
ports would be large. Beyond the decline in export earnings, which
China could eventually adjust to, would be the political impact in
_China of these actions..Forecasting Chinese politics is a hazardous
occupation at best, but one has to assume that an across-the-board
trade sanction such as the cutoff of MFN would play into the hands
of those in China who have mistrusted the dependence on foreign
trade and investment all along. The forces for turning China back
inward would be strengthened. An inward looking China in the
year 2000 or 2010 would be a far larger problem for the world com-
munity than was the inward looking China of the pre-1978 period.

* For seventeen years China has made considerable if uneven
progress toward integration into the global economic system. The
question for the next decade is whether politics on both sides of the
Pacific. will allow that progress to continue.
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SUMMARY

ASEAN is concerned over China’s increased assertive national-
ism in 1995-96, manifest in occupation of Mischief Reef and Tai-
wan Strait military exercises. This is seen as a potential threat to
economic stability throughout East Asia. The ASEAN response to
addressing this threat as well as specific disputes with China in
the South China Sea adds a balance of politics to the evolving bal-
ance of power. U.S. policy needs better understanding of and closer
consultation with the incipient political-military security regime
emerging from ASEAN.

ASEAN CONCERN OVER CHINA

On the surface, China’s integration with East Asian economic re-
gimes appears promising. Beijjing’s participation in Asian Pacific
Economic Cooperation (APEC) summit meetings resulted in an-
nouncement by the People’s Republic of China (PRC) of dramatic
unilateral tariff reductions in accordance with APEC targets. PRC
dialogue status with the Association of Southeast Asian Nations
(ASEAN) makes it likely that compatible arrangements will be
worked out as the ASEAN Free Trade Agreement (AFTA) becomes
operative in the next century. The prominent role of overseas Chi-
nese in investment and trade between ASEAN members and China
facilitates development of mutual interests despite competitive as-
pects in overall economic relations.

Beneath the surface, however, regional security issues could
raise the prospects of conflict with a negative impact on this eco-
nomic interaction. Private interviews with officials in Indonesia,
Singapore, Malaysia, Thailand, Vietnam, and the Philippines in

* Allen S. Whiting is Regents Professor of Political Science, University of Arizona.
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1995-96 revealed rising concern over the increased assertive na-
tionalism in China’s approach to its disputed claims in the East
China and South China Sea.! This concern rose with Beijing’s oc-
cupation of Mischief Reef, claimed by Manila, in February 1995,
followed by its missile firings and joint exercises in the Taiwan
Strait during 1995 and early 1996.

ASEAN had made its disquiet known to China in 1992 after the
National People’s Congress passed legislation naming the Spratly
Islands together with Diaoyutai (Senkaku in Japanese), as sov-
ereign territory to be defended by force if necessary. In response
Beijing voiced suplport for the ASEAN Treaty of Amity and Co-
operation (TAC) although it did not formally endorse it. Earlier
Chinese clashes with Vietnam in taking the Paracel Islands in
1974 and in the Spratlys in 1988 had not engaged ASEAN mem-
bers directly.

Thus Chinese occupation of Mischief Reef and refusal to with-
draw in the face of ASEAN’s private protest in April 1995 raised
questions over Beijing’s willingness to comply with the TAC code
of conduct that exc]]udes force or the threat thereof. In July and Au-
gust missile firings in the vicinity of Taiwan and televised joint
military exercises in November cast a longer shadow of uncertainty
over future Chinese behavior. This in turn could discourage invest-
ment in both China and Southeast Asia by Japan, the United
States, and the European Union resulting in a slowdown of eco-
nomic growth. It could also distort local economies by an arms race.

At present ASEAN officials consistently deny that the much pub-
licized increase 'in weapons acquisition over recent years con-
stitutes an arms race within the group, much less with China. Mul-
tiple motivations include reorienting defense systems, long geared
to combating internal insurgency, toward maritime problems of
overlapping territorial claims at sea, exclusive economic zones, and
fishing disputes. Emulation and prestige also prompt copying a
neighbor’s acquisitions. Expanding economies and competitive arms
sellers facilitate upgrading air and naval capabilities. But should
China continue to flex its military muscle ASEAN defense acquisi-
tions may have to respond accordingly, with negative impact on
economic growth throughout the region.

SouTH CHINA SEA DISPUTES

Indonesia, unlike Malaysia, the Philippines, Vietnam, and
Brunei, has no dispute wit¥1 China in the Spratly Islands. As an
outsider, it hosted annual informal workshops on the South China
Sea beginning in 1990. These addressed non-sovereignty issues
such as sea level and tide monitoring, biodiversity, and safety of
navigation and shipping. However, efforts to take up the disputed
claims found Chinese participants from both the mainland and Tai-
wan refusing to allow discussion.

Privately Jakarta queried Beijing on the meaning of Chinese
maps with a line around the entire South China Sea, purportedly
marking the PRC territorial boundary. Concern focused on the im-
plications for a large underwater natural gas field located north-

1] am grateful to the Woodrow Wilson Center and the University of Arizona for support in
this endeavor. All interviews were private and unattributable.
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east of Natuna Island where the Exxon Corporation has contracted
with Indonesia for exploitation of what may be the largest such off-
shore field in East Asia. After many months, in 1995 (%hinese reas-
surances at the working level, foreign minister and presidential
levels, denied any claim to the island itself. However, no written
commitment or specific delineation of Chinese map explicitly ex-
cluded the gas field.

In this context Jakarta modified its long-standing refusal to align
with any non-ASEAN country and on December 18, 1995, signed a
military cooperation agreement with Canberra. Article two pledged
the signatories “to consult each other in the case of adverse chal-
lenges to either party or to their common security interests and, if
appropriate, consider measures which might be taken either indi-
vidually or jointly and in accordance with the processes of either
party.”2 Although both capitals publicly denied that this con-
stituted a defense treaty or that it was aimed at China, the agree-
ment was so perceived and welcomed in ASEAN capitals as
strengthening security ties.

THE TAIWAN STRAIT

Chinese military activity in the Taiwan Strait raised ASEAN
concern on two levels. The first focused on the island’s importance
in selected areas. Taipet’s promotion of “a southern strategy” en-
couraged economic activity in Southeast Asia that would reduce de-
pendence on mainland trade and investment lest this give Beijing
critical leverage for political purposes. As a result Taiwan became
the largest foreign investor in Vietnam, the fourth largest in Indo-
nesia, and potentially a major participant in the commercial trans-
formation of Subic Bay and Clark Field in the Philippines. In addi-
tion, Singapore and Malaysia maintained close contact with Tai-
wan through quiet official channels as well as private business.

At the more general level, tension in the Taiwan Strait was seen
as inimical to foreign investor confidence that is vital to continued
economic growth throughout the region. Moreover, any interruption
in foreign trade would particularly ilurt Singapore, as well as other
ASEAN members with maritime interests. As a final consideration,
passive acquiescence in a Chinese use of force against Taiwan
might send the wrong message to Beijing when it came to weigh
future options in the South China Sea.

These factors prompted expressions of concern to Beijing through
various channels. Private informal meetings between ASEAN insti-
tutes of strategic and international studies (ASEAN-ISIS) and their
Chinese counterparts raised the Taiwan question. In 1994 Chinese
delegates vigorously rebuffed the effort but in 1995 agreed to ex-
changing views, albeit without modifying their position. At the De-
cember 1995 ASEAN summit in Bangkok, concern over tension in
the Taiwan Strait was expressed privately to Li Peng. Ambassa-
doriald representations were made to Beijing as the occasion per-
mitted. :

The results encouraged ASEAN diplomacy. China abandoned re-
sistance to multilateral discussion of South China Sea claims and

2 Australia-Indonesia Agreement on Maintaining Security, official text issued in Canberra, De-
cember 14, 1995.
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agreed to taking up the matter with ASEAN. Foreign Minister
Qian Qichen pledged freedom of navigation throughout the area.
He also moved the basis of China’s claim from historic precedent
to international law, pledging ratification of the United Nations
Convention on Law of the Sea. This in turn makes compulsory the
settlement of disputes without force. Finally Beijing’s initial skep-
ticism over the ASEAN Regional Forum (ARF) disappeared with its
agreement to co-chair a sub-committee.

EMERGING CONSENSUS

The ASEAN way of addressing disputes is by accommodation and
consensus privately negotiated. These are interrelated components
that emphasize politics rather than power. Since its inception in
1967, accommodation and consensus have ameliorated tension
without necessarily solving conflicting claims, such as between the
Philippines and Malaysia and between Indonesia and Malaysia.
This approach also facilitated the resolution of differences within
ASEAN over Vietnam’s invasion of Cambodia. The result enhanced
regional and international negotiation of Vietnamese withdrawal.
Through this process public unity has been achieved despite
marked diversity in political, economic, religious, and ethnic fac-
tors.

This diversity is particularly marked in comparing Thai and Vi-
. etnamese views of China, with the remaining ASEAN members
falling between the two. In the 1980s and 1990s, Bangkok’s rela-
tions with Beijing have been predominantly positive, manifest in
their united front supporting anti-Vietnam guerrillas during Ha-
noi’s occupation of Cambodia as well as in subsequent military ex-
changes. By contrast, in addition to the aforementioned Chinese at-
tacks in the Spratly Islands, the People’s Liberation Army (PLA)
invaded Vietnam for three weeks in early 1979, ostensibly as pun-
ishment for Hanoi’s ouster of the Pol Pot regime. A long tradition
of Chinese efforts at hegemony over Vietnamese dates back two
millennia and is a ready reference in Hanoi when discussing future
prospects.

Yet despite the wide range of degree to which separate national
interests are seen as threatened by possible Chinese actions, an
emerging consensus has held ASEAN together in the face of
Beijing’s blandishments for bilateral negotiation of the Spratly dis-
putes. Its proposals for joint exploration of underwater resources
while holding fast to Chinese claims of sovereignty failed to elicit
agreement. Likewise Beijing’s insistence that the %aiwan question
is wholly an internal matter not subject to discussion with others
has not stopped ASEAN leaders from privately expressing concern
to PRC officials.

ASEAN is careful, however, not to signal a collective anti-China
stance. On the contrary, China’s participation in multilateral re-
gimes associated with security in East Asia is seen as basic to pro-
posed systems for anti-piracy and search-and-rescue operations.
China’s continued membership in ARF is held to be essential for
regional dialogue on security matters. Opposition to the threatened
use of force is explicitly stated in terms of mutual interest for
China as well as ASEAN in expanding foreign investment and’
trade throughout the region.
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In accordance with this approach, ASEAN leaders scrupulously
avoid use of the term “China threat” because it is seen as risking
a negative reaction in Beijing and is antithetical to reducing ten-
sion. Thus the Indonesia-Australia military agreement refers to
“adverse challenges,” explained by Canberra specifically as replac-
ing the standard use of “external threat” in deference to “sensitivi-
ties” in Jakarta.3 More basically there is no private expression of
alarm over an imminent threat because Beijing is not seen as capa-
ble of projecting military power in the near future. Therefore it is
forced to pursue a political game wherein military force is fore-
shadowed as a potential future option but with no immediate ag-
gressive use.

BALANCE OF PoOLITICS

This ASEAN analysis posits a balance of politics in addition to
a balance of power as another approach to reducing tension and
avoiding conflict with China. While the People’s Liberation Army
is limited in power projection capabilities Beijing is also seen as
limited in political options until the succession to Deng Xiaoping is
finally resolved. During this transition period Chinese policy will
remain subject to assertive nationalism promoted by military and
civilian groups concerned over China’s regional status. It will also
be promoted by a regime that admits facing a serious loss of popu-
lar support because of corruption, agricultural problems, and ideo-
logical atrophy. Rival leaders will be constrained to demonstrate
their nationalistic credentials. Under these circumstances consist-
ent but careful communication is required between Beijing and
those with whom disputes exist so as not to strengthen the more
assertive elements contending for policy.

ASEAN’s position in this balance of politics between Beijing and
Washington requires that it side with one or the other depending
on the issue while making clear to both it is not aligning with ei-
ther. Thus on human rights ASEAN defends Beijing’s position that
this is an internal matter not to be addressed publicly by other gov-
ernments. But on the use of force and threat thereof, ASEAN sides
with Washington without, however, publicly joining in expressions
of concern over the Taiwan Strait exercises.

By emphasizing a balance of politics ASEAN does not reject a
balance of power as ultimately fundamental to peace and stability
in East Asia. This is why the Indonesia-Australia accord was wel-
comed for bringing Canberra into a modest security commitment
and moving Jakarta closer to the Five Power Defense Arrangement
linking Great Britain, Australia, and New Zealand with Singapore
and Malaysia. It is also why the desire for American credibility and
consistency in the commitment to maintaining stability in East
Asia puts a premium on the Japanese-American security relation-
ship. However, just as ASEAN leaders maintained public silence
during the Taiwan Strait exercises, so too they refrained from pub-
lic praise for the Clinton-Hashimoto summit. Privately, however,
they were reassured by the priority given to common security inter-
ests over economic differences.

30fficial transcript of Australian Prime Minister P. J. Keating, Presidential Palace, Jakarta,
December 18, 1995.
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IMPLICATIONS FOR FUTURE U.S. PoLicy

ASEAN is approaching its fourth decade. Starting with five
members, it presently encompasses seven, including Vietnam as a
wholly different political system with a dramatically different past
relationship with ASEAN as well as with China. Laos, Cambodia,
and Burma are in line as prospective members with pressure from
India to join eventually. Meanwhile ASEAN is trying to develop
ARF as a forum for substantive dialogue on security in East Asia.
Still an ongoing process, ASEAN deserves American attention, un-
derstanding, and consultation as the only established multilateral
organization in East Asia that has developed an enduring political
security regime.

ASEAN’s maintenance of a balance between Beijing and Wash-
ington meets varied objectives. The refusal to side with the United
States on human rights is self-serving for those ASEAN regimes
that violate them. However, it also serves a larger purpose in con-
formity with basic U.S. interest, namely the avoidance of confronta-
tion with China on an issue of domestic politics in favor of protest-

“ing the use of force as an instrument of foreign policy. The reduc-

tion of tension serves foreign investment and trade in China as
well as Southeast Asia. This in turn raises living standards and
generates a multiplicity of interests that can shape on Chinese pol-
icy, foreign as well as domestic. In this regard it is worth noting
that southeast coastal provinces reportedly protested the March
1996 exercises as jeopardizing their investment prospects.

ASEAN’s disputes with China over the Spratly Islands in_the
South China Sea parallel Japan’s dispute with C]Y\ina in the East
China Sea, where Beijing lays claim to the entire continental shelf,

_including the Senkaku islands.. Both disputes block access for geo-
logical exploration to ascertain how much and how exploitable are
reserves of oil and natural gas believed, but not yet proven, to be
available. Energy demands in the growing East Asian economies,
first and foremost in China, threaten to raise oil and gas prices
worldwide in the next century. Alternatively, China’s primary reli-
ance on coal will raise pollution levels and damage the ozone layer.
Thus finding a formula to set aside, if not resolve, sovereignty dis-
putes for the sake of mutual interests throughout the region chal-
lenges U.S. policy as the dominant power in East Asia.

T%lis requires close and continuous U.S. consultation with
ASEAN as a primary actor, as well as with China and Japan as
major powers. Only a viable political security context will permit
economic growth in the region that will benefit American trade and
investment. During the Cold War bilateral and multilateral mili-
tary security relationships led by the United States answered the
political-military threat posed by the Soviet Union in East Asia as
elsewhere. In a post-Cold War environment the balance of power
in East Asia cannot be fashioned in a similar manner because
there is no such agreement on the challenge. Basically such a bal-
ance must be bui%tT on the bilateral American-Japanese alliance,

_but it can be supplemented by a balance of politics that incor-

porates ASEAN in the larger ARF framework. In this way dialogue
strengthens confidence as well as deterrence and facilitates the in-
tegration of China into East Asian political and economic regimes.
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SUMMARY

The article, “Thinking about China,” briefly reviews U.S.-China
relations in the 20th century and looks at China today and the
state of contemporary U.S.-China relations. Looking ahead, China’s
emergence as a great power is viewed as among the defining chal-
lenges for the United States and the international system during
the first quarter of the next century. Strategies for dealing with
China are considered and their relative effectiveness weighed. The
author concludes that a clear and consistent interest-based strategy
offers the best hope of managing the challenge of China in the next
century.

A LoOK AT THE 20TH CENTURY

Predictions about where China is going, what China will become,
and what it all might mean for the gnited States have always been
a very risky business. A brief look back across the 20th century
only demonstrates just how risky.

In the early years, many Americans viewed China as an awaken-
ing giant, the nation of the future in the Far East. In 1905, one
magazine, The Independent, predicted that China would become
“the greatest military power in the world” within twenty-five years.
In 1908, Theodore Roosevelt portrayed China’s awakening as one
of the “great events of our age.” Roosevelt’s characterization re-
flected a then widespread American optimism toward China, its fu-
ture, and ultimately the future of America’s relations with China.

The collapse of the Qing dynasty and the Chinese revolution of
1911 only served to reinforce that optimism. In the United States,
China’s revolution was portrayed as a contemporary version of
America’s own. Americans saw the “new ideals” which had taken
root in China as broadly representing the “American spirit of de-
mocracy, human rights, fair play and equal opportunity.” On its
editorial page, The Independent observed that republican China

*James J. Przystup is Director, Asian Studies Center, The Heritage Foundation.
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was “extending her hand across the Pacific to grasp ours,” askin
the United States “to teach her how to be free and happy an
strong.” :

It hasn’t quite worked out that way. In retrospect, the 20th cen-
tury has not lived up to the promise of these early versions of the
rosy scenario. For 8hina, this century has been marked by the
Boxer rebellion and the lease-hold competition among the imperial

owers; warlordism, civil war, and the triumph of the Chiang Kai

hek and Koumintang in the 1920’s; the Japanese invasion, civil
war and the communist revolution in the 1930’s and 40’s; and the
twin disasters of Maoism—the Great Leap Forward in the mid-
1950’s and the Cultural Revolution of the late 1960’s.

United States attitudes and policies toward China have ranged
across a broad spectrum, from friendship and cooperation to hos-
tility and isolation and back again, as events in Asia have affected
American interests. Across this century, political leaders, policy
makers, and the general public alike have broadly understood
American interests in Asia to encompass defending freedom of the
seas, assuring equality of commercial opportunity, preserving Chi-
na’s territorial integrity, and preventing any one power from domi-
nating the region.

At the turn of the century, in the face of European and Japanese
competition for special rights and privileges in China, the United
States championed the Open Door and China’s territorial integrity.
In 1931, as the Japanese military moved into Manchuria, Secretary
of State Henry L. Stimson pronounced a “non-recognition” doctrine
with regard to Japan’s aggression and the establishment of the
puppet state of Manchukuo. Of course, non-recognition also meant
non-involvement, which remained Washington’s dominant policy
even as Japan launched a full-scale invasion of China in the late
1930’s. Following Pearl Harbor, the United States aided and co-
operated with the Nationalist government against Japan.

At the end of the Second Vgorld War, civil war again broke out
in China and led the United States to attempt to mediate a settle-
ment between the Nationalist government and the Communist
forces. Following the Communist victory in 1949 and China’s inter-
vention in the Korean War, United States strategy shifted to isola-
tion and containment of the government in Beijing. United States
policies toward Asia were driven by the imperatives of this strategy
during the two decades before President Nixon’s historic trip to
China in 1972. The Nixon visit marked a strategic shift from con-
tainment to cooperation with China against the Soviet Union.

Following the death of Mao Tse Tung in 1976 and the fall of the
Gang of Four, Deng Xiaoping emerged as China’s paramount lead-
er. Seeking to recover from the social and economic ravages of
Maoism, Deng launched China on a modernization program in
1978. The Four Modernizations, as the strategy came to be known,
focused on agriculture, industry, science and technology and the
military with the objective of creating a modern China by the year
2000. Modernization of China’s military, the People’s Liberation
Army, was put at the end of the priority list.

Since 1980, China’s annual growth rate has averaged close to
nine percent. Many economists are projecting that at some point in
the first quarter of the next century China will have the world’s
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largest economy measured by GDP, should growth continue at rel-
atively similar rates. While China’s ultimate national objectives are
open to debate, success in its modernization strategy will require
access to international markets, finance, and technologies. Success
will also require a stable international and regional environment
which will facilitate China’s economic growth and development.

To this end, China has, since the late 1980’s, normalized diplo-
matic relations with a number of its Asian neighbors; Singapore,
Indonesia, South Korea, and Vietnam all are countries with whom
‘the PRC has had a troubled history. Over North Korea’s strong re-
sistance, Beijing then joined with Washington and Seoul to support
the simultaneous entry of both Koreas into the United Nations. In
the early 1990’s, Beijing abandoned its long-standing support for
the Khmer Rouge and signed the 1991 Paris Peace Accords which
“ended the civil war in Cambodia. China also abstained in the Unit-
ed Nations Security Council vote which authorized the use of all
possible means to expel Iraq from Kuwait, thus paving the way to
the United States-led victory in the Gulf War.

Beijing, however, has also demonstrated a willingness to use
force to advance its interests. In 1979, Deng Xiaoping employed the
PLA in a less than successful effort to teach Vietnam lesson follow-
ing Hanoi’s invasion of Khmer Rouge-ruled Cambodia, then a Chi-
nese client state. Similarly, China has used force to advance terri-
torial claims on its periphery, in 1975 to evict Vietnam from the
Paracel Islands and most recently in 1995 against the Philippines
in the South China Sea. Beijing has also demonstrated a willing-
ness to use its military muscle for purposes of political intimida-
tion. In July 1995 and March 1996, China conducted a series of
large-scale military exercises in South China and in international
waters near Taiwan in an attempt to influence Taiwan’s legislative .
and presidential elections.

THE ROLE oF CHINA AS AN EMERGING POWER

The ambiguity of Beijing’s conduct raises a number of fundamen-
tal questions about the nature of China as an emerging great
power, its relation to the international system and its significance
for the United States. .

For example, what kind of power is China? Does it seek a revolu-
tionary or revisionist power seeking to transform the international
system or is it an assertive but basically status quo power? Does
it represent a global ideological and military adversary like the
former Soviet Union? Is it Germany of the 1890’s, a rising, expan-
sionist power, looking for respect and prepared to challenge the
status quo? Is it Japan of the 1930’s, seeking security through ex-
pansion in what it perceived to be a deteriorating international en-
vironment? Is it Gaullist France, trying to restore national purpose
through a sense of cultural nationalism and independence, while
remaining a status quo power? Will it be cooperative or hegemonic?
Or both?

Today, China’s Communist Party remains the sole source of po-
litical orthodoxy and authority. Yet, among all but the party’s most
faithful, ideological commitment has all but disappeared, as politi-
cal fervor has been replaced by an overwhelming focus on financial
success, a by-product of China’s economic reforms. Once the source
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of a dynamic ideology, the Communist Party is now increasingly
viewed as the source of nepotism and privilege. China’s commit-
ment to communism is being replaced by a dangerous political cyni-
cism and surging sense of nationalism.

Economic success, however, has nurtured a growing confidence
that, after a couple of bad centuries, China is returning to its right-
ful place in Asia. Before the Opium Wars of the mid-19th century
opened the doors to exploitation and dismemberment at the hands
of the West, China was the Middle Kingdom, at the center of Asia’s
economic and political life. China then was a generally benign he-
gemony, to whom tribute was paid as a matter of course, and who,
in return, allowed the benefits if its civilization and commerce to
spread outward.

The 21st century promises to be the century of Asia, and China
remains at the very center of the region. Today, China is an emerg-
ing great power, one with a long memory of wrongs suffered at the
hands of the West and acute sensitivities over issues related to sov-
ereignty. Both in terms of theory and hard geopolitical realities,
China’s emergence as a great power, how it integrates itself into
the international system or fails to do so, will be among the defin-
ing issues of international relations for at least the first quarter of
the next century.

CHINA’S RELATIONSHIPS WITH THE UNITED STATES AND ASIA

The question then is how does the United States deal with
China. What is our strategy? How does Washington implement it?
Clearly, how the policy maker views China will significantly influ-
ence the choice of strategies for dealing with it. Is China a threat
to American interests and the security of the United States? Or is
the picture more ambiguous and complex? How should we deal
with a country that is both assertive and cooperative?

Certainly, if China is seen as a threat, simply becoming too big
to deal with, theoretically at least one answer would be to break
China up into more manageable units. Such a strategy would aim
at fostering division by playing on economic and territorial fault
lines which run along the booming coastal regions and the less
prosperous interior. At the same time, by exploiting historic cen-
trifugal forces, the strategy would seek to pit provincial autonomy
against central authority. In. reality, however, the goal would
strain, if not be beyond, our national resources. The costs to stabil-
ity in Asia of unrest and possibly civil war in China, not to mention
the likely refugee tidal wave, would be staggering, while inter-
national support for such a policy would be simply non-existent.

Intellectually, containment is the easiest fit. As a country, we've
been there and done that and been successful at it. In short, we
know how to do it. But, part of the challenge of dealing with con-
temporary China will be to move beyond familiar and comfortable
policy constructs, like containment and the black and white
Manichean policy universe of the Cold War. Simply put, China, at
this time, is not the threat to American and allied interests like the
former Soviet Union was in the late 1940’s at the birth of NATO.
And, unlike the former Soviet Union, China today is a major force
and market in the international economy.
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While Asian countries are concerned with China’s growing
strength and, at times, its assertive behavior, they do not yet see
China as a security threat. Well aware of the permanence of geog-
raphy and concerned about United States staying power in the re-
gion, America’s allies and friends in Asia are not now prepared to
join in a containment strategy aimed at China. Indeed, they have
voiced apprehensions that actions taken in Washington may
confront them with difficult policy choices, and they have cautioned
Americans against prejudging the outcome. Moreover, national ri-
valries among our allies in Asia, most notably between Japan and
South Korea, point to the difficulty of drawing a cordon sanitaire
around China. .

Yet, our present strategy of “engagement,” or at least its tactical
implementation by the Clinton administration, has not been effec-
tive in protecting and advancing American interests toward China.
Chinese missiles are reportedly being shipped to Iran and Pakistan
along with nuclear technology; intellectual property rights are
being violated; and China has used its military muscle in the South
China Sea and the Straits of Taiwan. All are against American in-
terests. And Beijing’s persistence in such actions has raised ques-
tions both about the effectiveness of our current strategy and poli-
cies and, more fundamentally, whether the basis exists for a pro-
ductive relationship with China.

Some years ago, Hans J. Morgenthau, the noted University of
Chicago professor of international relations, remarked that “good
foreign policy is generally nothing but good common sense, and
good common sense generally makes good foreign policy.”
Morgenthau’s observation provides a starting point for building a
constructive post-Cold War relationship with China. Common sense
tells us that, despite our very real and significant differences on a
number of issues, we do share interests in common.

For starters, both the United States and China share a common
interest in the stability of the Asia-Pacific region. For Americans,
the dollar-value of trade with Asia has long surpassed that of U.S.
trade with Europe. In 1994, American exports to Asia grew at a
rate of 16.2 percent to more than $153 billion. The booming coun-
tries of the Asia-Pacific region purchased over $45 billion more
from U.S. exporters than the 15 nations of the European Union
and almost $30 billion more than Europe as a whole. Thus, the
prosperity and economic well-being of countless Americans are inti-
mately tied to developments there.

Likewise, stability in Asia is essential if China’s modernization
strategy is to succeed. In 1995, China’s two-way trade with the re-

ion approached $167 billion, accounting for close to 60 percent of

hina’s total two-way trade. At the same time, Asia’s booming
economies provide China with a major source of investment capital.
In 1995, foreign direct investment in China totaled over $91 billion;
of this 78 percent came from Asian countries. In brief, these figures
highlight the importance of a secure and prosperous Asia to Chi-
na’s own economic development.

For the past quarter century, stability in Asia has been based on
a tacit but shared understanding with regard to the security struc-
ture of the region—a structure that begins with the U.S.-Japan se-
curity alliance and a continuing U.S. security commitment to the
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region. There is no question that this once-shared strategic under-
standing has been strained by the events of the past three years,
and it 1s imperative that Washington and Beijing move expedi-
tiously to reconfirm this central tenet of Asia’s stability and secu-
rity, while coming to grips with China’s growing influence and
power in the region. .

As great trading nations, the United States and China also share
a common interest in a rule-based international economic system.
For China to develop a 21st century economy, Beijing will have to
move toward such a system. For the United States and the inter-
national community as well, China’s entry into the World Trade
Organiza_tion should be a top priority issue. Beijing’s acceptance
and observance of international norms will only strengthen the
international trading system. Conversely, failure to do so will put
that order and China’s own future at significant risk.

A successful United States strategy toward China should be
based on and build from these shared interests. At various times
in recent years, our strategic objective toward China has been de-
fined as integrating China into the international community. This
formulation makes China a passive actor, which it is not. Given its
population, resources, economic dynamism and military potential,
China is certain actively to shape the very nature of the inter-
national system in the coming century. OQur objective then should
be to create conditions which will lead Beijing to see acceptance
and observance of international norms as being in its own eco-
nomic, political and security interests.

Morgenthau’s counsel would also caution against treating China
as either enemy or friend. But it will require that American politi-
cal leaders and policy makers define clearly and prioritize Amer-
ican interests toward China—choices have to be made, and leader-
ship does matter. His counsel will also require that the United
States quietly but firmly communicate those interests and prior-
ities to Beijing as well as the price we are prepared to pay to pro-
tect and advance them. All need to be made crystal clear to China’s
leadership. Having done so, the United States must be prepared to
act resolutely. While never seeking to paint China into a corner,
the United States must be prepared to respond when China acts
against American interests.

Ultimately, dealing with China will require an understanding of
limits. Despite the importance of the United States to China, the
history of the 20th century has repeatedly demonstrated that the
United States cannot make China do what it does not want to do
or views as not being in its interests to do. What the United States
can do is to communicate our interests clearly and coordinate our
approach with our allies and friends with the aim of creating an
environment in which Beijing, in the pursuit of its interests, will
be inclined to do the right thing. Should China fail to do so, the
United States can, with their support, adjust policies accordingly.
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SUMMARY

The ;;lolitical and economic transition taking place in China is
one of the most significant events of the post-Co (F War era. Success
or failure of Chinese market liberalization will have far reaching
implications on the world’s future political and economic landscape.
China is now at a critical point in this transition, having to react
to U.S. policymakers who are caught in a debate between those
who favor a policy of engagement and those who argue for contain-
ment. From the world’s point of view, engagement—both on the
part of U.S. and as a policy for other countries toward China—is
obviously the preferred outcome of the debate. The debate, though,
is being influenced by how China reacts to it by word and deed. Be-
cause China already feels its growing economic and political
strength and because it fully intends to be a great power in the
next century, the development of its relationship with the United
States is and will continue to be a complex process. It will be char-
acterized by moments of heightened tension and moments of cele-
bration as the tensions are resolved by heightened communication
and skillful diplomatic efforts on both sides. The containment side
of the U.S. policy debate is driven by those who are pessimistic
about our ability to remain a cordial relationship with a nation of
1.2 billion people that is growing rapidly within a political frame-
work that remains authoritarian at the top. These forces include
not only national security pessimists, but also commercial interests
that are concerned about Sle nature of the competition that might
arise from a powerful China in the next generation or two. These
are, of course, legitimate concerns, as long as they do not become
dominant. If the U.S. continues to appear hostile toward China at
this pivotal moment, anti-Western sentiment could be fueled help-
ing to revive the conservative political faction in China. As a world
leader, the U.S. has a responsibility to engage China to set an ex-

*Cheryl L. Hart is a Policy Analyst for Polyconomics, Inc. in Morristown, NJ. She is the editor
of numerous articles on economic and political policy in Asia.
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ample for other nations, and to positively contribute to China’s eco-
nomic and political development.

ENGAGEMENT VS. CONTAINMENT

In the same way, policymakers in Beijing are struggling to gain
support for the “open door” policy and the market reforms first ini-
tiated by Deng Xiaoping in the late 1970s. As it stands, the reform-
ers, including Qiao ghi, Zhu Rongji, and Li Ruihuan are in control
of policy direction and promote a continuation of progressive eco-
nomic policy. They are, however, faced with resistance from a fac-
tion of hard-liners who advocate a slowing, and in some cases a re-
versal, of reform. Misguided U.S. policy has, at times, contributed
to the momentum of the hard-liners. Linking Most-Favored-Nation
(MFN) status to the human rights record is a key example. U.S.
threats to penalize China’s economic potential, by charging higher
tariffs or by limiting access to U.S. markets, have served only to
strengthen the conservatives in Beijing by foiling reformers’ efforts
for economic expansion, and by turning popular opinion away from
central authorities associated with Western-style reforms. Eco-
nomic development is the driving force helping China to overcome
human rights problems and to comply with international standards
of trade, conduct, and law.

Engagement, therefore, supports the current leadership and pro-
motes China’s economic and political advancement. Economic
growth will prevent social upheaval, and allow for the rapid reform
of the state-owned enterprises, contributing to political stability in
post-Deng China. As long as China is expanding economically, with
the help of international support for domestic reform, the optimists
will remain in power and China will emerge as a peaceful, competi-
tive global partner.

HISTORY AS AN EXAMPLE

Misguided policy of a similar stripe contributed to economic and
political setbacks in Japan. The Smoot-Hawley Tariff Act of 1930
penalized Japanese silk (among a host of other things) with 100%
tariffs. Japan suffered a major economic setback, as almost every
farmer’s wife depended on silk earnings to balance the family
books. As a result of Smoot-Hawley, popular opinion turned against
the pro-U.S. leadership and in support of the xenophobes in the
military faction. The foundations of democracy, characterized by
the pro-U.S. government, were snuffed out. Instead of building on
grass-roots democracy and economic opportunity, the Japanese fo-
cused on the creation of a strong military, laying the foundation for
the second World War.

CURRENT SITUATION

There is a worrying trend of the Chinese becoming more inclined
to reject political figures in Beijing who associate themselves with
Western ideology, democracy, capitalism, and freedom of speech. A
new book titled “China Can Say No,” strongly critical of the U.S.,
is flying off the shelves in Beijing. Its popularity reflects hostility
towards the U.S., and recent U.S. behavior is largely to blame. In
May, acting U.S. Trade Representative Charlene Barshefsky was
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heard demanding that the Chinese government force the closure or
legalization of factories believed by U.S. authorities to be violating
international property rights agreements as signed by the Chinese
government in February 1995. The Clinton administration threat-
ened US$1.2 billion in trade sanctions if the Chinese government
failed to comply with U.S. demands. At the same time, Senators
and Congressmen in Washington were gathering votes to try to
block renewal of China’s MFN trade status. There has also been
U.S. resistance to China’s participation in the World Trade Organi-
zation (WTO), despite widespread international support for China’s
membership. Washington seems to be holding WI'O membership as
a carrot in front of Beijing’s leadership, to be given only if China
agrees to constantly shifting U.S. standards and terms for entry.
Despite reaching an agreement on international property rights,
staving off sanctions, and renewing of MFN in June, the overall
impact of recent U.S. policy mishaps has left Chinese suspicious of
Washington’s true intentions.

What appears to be anti-Western rhetoric emanating from
central authorities in Beijing is not, for the most part, a campaign
designed to create anti-U.S. sentiment so much as a response to
anti-U.S. sentiment already felt by the Chinese people. In Beijing
last fall, a young person confessed to me that he used to admire
and respect the U.S. as a model for the rest of the world. However,
his opinion of the U.S. had soured while he attended a London uni-
versity where the free press allowed him a true look at Washing-
ton’s behavior. He, along with numerous other individuals I met,
thought the U.S. was intruding into China’s internal affairs, and
by so doing jeopardizing China’s peaceful, positive development as
a member of the international community.

Still, overall, the optimists are eclipsing the pessimists in China
in the struggle for transforming the country to an free-market soci-
ety. Grass-roots democracy already is evident in local elections. In
some corporations, employees are being allowed to vote for senior
representatives. The financial system is rapidly modernizing. Con-
- vertibility in the current account has materialized ahead of sched-
ule and domestic lending institutions are opening their doors to for-
eign participation. Swap markets are being phased out and central
government authorities are discovering new ways to utilize domes-
tic capital to enhance infrastructure development and promote eco-
nomic growth. Despite political rhetoric laced with Maoist-sounding
ideology, Jiang Zemin and others are putting economic growth first.

Furthermore, the current leadership is encouraging more inter-
national involvement, hoping to expand China’s global role. The
more China is allowed to participate in international forums, the
less threatening it becomes. WT'O membership would hold China to
higher standards and further support internal market liberaliza-
tion. China’s impressive economic emergence is attributed in part
to a long period of political stability. Should China’s economy cease
to expand, a window of opportunity will be opened for the conserv-
atives to regain defining influence in policymaking. A major turn
toward nationalist policies would damage relations with Washing-
ton, harm U.S. multinationals investing in China, and hinder
Asia’s phenomenal growth potential.
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REASON For HoprE

Recently, there have been positive signs in Washington of im-
proved C‘{lina policy. U.S. National Security Advisor Anthony
Lake’s visit to Beijing in June laid the found‘;tion for a possible
summit meeting between President Clinton and President Jiang.
Security talks seem to be back on track, and Washington seems to
be taking a less confrontational approach toward China. Clinton’s
support of MFN renewal was encouraging, as was Assistant Sec-
retary of East Asian and Pacific Affairs Winston Lord’s recent trip
to meet with the Chinese.

The U.S. should encourage increased Chinese involvement in
international organizations such as the WT'O. As a member, China
would have to adhere to international standards and would be able
to establish itself as a respectable member of the international
community. Ending yearly MFN status reviews also would go a
long way toward opening China’s markets, improving relations and
showing China that the U.S. is sincere in contributing toward Chi-
na’s economic growth and development.
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SUMMARY

A fair number of recent studies cite the “path dependent” nature
of China’s economic reforms. This only emphasizes the critical con-
tribution of the initial conditions and causes of the reform policies,
which differ significantly from those in Eastern Europe and the
former Soviet Union. Yet, the appeal of a uniform model or theory
to both academics and the missionaries of economic reform has led
to what I believe is an emphasis on such questions as gradual vs.

eat leaps and the necessary and predetermined sequence of re-

orms that is neither appropriate nor useful in understanding the
changes being made to the economic system in China. '

A simple and brief review of the initial conditions and timing of
the economic ];:olicies in China over the past two decades clearly in-
dicates that the process of economic policy making in China should
and has differed from The Transition model, i.e., includes different
elements, introduced in a different sequence, and with different re-
sults. In fact, rather than try to understand these economic policies

*Robert F. Dernberger is Professor Emeritus of Economics and Director, Center for Chinese
Studies, University of Michigan. Some of the arguments ’Fhresented in this paper were included
in my luncheon address, “China’s Economic Reforms and Their Impact on US-China Trade Rela-
tions,” sponsored by the Center for Asian-Pacific Studies, Lingnan College (HK) and the Insti-
tute of American Studies, Chinese Academy of Social Sciences, delivered in Hong Kong on June
21, 1995. Due to the purpose of this paper and its intended readers, as well as the limits of
space, I have limited the use of footnotes. .
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as a single piece, it is more useful to understand them for what
they were: a series of policies introduced to cope with specific eco-
nomic problems as those problems emerged and became serious.
This policy process has been guided by the motto, “if it ain’t broke,
don’t fix it.” It would be a distortion of reality to argue these poli-
cies were gradual in nature and were part of a single economic re-
form package, i.e., to refer to them as part of an economic reform
program,

The Chinese have not been very forthcoming as to the specific
structure of the new economic system they hope to achieve as a re-
sult of this economic policy process. Some Western observers feel
free to specify that future system either on the basis of normative
assumEtions of what that system ought to be, or logical arguments
from the literature about optimal systems to assert what it must
be, or mere wishful thinking about what they hope it will be. While
we judge this policy process to have been rather successful in the
past, the Chinese stilf)face some severe economic problems in creat-
Ing a new economic system for the future. Based on our analysis
of the past, however, we argue the Chinese will continue to imple-
ment their policies already in place and be relatively successful in
creating an economic system that is marketized, but not privatized,
with a fiscal and monetary system that will provide sufficient sta-
bilization for maintaining an impressive record of economic growth.

The above sketches out arguments which would require a mono-
graph to sustain. In the space allowed me, my purpose is to suggest
a different framework for thinking about these questions so as to
suggest my own tentative answers to many of them.

THE TRANSITION

~ Economic and political systems are rather enduring features of
a society’s culture and history. The present generation, therefore,
is witness to a truly unique l;i’evelopment; systemic changes in not
only one, but several of the major economies of the world. Econo-
mists, of course, have devoted considerable attention to the devel-
opments in these countries. Trained to focus their efforts in devel-
oping general principals, universal theories and models, a whole
new field has been created within economics to study these devel-
opments: Transition Economics. The body of literature produced in
this new field has already become quite extensive. That literature
tells a widely accepted and utilized story of The Transition. A basic
assumption is that these societies have rejected Communism and
the Soviet-type economic system and are in the process of adopting
a free-market, capitalist system.! The focus of The Transition lit-
erature is on determining the optimum means of getting from the
former economic system to the latter.

Many interesting and suggestive economic models and theories
have been produced by the growing body of The Transition lit-
erature. Yet, despite the valuable insights they provide, the empiri-

1To be fair, some of this literature does not take the objective of a transition to a frec-market,
capitalist economic system (and democracy) as a necessary prior for The Transition, but argues
a free-market, capitalist system (and democracy) are logical and inevitable end results of The
Transition, once the initial steps are taken to modify the Soviet-type economic system in favor
of the use of markets. The irony of this must be noted: the failure of Marx's hypothesis of the
capitalist stage of history inevitably leading to Socialism and then Communism is being replaced
by an argument that Communism inevitably leads to Capitalism. .
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cal evidence being produced by those economies experiencing The
Transition would seem to contradict many of the arguments and
policy recommendations of The Transition economists.2 Most of
The Transition literature is focused on an economy’s economic sys-
tem, but an economy’s performance is determined by much more
than an economy’s economic system alone. The economy’s environ-
ment (i.e., history, culture, resource endowment) and economic pol-
icy process (i.e., the interaction of the political process and eco-
nomic activity) are obviously of great importance and readily sug-
gest important constraints upon the process of systemic change
analyzed in The Transition literature.

There are other weakness of The Transition literature as well.
For example, the economic systems of The Transition literature
usually are ideal types, while economic systems in the real world
offer a rather wide variety of adaptations of those ideal types.3 In
addition, the extent to which and the speed with which The Transi-
tion economies are abandoning various elements of their Soviet-
type economy and adopting elements of a free-market, capitalist
economic system exhibit considerable differences.4 Forced to ac-
knowledge the radically different results being observed in The
Transition economies, the different initial conditions with which
‘they entered The Transition process has been suggested as the
principle cause of the different results and an ever growing number
of studies now cite the “path dependent” nature of The Transition.

Only a brief list of the significant differences between China and
the formerly Communist economies of Eastern Europe and the So-
viet Union 1s required to explain why China’s resulting path in The
Transition would also be different. China’s economic reforms were
touched off by a dramatic leadership change, but that change was
carried out without rejecting either the Party or its rule by means
of a Leninist system. The economic policies the new leadership in-
troduced were not adopted in response to an industrial recession,
there was no collapse in consumer demand, nor a monetary and/
or budget crises. All former Soviet-type economies faced the need
to restructure their economies, but the Chinese—unlike the oth-
ers—enjoyed a significant labor surplus while doing so. The Chi-
nese had decided to decentralize their version of the Soviet-type
economy almost as soon as they adopted it in the mid-1950’s and,
therefore, local cadres had considerable experience in effectively
managing economic enterprises and activities before the 1990’s. Fi-
- nally, there were large numbers of Chinese living outside of China
in neighboring capitalist economies with considerable management
and marketing experience, with access to large sums of capital, and
they were ready and willing to help develop China’s economy when
.given the chance. Thus, the policy process in China obviously would
be quite different than that experienced in The Transition of the

2This is the central theme of a critical review of The Transition literature. Sec Peter Murell,
“The Transition According To Cambridge, Mass.,” Journal of Economic Literature, Vol. XXXI1I
(March, 1995), pp. 164-178.. .

3In the speafic case of the Chinese economy, in the period 1955-1975, its cconomic system
differed in many significant ways from its ideal type: the Soviet-type economy.

4China, of course, has showed great reluctance to abandon state enterpniscs and the state’s
control over the cconomy and has moved very slowly in adopling various elements of a market,
capitalist economy, carrying out various policy experiments along the way.
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former Communist economies in Eastern Europe and the former
Soviet Union.

THE TRANSITION OR REACTIVE PoLiCY RESPONSES?

Our purpose here, however, is not just to argue that the pattern
of economic policies adopted over the past two decades in China
has differed significantly from those pursued in the rest of the
former Communist world. Rather, I believe the acceptance of the
terminology, models, and arguments of The Transition literature
distorts, and may even prevent, our understanding of both the indi-
vidual economic policies and the economic policy process which
have produced those policies in China over the past two decades.
Furthermore, I believe we gain a better understanding and appre-
ciation of what has happened, is happening, and is likely to happen
in China if we accept and analyze the Chinese economic policies
over the past two decades for what they were trying to do in re-
ality, rather than shoehorn them into a theoretical framework cre-
ated by those studying The Transition in Eastern Europe and the
former Soviet Union. 3

For example, when we begin with The Transition literature as
our framework for analyzing policy developments in China over the
past two decades, China’s experience is cited as an example of
“gradual reform,” in contrast to a “big leap reform.” It is true that
the changes in China’s economic system were gradual, to say the
least, but as I hope to show in this paper, changes in the economic
system were not the focus of the policy-makers. On the other hand,
changes in particular institutions, sectors, and activities—which
were the focus of the policy-makers—brought about some of the
most dramatic and sudden changes to China’s economy and its per-
formance that the world has ever seen. Thus, forcing China into
the category of a “gradual” reform process prevents our apprecia-
tion of the extent to which these changes indeed were both dra-
matic and sudden transformation.

Economists now recognize the hypothesis and arguments in favor
of a “big leap” transition are only possible in theory and not in re-
ality; even if a detailed plan for changing a society’s economic sys-
tem were to be adopted, the actual implementation of that plan
would require a rather prolonged period if it is to be successful.
Once it was accepted that The Transition must be gradual, atten-
tion was turned to an analysis and determination of the necessary
and sufficient “sequence” of steps to be taken in The Transition, as
well as the duration of each step. In this case, inasmuch as the eco-
nomic policies adopted in China over the past two decades were for-
mulated and adopted to solve various economic crises as they oc-
curred, they did not follow the sequence spelled out in The Transi-
tion literature. In fact, the sequence of the Chinese economic poli-
cies ran almost in the opposite direction to those dictated for a suc-

5] hope my readers do not jump to the conclusion that my arguments here are just another
example of the anti-thcory or anti-modcl building of an applied cconomist. | believe the work
in the main stream of The Transition literature is both nccessary and uscful in the study and
analysis of developments in Eastern Europe and the former Soviet Union. My point is that a
completely difTferent approach may help us better understand what is happening in China and
1 hope to show why that is true in this paper.
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cessful Transition and one of the steps said to be necessary is even
absent in China: privatization.

In this paper, I be%in with the basic assumption that China’s eco-
nomic policies over the past two decades can be understood as the
result of a political ]eagership trying to cope with the major eco-
nomic problems it faces, when and as those problems occur and be-
come serious enough to demand their attention. There are three
elements in leading to a new economic policy regime. 1) The more
unified the leadersﬁip and the greater its control over the economy,
the more rapidly it will adopt and implement new policy solutions
for the problems it faces. 2) The more serious the economic prob-
lems, the more radical will be the policy solutions proposed. And
3) it is a “window of opportunity” which enables the introduction
of a new policy regime.

Mao’s death in 1976 and the removal of the “Gang of Four”
shortly thereafter and the emergence of Deng Xiaoping as the head
of a new leadership group over Hua Guofeng and the remnants of
Maoist loyalists created the “windows of opportunity” for a new
economic policy regime. Deng soon became a rather dominant fig-
ure among his peers in the leadership and that group included
many different points of view. Thus, a consensus style of economic
policy innovation was required, precluding any sweeping package of
complete economic reform that aimed at creating a complete new
economic system. But what were the pressing.economic problems
that faced the Chinese leaders at the 3rd %’lenum of the 11th
Central Committee at the end of 1978, a meeting that is recognized
as the starting point of the succession of new economic policies over
the past two decades which have come to be labeled as “China’s
Economic Reform Program”?

CHINA'S REACTIVE PoLIcY REGIME €
AGRICULTURE

The most serious economic problem confronting China’s leaders
at the end of 1978 was agriculture. Successive years of drought in
the early 1970s, very unpopular and counter productive collective
institutions of the Soviet-type economic model, and rapidly rising
prices of inputs and low and stable prices paid for outputs meant
that peasant’s income and standard of living was stagnant or de-
clining at the end of the 1970’s. The decision taken at the 3rd Ple-
num to cope with this problem was to increase the prices paid to
the peasants for their output; a significant increase in the terms
of trade for the peasants, but hardly a program of economic reform.
Much more significant was the rerelease of a slightly modified doc-
ument on agricultural policy that the “capitalist roaders” among
China’s leaders had drawn up in the early 1960’s.7 Some of those
capitalist roaders were rehabilitated and back in power in the late
1970’s and the rerelease of this document sent a signal throughout
China—the implicit approval by the leadership for the return of de-

80Obviously our allocated space precludes any complete review of the many different economic
policies the Chinese have introduced or experimented with over the past two decades. Rather,
we take specific sectors of the economy as our building blocs and discuss the major changes that
have occurred in those sectors as a result of economic policy changes over the past two decades
to illustrate and support our main theme in the paper.

7This document was widely known as “The 60 Articles.”
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centralized decision making, the recreation of markets, and a reli-
ance on material incentives in the countryside. As a result, the
“contract responsibility system” created a form of tenant-household
farming with the state retaining ownership of the land, with pro-
duction and the allocation of output guided by market prices, and
the peasant household having property rights in their “surplus”
output. This new system of household farming replaced the old sys-
tem of collective farming in the largest agricultural country in the
world within a period of five years.8 Is this is an example of a
gradual reform?

Moreover, far from being an economic reform program or plan,
predetermined and imposeg from above, these dramatic changes in
Chinese agricultural consisted largely of the Party and government
reluctantly removing its administrative controls over the units of
production and allowing local cadres and the households to restore
the more natural and popular institutions and activities of the
ear]i 1950’s. In response to the new material incentives created by
market forces in the countryside, there was a rapid and crucial up-
ward shift in China’s agricultural output. This, in turn led to an
increase in rural incomes, improvements in the standard of living,
and an increase in the effective demand for the industrial produc-
tion of consumer %oods. In short, the initial economic policies react-
ing to the agricultural problem the Chinese leaders faced at the
end of the 1970’s, were so successful they created economic benefits
for most of the population and popular support for the new leader-
ship and its economic policies well into the future.

THE FOREIGN SECTOR

China’s economic isolation from the rest of the world was another
festering problem for China’s leaders at the end of the 1970’s. Be-
fore then, the Maoist policy of self dependence was placing serious
constraints on China’s growth, while the rest of the world simulta-
neously was enjoying an ever-accelerating process of technological
innovation; China was being left behind. The debate between those
emphasizing self-dependency and those who favored opening China
to greater interdependency with the rest of the world has been an
issue in China for more than a century and was one of the defining
divisions between the two factions struggling for power during the
pre—1979 period. Thus, when they returned to power, the post-Mao
leadership began the process of opening China as part of their
sweeping rejection of the Maoist economic principles. 2

The monopoly of the state foreign trading companies was broken
and decision-making decentralized so that production units at the
local level and their representatives were able to negotiate directly
with foreign suppliers and buyers. A foreign exchange market was
created and the exchange rate adjusted so that domestic prices be-
came more related to foreign prices. Foreign loans were obtained
and direct foreign investment in China was permitted. Special eco-

8China’s rural markets, of course, are not completely free. Nonetheless, the basic mechanism
for determining what to produce, how to produce it, and for whom (the basic questions of any
economic system) in China’s agricultural scctor was changed from a collective under the plan
to a household under a marketized sector between 1979 and 1984.

2In other words, although the opening of China was definitcly an explicit policy decision of
t:e post-Mao leadership, it was not launched by the adoption of a specific policy on how to do
this.
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nomic zones and technology and industrial parks for foreign invest-
ment were created where special benefits were granted foreign in-
vestors. Unlike the case of the changes in agriculture, these indi-
vidual moves involved in the opening of China occupied the leader-
ship’s efforts during most of the 1980’s. As the state’s direct control
over the foreign sector was being steadily eroded by these moves,
the efforts to create the required legal and regulatory framework
and indirect controls to regulate the foreign trade sector had lagged
well behind the opening initiatives!© Thus, the state must still
interfere in the foreign trade sector from time to time when the de-
centralized decisions of local units and a foreigner threaten the bal-
ance of payments and/or China’s foreign exchange reserves, gen-
erate in ationagy pressures, or undermine desired chanies in the
structure of production. Moreover, the individual steps taken to ad-
dress these continuing problems of the opening process are taken
more in an ad hoc manner to address the current situation, not ac-
cording to a plan of economic reform that specifies a particular or-
ganization of this sector in the long-run.

Despite the necessary time lags involved in creating the institu-
tional framework and regulations for the foreign trade sector in
China’s new open economy, it is very hard to argue that the open-
ing of China’s economy has been an example of gradualism. While
the tail of the foreign sector does not wag the dog of the domestic
economy, as some would have us believe, China is now the largest
developing-country, participant in the world gconomy and has a for-
eign trade dependency ratio greater than rany developed coun-
tries. 11 Between 1979 and 1995, the domestic economy grew at the
remarkable rate of almost 10 percent a year. Yet, China’s foreign
trade sector grew even faster, almost twice as fast, raising China’s
foreign trade dependency ratio to more than 20 percent. Despite
the very rapid growth of domestic investment, foreign borrowing
and investment now account for almost ten percent of domestic in-
vestment in fixed assets. I find it most difficult to refer to this
change as a gradual transition.

INDUSTRY

In a search for an economic reform plan or program, with its
focus on marketization, privatization, and stabilization rather than
reactive economic policy responses to current economic problems,
the closest would be the “Decision on Reform of The Economic Sys-
tem” (The Decision), adopted by the 3rd Plenum of the 12th
Central Committee in October, 1984. China’s leaders had debated
over the proper management: structure, incentive system, and
mechanism for the state’s administrative control over the state en-
terprises ever since the early 1950’s. Following the 3rd Plenum of
the 11th Central Committee in 1978, the rejection of the Maoist
economic principles and the recreation of material incentives, in-
cluding the state enterprises sharing in the profits they made, as

10 We sometimes fail to appreciate the difficulty China’s leaders face in their attempts to de-
velop the new system of legal and regulatory framework for their foreign scctor in that they
are starting from scratch. Then too, it is not just a matter of drafting and adopting this new
framework of regulations and controls; they must be implemented and enforced.

11 At the end of the 1960’s, China was one of the most autarkic economiecs in the world, with
a foreign trade dependency ratio less than 5 percent and with no foreign borrowing or invest-
ment.
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well as the attempts to have the political cadre “stand aside” and
allow the managers to manage did lead to increases in the level of
production and productivity. In addition, the structure of produc-
tion began to be determined more by the structure of demand. En-
couraged by these developments, the “reform wing” of the leader-
ship was able to obtain the adoption of “The Decision” in the fall
of 1984. Nonetheless, because there was no crisis, compared to its
earlier reactive economic policies, the leadership was much less
united in its agreement as to what should be done, how fast it
should be done, and how far to go in doing it. As a result, “The De-
cision” was an obvious compromise: short on particulars, broad in
scopc:lz,2 with an indefinite timetable, and with something for every-
one.

Even though unclear at the time, assuming The Transition in-
volves policies designed to achieve the marketization, privatization,
and stabilization of the formerly Soviet-type economy, hindsight
makes it clear that “The Decision” was focused on the
marketization of China’s economy. The scope of the planners’ direct
control over the economy was to be reduced, while the scope of
their indirect control, through guidance planning, was to be in-
creased, and the spread of markets and market transactions was
to be encouraged. To facilitate this spread, the scope of prices set
by the state was to be reduced, the scope of prices negotiated with-
in limits between buyers and sellers among the state enterprises
wasdto be increased, ;while the use of market prices was encour-
aged.

This was a rather unique and successful “transition process” for
achieving the marketization of the Chinese economy. As a result of
“The -Decisions,” there has been a steady erosion of planning and
administered prices in favor of markets and market prices to the
point where the latter now dominate the Chinese economic sys-
tem. 13 Privatization was not directly addressed in “The Decisions,”
but state enterprises were no longer to enjoy a monopoly. Local lev-
els of the government and state agencies were encouraged to create
their own enterprises outside the state planned and controlled sec-
tor, while cooperative and private enterprises were to be allowed.
The problem of stabilization was not addressed at all in “The Deci-
sions.”

Privatization, of course, was now allowed and private enterprise
did grow after “The Decisions,” as have foreign and joint ventures.
However, these three categories of ownership still accounted for
less than 11% of industrial output in 1993. The sector that really
took off after “The Decisions” was a sector that is somewhat unique
to China: enterprises operated by or controlled by the local govern-
ment. 14 The property rights of the participants in these enterprises

12] happened to be in China at the time “The Decision” was released and returned for another
visit a few months later. The Chinese I met with, mid-level officials in the cconomic administra-
tion, had a hard time cxplaining the contents and terminology in “The Decisions.”

13 Nonetheless, it would be a mistake to call China’s cconomy a free-market cconomy as many
economic activitics remain cither dominated or constrained by administrative and/or political ob-
jectives. Furthermore, the Party and administrative cadre still exercise what they believe is
their right to interfere in cconomic activity, oflen in a most ad hoc manner.

14 At first, the output and employment in this scctor was included in the ownership category
but it was obvious they were not true collectives. Rather, they include a wide ranging mix of
entrepreneurial and financial input of local government, community, cadre, and individuals. In-
asmuch as a significant share of these enterprises is found at the local level, i.c., the township
and the village, the Chinese created a new sub-category of collective enterprises in their statis-
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are not well defined, to say the least, but for enterprises with poor-
ly defined property rights, they have generated a remarkable rate
of growth in output, employment, and income. Thus, although we
can still argue over how to identify the ownership of these enter-
prises, they are not privately owned and do not constitute a form
of “privatization” in China’s economy. In fact, they may even sug-
gest an alternative to private ownership for those economies under-
going The Transition.

A second reason why “privatization” of the China’s economy did -
not occur after “The Decisions” was that China’s leaders are unwill-
ing to privatize the state enterprise sector.15 “The Decision” did
help to imf)rove the operations of the state enterprises, however, as
it eventually had the effect of forcing China’s state enterprises onto
the market. Like it or not, over time, China’s state enterprises
were forced to buy more of their inputs on the market and to sell
more of their output on the market, and the markets were becom-
in% more and more competitive. Not all of China’s state enterprises
failed to meet the challenge; output and productivity did increase
in the state enterprise sector. As for those enterprises that have
failed to become more efficient and profitable, China’s leaders have
been reluctant to close them down. Not only are the state enter-
prises one of the last remaining symbols for their claiming to be
. a socialist-market economy, but there are two other significant rea-
sons why China’s leaders have failed to take effective action to
eliminate the “white elephants” in the state enterprise sector. On
the one hand, while the existing situation does not represent a real
crisis, closing a significant portion of the state enterprises would
create one that would threaten their political power: the wide-
spread unemployment of the urban labor force. One the other hand,
the reason wgy the inefficiencies and losses of the state enterprises
did not create a crisis was because this problem had been shifted
to other sector of the economy: the budget and the banking sector.

STABILIZATION

In the traditional Soviet-type economy, the budget was the
means by which savings were mobilized (through the profits of
state enterprises and turnover taxes) and placed in the hands of
the central planners for allocation to investment according to the
planners’ priorities. In the process of forcing the state enterprises
onto the market, they were allowed to retain a large portion of
their profits in return for being responsible for their own expenses,
including the wages of their workers. As for investment funds, for-
merly provided by unilateral grants in the state budget, state en-
terprise investments were now to be financed by bank loans. Var-
ious schemes for taxing the profits of state enterprises were intro-
duced, but the profits of the state enterprises were steadily declin-
ing. Thus, with the dynamic growth of the TVE sector, local units
of government saw their revenues, both within and outside the

tical reports: the Township and Village enterprises. For want of a better term, the Western lit-
erature now refers to them as the TVEs.

15 My critics, of course, will quickly cite the growth of the capitalization of the state enter-
prises by means of stock sold on stock markets. However, this is happening at a regulated and
slow pace and does not represent a real change in control of the enterprise. Selling stock is more
for the purpose of raising money for the enterprise than for changing its management system
and those who formerly controlled the enterprise end up with the majority share of the stock.
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budget, growing rapidly, but the revenues to the state were stag-
nating and steadily declining as a share of GDP. In other words,
from the standpoint of China’s leaders, a real crises in the budget
process was emerging by the 1990’s.

Again, when faced with an economic crises, the Chinese leaders
reacted with a new economic policy focused on a solution to that
particular problem. Thus, on January 1, 1994, a value-added tax
was introduced, with a fixed share of that tax to go to the state.
A new profit tax was to be applied to all enterprises, regardless of
ownership. Other taxes were designated as either local, state, or
shared taxes and rather than rely on local tax officials to collect all
taxes, sending on to the state its share, a completely new and sepa-
rate tax collection. bureaucracy was created down to the local level
to collect the taxes due to the state. On paper, this is an impressive
and rational response to their budget crisis and, while it is too
early to pass final judgment, should resolve the economic crisis in
China’s budget process.

As for the problem of the inefficiencies and losses of the state en-
terprises, althouﬁh they have been forced onto the market, it has
been left up to the banking system to force them to live up to the
discipline of the market. However, as representatives of the inter-
ests of the state enterprises and their workers, local cadre and
state officials pressured the banks to keep giving these enterprises
“policy loans,” rather than forcing them to close and throw their
workers out on the street. With its weak political clout, the Chinese
banking system was being called upon to implement the ‘“hard
budget constraint” on the state enterprise sector and was unable
or unwilling to do so.

"There was little reason for the banking system to do so. When
the{ exceeded their credit quotas and expanded the money supply
well beyond the limits set by the central authorities, they would be
given an additional allotment of funds to justify the “policy loans”
they had already extended. And, when they did restrict credit, they
would be forced to relax that pressure when unemployment eventu-
ally increased. Furthermore, during periods of tight credit, state
enterprises would remain open by simply not paying their bills,
creating a problem of “triangular debt” whereby even otherwise
successful enterprises accumulated accounts receivable which were
often uncollectable. By the 1990’s, this problem was becoming a cri-
sis.

Again, acting in the face of a growin% economic crises, the Chi-
nese leadership was forced to develop policies to deal with this par-
ticular problem. The People’s Bank of China (PBC) was made a
central bank, i.e., a banker’s bank. The PBC was set free of the
Ministry of Finance and was no longer responsible for financing the
budget deficit, which was to be financed by bond sales on the grow-
ing capital market. The PBC was to regulate the banking sector,
set required reserve rations, discount rates, and engage in open
market operations. Other banks were to become “commercial”
banks, taking deposits and making loans according to market cri-
teria and cost-benefit analyses. 16

18The need for investment in long-term projects with low rates of return was recognized and
three specialized banks were created for the purpose of agricultural development loans, for loans
to develop exports, and loans for infrastructure.
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THE PRESENT SITUATION

On paper, this reactive policy also represents an appropriate and
rational response to the economic crisis faced; if carried out, it
would create a hard budget constraint and make state enterprises
live up to the discipline of a market economy. China is still a Com-
munist country, however, and is run by a Communist Party accord-
ing to Leninist principles; it is a political economy. China’s leaders
are well aware that a market economy, with state enterprises sub-
ject to hard budget constraints and the discipline of the market,
would eliminate one of their last direct controls over the distribu-
tion of resources and incomes in the economy and would alienate
the working class as well. Thus, the implementation of these new
policies in the banking sector have fallen well short of their objec-
tive.

According to The Transition literature on proper sequencing, sta-
bilization policies or the fiscal and monetary reforms to control in-
flation and the effects of inflation as marketization takes place
should begin the process of economic reform. Yet, China's leaders
did not get around to formulating their reactive policies in these
sectors until the 1990’s, over a decade after the process of
marketization had begun. Initial conditions, of course, were part of
the reason; the Chinese did not begin the process of marketization
with a large overhang, i.e., large monetary balances held by the
public for which there were no goods on l13,1e market to buy with
these balances. Inasmuch as subsidies (budget deficits) and loans
(bank credits) were used to keep the inefficient and unprofitable
state ent,e?rises in operation and there were no moves to close and
privatize them, however, the money supply increased much faster
than the output of goods and services over the past two decades.
Nonetheless, outside of a few brief periods of price rises in the 20
percent range, it was not until the 1990’s that the problem of infla-
tionary pressures required the reactive policies to achieve the ob-
jectives of stabilization.

Why were the Chinese so fortunate to be able to ignore these
problems for almost two decades? The only answer I can come up
with is dumb luck. As I have argued above, the essential strate
that has guided China’s leaders in adopting reactive policies in the
past two decades has been, “if it ain’t broke, don’t fix it” and if it
is broke, fix-it with a “Chinese solution.” Thus, they did not need
to adopt stabilization policies for almost two decades due to a very
fortunate reaction by the population to their marketization of the
economy. 17 In the old Soviet-type economy, the inefficient and un-
profitable state enterprises were kept going by the “forced” savings
of the population. The people had little to say about the level of
savings and the allocation of those savings into investment in
heavy industry. In China, after the decentralization and
marketization in the 1980’s, incomes and income distribution were
being determined by market forces and a larger share of national
income was going to individuals and local units, who had control

17 Inasmuch as China was a dcveloping economy with a significant share of activitics not cov-
ered by market transactions, a portion of the increase in the money supply was nceded to ac-
commodate the increased share of total economic activity involved in market transactions as the
economy grew rapidly over the past two decades.
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over how those incomes were to be used. Fortunately for China’s
leaders, those individuals and units decided to achieve a very high
rate of “voluntary” savings, which they placed in the banking sys-
tem, which could use this rapid growth in deposits to extend credit
to the inefficient and unprofitable state enterprises without result-
ing in rampant inflation. 18

Despite their relatively successful two decades of reactive policy
making, China’s leaders now find themselves between a rock and
a hard place. The portion of the money supply held outside their
control is quite large and they cannot rely continuously on these
funds for keeping their inefficient and unprofitable state enter-
prises open by means of loans from the banking system. In other
words, as long as they desire to avoid privatization and maintain
a “mixed” system of ownership types, they must proceed much fast-
er with the process of closing the white elephants in the state sec-
tor. Obviously this will involve higher levels of unemployment. On
the other hand, they must develop the stock market faster so that
the public will be willing to invest their large pool of saved funds
in those state enterprises that are efficient and profitable. This is
important because their desire to join the WIO will mean they
must create a more open market for foreign exchange, which would
offer those holding domestic savings an opportunity to engage in a
capital flight. Then there is always the immediate threat of infla-
tion due to the public deciding to invest their savings in goods on
the market rather than keeping them in the banking system. Quite
simply, their successful run of reactive economic policies over the
past two decades have provided China’s leaders with enough
breathing space to avoid dealing with these problems, but they
have been building up and are becoming more serious as time goes
on.

THE FUTURE

A major assumption of my analysis of the past record of the reac-
tive economic policies adopted by China’s leaders was that there
was no specific economic system they were seeking. Rather than
engage in policy formulation for the purpose of scrapping their ex-
isting economic system to seek a specific new economic system (The
Transition), with. the exception of the economic reform policy of Oc-
tober 1984, they were formulating and adopting economic policies
to cope with existing economic problems as those problems oc-
curred. On the basis of my analysis of their past record, however,
I believe I can argue where this reactive economic policy regime is
leading. They have accomplished much in the marketization of the
Chinese economy and the prospects for their being able to success-
fully complete that process are quite good. Not engaged in privat-
ization, they have allowed the creation of a mixed economy. Inas-
much as they intend to retain a significant state enterprise sector,
the economic system should remain mixed in ownership types. As
for stabilization reforms, they have already adopted and are imple-

18There are two significant reasons why the public would “voluntarily” deposit these savings
in the banks: 1) the state has tried to increase the interest rate paid on these deposits to achicve
this favorable result and 2) there are few alternative uses of these saved funds.
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menting their fiscal system of the future and have designed and
be%l\n to implement their new banking and monetary system.

- Their efforts to achieve such a system, of course, will depend on
their ability to resolve the problem of the inefficient and unprofit-
able state enterprises, essentially by enforcing the hard budget con-
straint. Again, based on my analysis of their behavior in the past,
I believe China’s leaders will continue with partial experiments
and dpiecemeal changes, rather than adopt sweeping across-the-
board and radical changes. I do not believe this means a process
of muddling through or their getting stuck in the present. Rather,
I am impressed with how this same process of practical experi-
ments and piecemeal changes in reactive policy-making has re-
sulted in significant and dramatic changes for the better in China’s
economic system over the past two decades. 1° China’s leaders rec-
ognize the economic crises they face and have implemented the
necessary institutional changes to cope with them. Now all they
- need is the political will to implement this ready made and avail-
able solution, but the time is drawing nearer when these problems
they now face will become real crises.

There are good reasons for both pessimism and optimism' in re-
gard to the future. Unlike the reactive policies in the past, where
the benefits were realized quickly and shared by a large portion of
the population, the policies waiting to be implemented in the near
future will be much more painful and their benefits less imme-
diately apparent. Furthermore, without Deng Xiaoping to serve as
the ultimate authority and leader, consensus among the leadershi
will be harder to achieve in the future and the ranks of his would-
be successors do not include any of Deng’s stature. There are, how-
ever, many positive considerations to bear in mind as well. The im-
pressive record of the past two decades; the policies needed are al-
ready in place, they just have to be implemented; and from their
record in the past, we know they do not have to develop formal
property rights as a ' necessary condition for rapid growth. The
growing interdependence of the world economy offers a powerful in-
centive for their moving forward, while the death of the old ideol-
ogy removes a significant constraint on their doing so. We obvi-
ously cannot predict the future with any confidence. Nonetheless,
during the 1970’s the future of the Chinese economy was in doubt;
today it is among the most dynamic economies in the world and
some are predicting it will emerge as the major economic power in
the world sometime early in the next century. Time will tell, but
I believe time is on their side.

19 This strategy is captured by a phrase used to describe the Chinese development strategy
of rural, small-scale enterprises using out-dated technology to achieve economic development
during the 60’s and 70’s; “the ant gnawing on the bone.” It takes time, but the bone disappears.
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SUMMARY

China’s market-oriented reforms have produced high economic
growth and dramatic structural transformation. The average an-
nual GDP growth rate for 1979-93 was 9.3 percent. In the same
period, the proportion of the labor force engaged in agriculture
dropped from 71 percent to 56 percent, and trade (exports plus im-
ports) rose from 10 percent of GNP to 36 percent. This rapid
growth and transformation of the economy has resulted in what
must be one of the most successful poverty alleviation programs in
the twentieth century. The incidence of absolute poverty declined
dramatically in the rural area, from 33 percent in 1978 to 12 per-
cent in 1990.1

China’s extraordinary growth performance should not, however,
take attention away from many deep problems that China will face

*Jeffrey D. Sachs and Wing Thye Woo are profcssors at Harvard University and University
of California at Davis, respectively.

1Table-2.1 in World Bank (1992). Poverty is largely a rural phenomenon. Absolute poverty
in the urban areca was 2 pereent in 1981 and 0.4 percent in 1990.
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in the coming years. While China’s state sector is too small to dra
down the non-state sector, it still imposes large financial ang
allocational costs on the economy. China’s underdeveloped legal
system will be more of a drag on the economy as the complexit
of economic life increases, unless legal reform can keep pace wit|
economic growth. Property forms that have worked in the past 15
ears, such as the township-and-village enterprises (TVEs), are
ikely to be less effective in the future, especially as village-based
life 1s supplanted by a highly mobile, non-agricultural population.
Political legitimacy will a%so be under serious stress. Growing in-
come inequalities across regions will raise demands for compen-
satory policies from the center, which will prove hard to satisfy. At
the same time, continuing corruption and misuse of state assets
will further undermine the public support for the existing political
institutions. These political problems will play out against a back-
drop of continuing serious pressures on the state budget, arising
from low tax revenues and losses of the state-owned enterprises.

These issues are taken up in the following sections. The next sec-
tion outlines the gradual (dual-track) reform program that was im-
plemented after 1978. We attribute the gradual reform strategy to
the logic of political compromise, and the complexity of political and
economic change in a country of more than one billion people, rath-
er than to the logic of experimentation as sometimes asserted in
the official rhetoric. The subsequent two sections identify the main
sources of growth. We put the basis of China’s impressive economic
. performance in the context of a liberalizing, surplus-labor economy.
The last section discusses the major remaining tasks for economic
reform in China.

CHINESE EcoNoMic PoLicy

The reform strategy that has been implemented is best described
as the dual-track approach: the co-existence of a market track and
a plan track. The dual-track approach pervades almost every as-
pect of policy-making: sectoral reform, price deregulation, enter-
prise restructuring, regional development, trade promotion, foreign
exchange management, central-local fiscal arrangements and do-
mestic currency issuance. We outline below three important areas
where dual-track reform has been implemented.

DUAL-TRACK PRODUCTION AND PRICING

The dual-track approach started at the end of 1978 with rapid
and comprehensive liberalization of the agricultural sector. The ag-
riculture communes were disbanded by distributing the land to the
peasants, and granting 15-year leases on the land, with the leases
being freely tradable. State procurement prices for agricultural
products were raised, and free markets for agricultural products
were allowed. Some production incentives (notably, profit-retention
and bonus) were introduced for some classes of secondary and ter-
tiary activities during the first phase of reform.

The impressive growth of the agricultural sector upon
marketization led to broader liberalization of the secondary and
tertiary sectors in mid-1984. The state-owned enterprises (SOEs),
located mainly in urban areas, were liberalized by devolving to



72

them some decision-making power from the supervising industrial
bureaus. The state procurement quotas for consumer goods were
reduced to be much lower than for producer goods.

The typical process of dual-price transition is as follows: (1) open-
ing the free market while keeping state supply unchanged at the
(lower) plan price; and (2) adjusting the plan price incrementally
over time to approach the market price. The supply offered at the
plan prices is normally fixed by quota, if not reduced, over time.
Generally, no “shock” is observed when convergence of the two
prices occurs.

Farmers now enjoy a large range of production freedom, only 5
percent of their production in 1993 was set by the state plan. The
proportion of planned production of total industrial output value
has been reduced from over 90% in 1978 to 5% in 1993.

DUAL-TRACK OWNERSHIP STRUCTURE

The most important dual-track component has been the reform
of the ownership structure. The ownership reform started when the
collective “commune” system was replaced by household farming.
This made a major part of agriculture, which accounted for over 30
percent of GDP at that time, a de facto private economic activity.

Since 1984, there has been steady relaxation of the regulations
governing the registration and supervision of private enterprises
and community-owned enterprises (COEs), with the latter vastly
more favored. Most COEs are situated in the rural areas, and these
rural COEs are better known as township and village enterprises
(TVEs). 2

The explosive growth of the non-state sector has caused the
share of industrial output produced by SOEs to fall from 78 percent
in 1978 to 69 percent in 1984, and then to 34 percent in 1994.3
It must be emphasized, however, that the SOE sector is not wither-
ing away, as suggested in claims of China having “grown out of the
plan.” The SOE sector has actually retained its relative standing
in employment: 18 percent of the 1978 and 1993 labor force. There
were 35 million more SOE workers in 1993 than in 1978.

DUAL-TRACK REGIONAL DEVELOPMENT

In 1980, four southern coastal cities (Shantou, Shenzhen, Xiamen
and Zhuhai) were designated “Special Economic Zones” (SEZs). The
SEZs were given autonomy to experiment with new institutions
and reform, e.g. exemptions from many of the regulations that gov-
ern foreign investment. The resulting phenomenal growth of the
SEZs spurred other regions to demand economic liberalization as
well. An additional 20 cities were subsequently approved as “eco-
nomic and technologic development districts” (ETDDs), which had
some of the privileges of the SEZs. Hainan province became the
fifth SEZ in 1988.

2Given that the unleashing of the rural TVEs brought great.dynamism to the economy, it is
hence not right to characterize the post—1984 reforms, as some have done, as reforms of the
urban sector.

3Strictly speaking, data before 1984 are not comparable because prior to 1984 much of the
industrial output by the communes were categorized as agricultural output.
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THE POLITICAL NECESSITY FOR A GRADUAL REFORM STRATEGY

Gradualism in the form of dual-track reform is as much the re-
sult of political deadlock or compromises within the Communist
Party of China (CPC) between the hardliners and the reformers,
and the general lack of consensus in the society at large, as the re-
sult of a particular theory of reform. The hardliners have enun-
ciated the “bird cage economy” doctrine. In the conception of its
originator, Chen Yun, the central plan is the cage and the bird is
the economy. The premise is that without central planning, produc-
tion would be in chaos, i.e. without the cage, the bird will fly away.
The amount of market activities that is to be tolerated to keep the
economy working is analogous to the amount that the cage needs
to be swung to create the illusion of greater space required to keep
the bird happy. The reformers, on the other hand, believe that only
a market economy will promote long-term economic development.

In short, “muddling through” has not been a strategy, as has
been claimed, so much as a result of the lack of political consensus.
With these differences in views, it is not surprising that the CPC
has continually altered its stated goals for economic management.
Partly these changes reflect the results of experience under the re-
forms, and partly they reflect the shifting balance of power between
competing factions, with competing conceptions of the economy.
This point is most clearly seen in the evolution of CPC’s desired
economic mechanism, which went from “a planned economy based
on the law of exchange value” before 1979, to a “planned economy
that is supplemented by market regulations” in 1979-1984, to a
“planned commodity economy” in the 1985-88 period, and (after
two more changes) to “a socialist market economy with Chinese
characteristics” in 1992.4 The 1992 statement is very significant
because the word “plan” was finally dropped from official rhetoric.
The phrase “socialism with Chinese characteristics” is an implicit
denial of the universality of socialism, and hence a rejection of the
planned economies of the Soviet bloc where state ownership of pro-
duction units is the norm.

The new official vision of China’s economy in 1992 was no doubt
partly shaped by the demise of the Communist Party of the Soviet
Union in 1991. The shock of the collapse of the Soviet Union en-
abled the ‘Chinese reformers to re-start the economic liberalization
that had been suspended by the hardliners which dominated policy-
making after the unfortunate 1989 Tiananmen shooting. The proc-
ess of marketization and internationalization of the Chinese econ-
omy accelerated because the Soviet experience has convinced the
leadership of the CPC that “centralized control, enforced egali-
tarianism, international isolation and ideological dogmatism” was
suicidal; Garver (1993, p. 26). CPC has even gone as far as allowing
some degree of privatization of SOEs. A notable recent example of
significant privatization is Zhucheng in Shandong province, where
many “state firms are being leased to entrepreneurs, turned into

4The “law of exchange value” is from the Mandan (labor-based) theory of value, and “commod-
ity economy” refers to an economy in the early stage of economic development where the ecmpha-
sis should be on increasing production rather than on equality, so that concessions to market
incentives may be necessary.
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shareholding companies and, in the case of one marginal concern,
even given away.” 5

CHINESE EcoONOMIC GROWTH

There are two phases to China’s economic growth, and the turn-
ing point corresponds to, one, the policy regime change toward ac-
celerating reforms in the nonagriculture sectors, and, two, the
emergence of industry as the undisputed primary engine of growth.
The sectoral contributions to GDP growth in the 1979-93 period,
and in two subperiods, 1979-84 and 1985-93, are given below.

TABLE 1. Share of Contribution to GDP Growth Rate by Sector, and by Ownership in the
Industrial Sector.

(Percentage points)

Sector Measure Growth in 1979-93 Growth in 1979-84 Growth in 1985-93
Primary sector ...........cooeev.n. 16.5 31.8 116
Industrial SOEs ...................... ' 138 20.3 11.7
Industrial COEs .................... 25.0 12.8 289
Individual-owned industrial 5.9 0.2 1.7

enterprises.
Other ownership forms of in- 6.9 0.8 8.9
dustrial enterprises.
Construction sector ............... 5.7 5.2 59
Tertiary sector 26.2 28.9 253

Total ..o 100.0 100.0 100.0

Source: Authors’ calculations. Calculated from series consistently rebased on 1993 prices.

Agriculture was a leading growth sector in the 1979-84 period.
Agriculture’s ‘contribution to aggregate output expansion almost
matched that of industry, 32 percentage points and 34 percentage
points respectively.

In the 1985-93 subperiod, industry accounted for 57.5 percent of
the increase in output; and the tertiary sector greatly out-stripped
the primary sector in terms of contribution, 25 percent versus 12
percent. The biggest contributor to GDP growth is the industrial
COE sector, 29 percentage points. Industrial individual-owned en-
terpri}sles accounted for 8 percentage points of the aggregate output

owth.
gTThe growth performance of the 1985-93 subperiod may be a bet-
ter guide (than that of the entire period) to understanding the fu-
ture growth prospects of China. This is because the agricultural
sector is unlikely to become a major growth pole again as in the
1979-84 period.

We note that the official GDP growth rates are exaggerated, and
possibly significantly so. The major causes of the exaggeration are:

¢ The pervasive reporting by COEs of nominal output value as
real output value; .

6“China City Turns into a Prototype for Privatization,” Wall Street Journal, June 10, 1996.
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¢ The incentive for officials at the local industrial bureaus to ex-
aggerate output growth in order to enhance their career ad-
vancements;

¢ The procedure for reporting the base-year values of new prod-
uct lines overstates them; and

¢ The inconsistent use of base-year prices. &

The by-product of all these tendencies to exaggerate the growth
of real gross output is that the implicit deflators for the industrial
output of SOEs and COEs consistently rose less than the factory-
gate price index of industrial output, which is based on surveys of
the prices (plan price and market price) received by a sample of in-
dustrial SOEs, mostly medium and large, for their products. In the
1990-93 period, the industrial COE output deflator rose 6 percent
while the industrial SOE output deflator rose 35 percent, the fac-
tory-gate price index of industrial output rose 41 percent, and the
consumer price index rose 26 percent.

If the factory-gate price index were correct, then the official
growth rate of the industrial sector in 1993 overstated the actual
growth rate by 10 percentage points. Because the industrial sector
was the biggest contributor to GDP growth, the re-valuation of real
industrial output by factory-gate prices would lower the 1993 offi-
cial GDP growth rate from 13.4 percent to 8.9 percent. The sub-pe-
riod GDP growth rates after the adjustments for base year changes
and inadequate deflation of industrial output are:

TABLE 2. GDP Growth Rates With Different Deflations of Industrial Output.

(Percent)
Measure : 1979-1984  1985-1993
Official data .......cccovmrrrererrrrecr et s 89 9.7
Consistent base year (1990 prices) ........ccccouevrevmvecvecn. 88 9.4
Consistent base year (1990 prices) with re-valuation of 89 1.5

industrial output using factory-gate price index.

Souice: Authors’ calculations.

Given the many problems with the reliability of Chinese data, a
better way to look at the preceding GDP growth rates (and the sub-
sequent estimates of total factor productivity, TFP, growth rates)
might be to regard them as the upper and lower ends of the respec-
tive plausible ranges within which the actual GDP (and TFP)
growth rates lie. The upper end of the estimates on GDP growth
is given by the official data and the lower end of the estimates is
ca}lculavted by re-valuing industry output with the factory-gate price
mnaex.

8 For details, see Woo (1996).

?7One important issue that nceds to be clarified here is the possibility of a rclationship be-
tween the estimated GDP level and the estimated GDP growth rate. As is well-known, the ac-
tual level of GDP may be understated by official data. The puint that must be understood is
that the understatement of the level does not automatically mean that the official growth rate
is also understated. Unless it can be shown that the unmeasured part of GDP has been growing
consistently faster than the mcasured part, one could not conclude that the official growth rate
is an understatement. Onc could in fact arguc the opposite: the existence of unmeasured cco-
nomic activities means that an improving sl.atist.ica{J reporting system would begin to count

Continued
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It is important to stress, however, that the conventional view re-
garding the sources of growth in the 1985-93 period remains un-
changed after re-valuing industrial output with factory-gate prices.
The industrial sector remained the chief engine of growth, and the
non-state sector was still in the driver seat. 8

The leading role of the industry sector in GDP growth since 1978
(even more so since 1984) places China’s economic growth within
the context of traditional economic development. The unusually
large contribution of the tertiary sector to China’s growth places
China’s experience within the context of economic transition from
traditional central planning. Central planning has traditionally re-
garded service activities as “unproductive,”® and hence has sup-
pressed them. The rapid development of the service sector after
1978 reflects its relative underdevelopment because of its prior
suppression.

Woo (1996) conducted a growth accounting exercise based on the
three sectors—primary, secondary (industry and construction) and
tertiary—as defined by Chinese statistics. Each sector is assumed
to bci characterized by a Cobb-Douglas production function, and the
result is: :

Y = > (ouxiPiz;(1-B0)LAK(-6D,

where Y = GDP
L total labor force

K = total capital stock

xi = sector i’s share of labor force

z; = sector i's share of capital stock
sector 1 = primary sector (agriculture, forestry and fishing),
sector 2 = secondary sector (industry and construction)
sector 3 = tertiary sector.

GDP growth can be decomposed into portions that are due to
capital accumulation, labor force growth, and total factor productiv-
ity (TFP) growth:

@Y/Y) = (dL/L) 3 wii + (dK/K) D wi(1-B) + Y wiBi(dx/x)
+ zWi(dOli/(Xi) + ZWi( 1-BiX(dzi/z)

where Wi
TFP Growth

sector i’s share of GDP
ZWiBi(dxi/xi) + Ewi(dai/a;)
+ Y wi(1-B)(dzi/z)

TFP growth is in turn partitioned into, what we call here, labor
reallocation effect and net TFP growth:

them, treating the existing activitics as new activities, and hence exaggerate the growth rate.
So an understated level of GDP is likely o produce an overstated rate of GDP growth as data
reporting improves over time.

8]ndustry accounted for 47 percent of the outpul expansion in 1985-93, the lertiary sector
for 31 percent, and the primary scctor for 14 percent.

9Most service activitics arc not counted in Net Material Product, the aggregate income meas-
ure used in socialist economies.
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labor reallocation effect = zWiBi(dXi—/xi)
net TFP growth = ZW;(da;/ai) + ZWi(l—Bi)(dZi/Zi).

Net TFP growth is the residual that contains technological im-
provements.

Labor reallocation is singled out for attention because most of the
Chinese labor force is peasant farmers, a third of whom lived below
the absolute .poverty line in 1978. We have argued in Sachs and
Woo (1994) that this “surplus labor” feature!® has made China’s
transition from centrally planning fundamentally different from the
transition of Central ang Eastern Europe and the former Soviet
Union (CEEFSU). Specifically, this means that in China the shift
of labor away from agriculture toward industry and services in-
creases aggregate output because the marginal product of labor
(MPL) in the primary sector is lower than the respective MPLs in
the secondary and service sectors. !! In short, the marketization of
a centrally-planned economy means normal economic development
for China but structural adjustment for a CEEFSU country.

Given the unreliability of data on the sectoral distribution of cap-
ital stock, upon which these estimates of sectoral f’s were based,
we drew upon the production function literature on China to gen-
erate a range of TFP growth rates by using different values for a
common P across the three sectors; specifically, § =0.4, 0.5, and 0.6.
The official data on sectoral distribution of labor should be used
critically. The official estimate of labor in agriculture is based on
re%istered residency status. It is- an overstatement because of ille-
gal rural migration, especially to coastal TVEs. The official esti-
mate of the size of illegal migration is 80 million and the World
Bank’s highest estimate is 150 million. The official estimate (80
million) does not include the 20 million people who migrate within
their home districts. 12 In our calculations, we assume illegal rural
migration to be 100 million since 1984, with 60 percent of the mi-
grants ending up in industrial jobs. 13

To summarize the range of estimates, the official %rowth rates
co%lld be reasonably decomposed to a situation illustrated in
Table 3.

We emphasize that the above estimates of TFP growth, labor al-
location effect and net TFP growth should be considered together
witih the range of estimates associated them; see Woo (1996) for de-
tails.

There are two robust key findings from the detailed analysis. The
first is that net TFP growth was lower in the 1985-93 subperiod
than in the 1979-84 subperiod. This suggests that a part of the
TFP growth unleashed by the 1978 reforms was a one-time recovery
in efficiency from the decade-long Cultural Revolution and from the
over-regulation of the economy gby central planning. The unfortu-

10 Agence France Press (December 7, 1993) re| that the Agriculture Minister Liu Jiang
said there were 150 million excess farm workers (out of a rural labor force of 450 million).

11 Chow (1993) found the marginal value product of labor in 1978 to be 63 yuan in agriculture,
1027 yuan in industry, 452 yuan in construction, 739 yuan in transportation and 1809 yuan
in commerce. Figures are expressed in 1952 output values.

12 Far Eastern Economic Review, “Irresistible Force,” April 4, 1996. Newsweek, “Crime: You
Die, I Live,” July 22, 1996, reported an estimate of 120 million. N

13The sum of the official estimate of 80 million who moved out of home district and the 20
million who moved within their home districts.
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TABLE 3. Summary of Official Growth Rates.

{Percentage points per annum)

Growth Rate Measure 1979-93 1985-1993
Official growth rate .........coocccrcevescervens 9.3 9.7
Inconsistent use of base years .......... " 0.2 0.3
Overstatement of industrial output ... 0.5t 0.7 09t 1.2
Capital accumulation ...........cceoceen.ne. 4.9 55
Labor force growth ..........covevvercerecrvcrnecns 1.3 11
Reallocation of labor from agricuiture ...... 1.1 13
Net TFP growth .........ccooovoveeirvccnrenneisinns 1.1t0 1.3 031006

Source: Authors’ calculations.

nate implication for future Chinese growth is that this one-time re-
covery in efficiency was not limited to the agricultural sector, it
was also present in the industrial sector.

The second robust result from the growth accounting exercise is
that the reallocation of labor from agriculture accounted for much
of the observed TFP growth, perhaps more than half. This labor
. reallocation effect was much higher in-the 1985-93 subperiod. To
indicate how large this effect is, we note that Denison (1974, p. 127)
estimated that Fabor reallocation from the farm sector accounted
for only 13 percent of TFP growth in the United States in the
1948-69 period. 14 The large labor allocation effect in China reflects
. the existence of large amount of labor.employed in low-productivity

. agriculture and the success of the post-1978 Chinese reforms in
creating. higher-productivity jobs in the industry and service sec-
tors.

EXPLAINING THE GROWTH

. The high rate of capital accumulation (the biggest contributor to
Chinese growth) has its basis in the liberalization of a labor-sur-
plus economy that has a high savings rate. Investment is highly
profitable because the surplus labor prevented the real wage from
rising significantly and the large pool of domestic savings pre-
vented the interest rate from rising. The importance of the latter
is seen in that household savings is about 23 percent of disposable
income in China versus 21 percent in Japan, 18 percent for Tai-
wan, 16 percent for Belgium, 13 percent for West Germany and 8
percent for the United States (World Bank, 1990, Table4.9).

It should be noted that China’s high household savings rate has
helped to stabilize the economy beside enabling a high rate of cap-
ital accumulation. It reduced inflation in the Chinese economy
through two channels. First, the flow of savings through the banks
reduced the need to print money to meet the excessive resource de-
mand of the SOE sector. Second, as money was (until recently) the
only form of financial saving in China, the high saving rate meant
an increasing demand for money, hence dampening inflation pres-

14 U.S. national income grew 3.85 percent annually in the 1948-69 period, and TFP growth
was 1.75 percent; with labor reallocation from the farm sector accounting for 0.23 percentage
points.
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sure. This inflation-damping effect can be seen in the rise of the
M2 to GNP ratio from 38 percent in 1979 to 106 percent in 1992.

In addition to the “advantages of backwardness” in economic
structure and the high saving rate, there are several other factors
that have contributed to China’s impressive growth performance.
The most important of these other factors is China’s integration
into the global economy. This factor operates through four chan-
nels. First, the access to international markets for labor-intensive
manufactured goods accelerated the movement of labor out of low-
productivity agriculture into high-productivity industry. Second,
China could now buy modern technology (some of which were pre-
viously denied to China). Third, foreign direct investments in-
creased the capital stock, transferred new technology, made avail-
able global distribution networks, and introduced domestic firms to
more efficient management techniques. Fourth, the competition
from international trade forced Chinese enterprises to be more effi-
cient and innovative.

The second supplementary factor in China’s reform success is
that China’s reforms did not start in a situation with a severe mac-
roeconomic crisis and a severe external debt crisis that required
the implementation of an austerity program. China has been devel-
oping its economy by having the TVEs employ the idle agriculture
labor, while Poland and Russia have been attempting to tame infla-
tion and restructure their fully-employed economies simulta-
neously.

A third supplementary factor is the ‘two disastrous leftist cam-
paigns, the Great Leap Forward (1958-62) and the Cultural Revo-
lution (1966-76), that undermined belief in Marxist dogmas, weak-
ened the state’s administrative capacity, and discredited central
planning. The Great Leap Forward program of crash industrializa-
tion starved 30 million to death in the 1958-61 period, and the
Cultural Revolution effort to build the new socialist man purged 60
percent of party officials. The legacy of these two disasters enabled
Deng Xiaoping to quickly transfer a significant amount of economic
policy-making power (wKich translated into a transfer of economic
and political resources) to the provinces when he returned to power
in 1978. The central ministerial and party apparatus was too politi-
cally exhausted and too discredited to resist his decentralization.

This ending of Beijing’s stranglehold over political power has
been fundamental to the continuation of economic reforms. When
the conservatives sought to re-impose a Stalinist central planning
economy in the immediate aftermath of the Tiananmen incident in
1989, the provincial representatives were strong enough to repel
the recidivist tendency toward central planning. Furthermore, it
was the mobilization of this new decentralized political power by
Deng Xiaoping after the collapse of the Soviet Union that forced
the conservative faction to accept the new vision of a socialist mar-
ket economy. '

A fourth supplementary factor is that central planning in China
was always much shallower than in CEEFSU. The Soviet central
plan controlled 25 million commodities whereas the Chinese central
plan controlled only 1200 commodities (Qian and Xu, 1993). Fur-
thermore, the breakdown of the national distribution system in the

24-860 9%6-4



- 80

Cultural Revolution decade forced local authorities to promote
small and medium industrial enterprises to meet local demand.

The existence of family ties between the mainland Chinese and
the overseas Chinese is a fifth supplementary factor. The explosive
growth of the Special Economic Zones (SEZs) in southern China is
caused by the wholesale movement of labor-intensive industries
from Hong Kong and Taiwan which were losing their comparative
advantage in these industries. China was closer, wages were lower,
and language difficulties were non-existent, compared to the alter-
native sites in Southeast Asia. Managers could commute daily from
Hong Kong to supervise their factories in Shenzhen. The family
connections greatly reduced the transaction costs of the investment
by providing reliable local supervisors, inside information on the
enforcement of regulations, and contacts with the local authorities.

Of all the factors identified as important causes of China’s
achievements in the 1978-95 period, only the high saving rate and
the globalization of China’s economy could be considered lessons for
economic reforms. The other factors (all being initial conditions and
structural features) are rather specific to China’s circumstances.

The experience of Vietnam confirms that it is China’s structural
conditions, rather than its gradual reform process, that mainly ac-
count for its superior growth performance vis:a-vis the CEEFSU
countries. During 1985-88, Vietnam implemented a gradual reform
strategy that did not address serious macroeconomic imbalances.
The program failed: inflation accelerated while growth and trade
performance remained unchanged. In 1989, Vietnam enacted an
Eastern-European style “big bang,” including price liberalization, a
450 percent devaluation to unify the exchange market, and sharply
tightened credit policy. The collective farms were returned to fam-
ily farms with long-term leases. Growth accelerated, inflation
ended, agricultural productivity soared, and small, non-state enter-
prises proliferated.

The “big bang” did not cause an output decline in Vietnam as in
Eastern Europe. The difference lies of course in Vietnam’s economic
structure in 1988. As an overwhelmingly agricultural economy,
Vietnam enjoyed the same gains as China from the flow of peas-
ants to the non-state, non-agricultural sector. Strong market-ori-
ented reforms (macroeconomic stabilization and liberalization), not
gradualism per se, tend to accelerate this shift.

Economic development in China, and Vietnam since 1978 actu-
ally fit quite well with the general East Asian development pat-
tern. Japanese, Malaysian, Taiwanese and Thai economic growth
have also been described by a two-sector model focusing on the flow
of workers from agriculture to industry. The resulting export of
waves of labor-intensive exports in line with the product cycle the-
ory has been poetically described as the “flying geese” pattern of
industrialization.

The high labor reallocation effect in China resembles that seen
in Japan in the mid-1950s when the trend growth rate accelerated
as Japan’s integration into the global economy intensified. Ohkawa
and Rosovsky (1973, p.116) found the contribution to aggregate
output growth from the reallocation of labor from agriculture to be:
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Labor Reallocation Effect

Period (in percentage points per year)
1905-19 0.63
1919-31 0.25
1931-38 0.61
1952-55 0.76
1955-61 1.46
1961-65 1.07

Given the East Asian growth experience and China’s large pool
of low-productivity rural labor, we regard the labor-allocation effect
of 1.2 percentage points to be the dependable contribution to Chi-
na’s TFP growth in the medium run.

FUTURE CHALLENGES

Two points about China’s gradual reform program deserve re-em-
phasis. The first is that the dual-track approach worked in China, .
but not in Jaruzelski’s Poland and Gorbachev’s Russia, because of
China’s vast rural hinterland. The TVEs and other non-state enter-
prises were able to grow without sharp rises in marginal costs and
without the need to force reductions of employment in the SOEs
because of the existence of surplus agricultural workers. The sec-
ond is that China’s gradualism is an “easy-to-hard” reform se-
quence. It began with the relatively easier problems and has left
the hard proﬁlems until later. In contrast, the more radical ap-
proach in parts of CEEFSU have tackled the hardest problems—
including ownership transformation, structural reforms, and politi-
cal democratization—at the beginning.

China’s rapid growth can continue as long as the non-state sector
remains dynamic, and essentially unhindered by financial losses or
problems thrown up by the SOE sector. Dynamism of the non-state
sector, however, is likely to require continuing reforms in that sec-
tor, such as the extension of truly private ownership instead of col-
lective ownership. Moreover, state enterprise reforms will have to
be deepened in the future, to include privatization and structural
adjustment, if losses in that sector are to be kept limited.

We would enumerate the main economic reform challenges as fol-
lows: (1) restructuring of TVE ownership, to encourage private,
transferable ownership rights; (2) the restructuring of the SOE sec-
tor, especially to encourage private, corporate forms of ownership;
(3) the modernization of the fiscal system and of federal-local fiscal
relationships; (4) the development of a non-state financial sector;
(5) the elimination of policies that aggravate regional inequality;
and (6) the establishment of market-supporting institutions and
commercial law.

We will conclude with brief comments on these six tasks.

OWNERSHIP TRANSFORMATION OF THE TVES

China would be ill-advised to continue to base its rural indus-
trialization on collective ownership. This is especially true as geo-
graphical mobility within China rises, so that the village no longer
represents a long-term stable base for collective ownership. The
problems for the future can be divided, in the broadest sense, into
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two parts. First, what kinds of ownership should be encouraged for
new rural enterprises? Second, what should be done about the own-
ership structure of existing TVEs?

The main task for future enterprises is to ensure that normal
forms of private ownership—including self-proprietorships, partner-
ships, privately held corporations, and publicly held corporations—
are all possible in the rural economy without incurring excessive
transactions costs. Even if collective ownership by the community
remains one important option for the future, it 1s also necessary
that truly private ownership be allowed and fostered by the legal
system. The new company law that went into effect on July 1,
1994, is an important step forward in this task.

The second problem, concerning the existing TVEs, is more com-
plicated. Throughout China, existing TVEs are suffering from the
lack of clarification of property rights, and there are many sponta-
neous attempts throughout the country to clarify the ownership of
the TVEs. In almost all cases, there are at least three claimants,
or stakeholders, that are insisting on their ownership rights: local
%ovemments, enterprise managers and workers. The situation is
urther complicated by the vast variety of ways that individual
TVEs actually got started.

As a general point, China might benefit from one important as-
pect of the Eastern European and Russian privatization experience
when it considers the ownership question of the existing TVEs. In
the most successful privatization programs—such as in the Czech
Republic—one of the key strategies was to give each enterprise
some range of choices with respect to future ownership change. In
anf' successful ownership transformation of the existing TVEs, it
will be important, and probably inevitable, to give choices to the
community. The community, and perhaps workers, could vote
among a menu of possible legal options, including preservation of
the collective structure, or privatization among the main stakehold-
ers.

RESTRUCTURING THE SOE SECTOR

The reform of the SOE sector has been disappointing. TFP
.growth in the SOE sector is at best only half of that of TVEs. There
is in fact serious doubt that SOEs’ TFP growth after 1984 is actu-
ally greater than zero! !5 '

If we go beyond technical efficiency as the sole criteria of success-
ful reform, then China’s SOE reform record looks even worse. Over-
all profitability of the SOE sector has been declining, and the num-
ber of loss-making SOEs are increasing. This poor financial per-
formance was most vividly seen in 1992 when output grew 13 per-
cent, and yet two-thirds of Chinese SOEs were running losses in
a boom year! The overall profits of the SOE sector actually turned
negative in the first quarter of 1996. Some observers have sug-
gested that the primary reason for the profit decline in the SOEs
1s the expansion of competition by collectively-owned enterprises al-
lowed by the economic reforms. The problem with this explanation
is that the fall in SOE profits occurred across the board, even in

16 See debate between Woo, Fan, Hai, and Jin (1993 and 1994) and Jefferson, Rawski and
Zheng (1994).
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heavy industries with negligible new entry by non-state firms. The
more likely reason for the decline in profitability is that the decen-
tralized reforms of devolving operational autonomy to the SOEs
have enabled the SOE personnel to appropriate for themselves the
profits that should have been repatriated to the state. 16

The CEEFSU experience prior to 1990 suggests that without
deeper reforms of the SOE sector, the financial demands of loss-
making state enterprises will continue to threaten macroeconomic
stability. In our view, it will be highly desirable for China to push
forward to privatization of the SOE sector, and liquidation of the
unredeemable loss-making enterprises. Widespread privatization,
perhaps under a different rubric, is not as far-fetched as it might
seem. There are currently some 25 property rights exchanges in
China where state assets are sold to the public. 17 Reports indicate
that there are around 150 unofficial property rights exchanges in
smaller cities, and the operations of these unofficial exchanges are
dependent on the ideological climate.

MODERNIZATION OF THE FISCAL SYSTEM

The 1994 tax reform has not reversed the decline in revenue as
hoped. Tax collection in 1994 was 12.4 percent of GDP, down from
13.8 percent in 1993. While the continued financial weakening of
the SOE sector was an important reason for the decline, it ap-
peared that many branches of the new National Tax Service had
not really divorced themselves from the influence of the local gov-
ernments, which desire to retain the funds for local development.

The tax system has continued to be badly administered, hence al-
lowing tax fraud and tax evasion. Under the new VAT system, pro-
ducers receive VAT refunds on their exports. However, the large
amount of false export claims has resulted in over-payment of VAT
refunds. The government has suspended the VAT refunds for ex-
ports. Local governments are continuing to give illegal tax exemp-
tions, such that the actual customs revenue (which goes to the
central government) is only 6 percent of total import value, despite
an average tariff rate of over 30 percent. 18

It is imperative that tax administration be improved and that
central-local fiscal relations be better institutionalized to yield
independent tax authority to the central and local governments.
Otherwise, the state would not be able to finance the infrastructure
investments required to prevent bottlenecks that would slow eco-
nomic growth. .

DEVELOPMENT OF THE NON-STATE FINANCIAL SECTOR

Presently, the state banks dwarf all other financial institutions
as sources of funds, and SOEs receive about 70 percent of total do-
mestic credit. Recognizing the gross inefficiencies of the state
banks, the government has ordered them to commercialize their op-
erations. If the government can actually allow the state banks to
do so despite the worsening financial performance of the SOEs,

16 See Fan, Hai and Woo (1996).

17 “Property Rights Exchanges on Increase,” China Daily, February 19, 1994.

18 This low realized tariff rate also reflects the immense amount of export-processing activities
where the import of the raw inputs for the assembly operations entered tarifl-free.
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more capital would be channelled to the more efficient non-state
enterprises, a desirable outcome.

Both the transformation of the state banks and the greater ac-
cess to investment funds by the non-state would be achieved faster
if the government would unleash competition by legalizing non-
state financial institutions. The private banks would compete di-
rectly against the state banks; and the private nonbank financial
institutions, by deepening the equity and bond markets, would cre-
ate alternative sources of investment funds. Another desirable by-
product of the competition from the non-state financial institutions
is that it would be more difficult (costly) for the government to im-
pose many non-economic objectives on the state banks.

Given the grave financial crisis that state-managed pension
schemes have caused in many developed countries, China should
avoid this future financial trap by allowing the establishment of
private pension funds. Concretely, the government should not ex-
pand the existing state-managed pension schemes to cover non-
state employees. The present virtual monopoly status of the Peo-
ple’s Insurance Company of China in providing social insurance to
non-state employees is hard to justify.

ELIMINATION OF POLICIES THAT AGGRAVATE REGIONAL INEQUALITIES

Recently announced plans include giving the backward interior
provinces the same preferential trade and investment enjoyed by
the coastal provinces, and eliminating some of the special tax bene-
fits enjoyed by the coastal areas. These measures should help to
ameliorate the growing regional inequalities of the past decade,
though the coastal regions will continue to benefit from an inherent
geographical advantage in participating in world trade. It is also
important to end price controls on grain prices for farmers, and to
provide more support for social infrastructure in the rural areas.

DEEPENING OF MARKET-SUPPORTING INSTITUTIONS

The rule of law is an absolute necessity for the establishment of
a system of property rights, and an independent judiciary body is
required for objective adjudication of disputes. Furthermore, regu-
latory institutions to supervise the financial markets are important
in maintaining the integrity of these markets, and hence the public
confidence in them. The state should focus on delivering social
services that markets usually provide inadequately, if at all e.g.
welfare, education (especially in rural areas), and health-care to
the indigent. The correction of market failures like those above will
both improve the working of a market economy and strengthen its
political foundations.
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China’s reforms since 1978 are sometimes considered as sui ge-
neris; some, however, consider them as a model for other transition
countries. Neither of these views is correct:

e In important respects China’s reforms have indeed been dis-
tinctive, especially in the ways that liberalization policies have
been implemented and how they have interacted within econ-
omy-wide macroeconomic constraints. This, in turn, has largely
reflected specific initial conditions—which make it unrealistic
to simply transplant policies between very different countries.

e However, aspects of China’s reforms have parallels in those of
other countries, including in Central and Eastern Europe
(CEE), the newly Independent States of the Former Sowviet
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Union (NIS) and Vietnam. The challenges facing China in its
next stage of reform are also similar to problems that reform-
ers in CEE and the NIS have been forced to address up front,
because of their different structural and macroeconomic condi-
tions. The recent experience of these countries therefore in-
creasingly holds important lessons for China.

INTRODUCTION

This paper discusses China in the wider context of other transi-
tional reforms and outcomes. It is based on the analysis in the
World Bank’s 1996 World Development Report, “From Plan to Mar-
ket.”1 The next section contrasts two “model” approaches to re-
form—“all-out” and “phased”—and the structural, macroeconomic
and political factors that affect the choice of reform strategy and
the outcomes. It then considers progress in reforms and outcomes.
In terms of economic liberalization, measured as exposure to mar-
ket forces over the last several years, China emerges as a fairly ad-
- vanced reformer, even though its economy is currently less fully
liberalized than those of the leading reformers in CEE. Partly be-
cause of policymakers’ capacity to exploit relatively favorable initial
conditions, its economic performance over the reform period has
been very different from that of most other transition countries.
The next sections consider two specific areas of transition policy in
comparative perspective: enterprise reforms and property rights,
and the challenges facing social safety nets. Finally, the paper com-
ments on the reform agenda for China relative to the priorities of
more and less advanced reformers in CEE and the NIS.

Moving from plan to market is enormously complex, and all
countries face two huge challenges. The first involves overcoming
the deep structural distortions that comprise the physical legacy of
planning. An important element of transition is the process of re-
allocating resources out of overbuilt sectors and into sectors and ac-
tivities that were repressed by the previous system. Heavy industry
was vastly overbuilt in planned economies, and the problem of non-
competitive sectors was exacerbated by the poor quality of most
manufactures, including consumer goods. For example, in the
1980s, for many manufacturing subsectors the unit value of exports
from CEE to tKe EU was barely one third of that of exports from
industrial countries. These problems were, of course, most serious
for the more industrialized of the planned economies, and those in
the USSR that had the longest exposure to planning.

On the other hand, some sectors were repressed in the planned
economy. Services (trade, finance) appear to have been repressed in
all countries, but the large agricultural sector was repressed in
China through low procurement prices, whereas in CEE and the
NIS agriculture, as well as industry, was subsidized. This meant
that reforms in China initially resulted in an improvement in
rural-urban terms of trade and a wide distribution of gains across
the economy. Energy was a major repressed sector in the Russian
economy—the difference between output valued at world prices and

1The World Development Report also includes an extensive bibliography, to which the reader
is referred.
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internal prices was equal to about 11 percent of GDP. The distribu-
tional effects of liberalization were therefore different.

The second major challenge of transition is how to build the deep
institutions underlying an efficient modern market economy. Effec-
tive laws and court systems, market-based banks and accounting
systems, and the workings and financing of government itself are
essential to a well-functioning market system. Yet, in transition
countries, these institutions were adapted to a regime of planned
resource allocation. Even those countries in CEE which had moved
away from formal planning in the 1950s and 1960s had not re-
formed their institutions in a fundamental way. Institutional devel-
opment takes time, not least because it requires an extended proc-
ess of human capital conversion. China has faced this problem like
other transition countries, even though it has been able to draw on
the skills of the overseas Chinese community in certain areas.

MOVING TO THE MARKET: APPROACHES ALONG Two PATHS

Many of the reform programs initiated in CEE and the NIS
aimed to replace central planning with the rudiments of a market
economy as quickly as possible. “Radical” reforms involved rapid
price and trade liberalization, a quick move to current account con-
vertibility and immediately opening entry to new private busi-
nesses. These systemic reforms were complemented by stringent
stabilization programs. They also involved initiating, at least, a
wide range of other reforms, such as privatization, new accounting
standards, tax reform, financial sector reforms, and so on.

Experience in Poland and elsewhere shows that some changes
can indeed occur very quickly. Markets and new entry can be liber-
alized overnight, and stabifilzation can be effected rapidly—even
using a simple range of policy instruments. However, other changes
take far longer. These include changing corporate governance in
large firms, and rebuilding the key institutions that underpin the
workings of a modern market economy. The fact that reforms are
moving at different speeds means that even the fastest reformers
will not, at first, have a fully efficient market system. At the same
time, they will confront the full stresses associated with the need
for structural adjustment of their productive capacities.

The ability to carry out such a program without serious reversals
is clearly greatly enhanced if economic reforms are part of a wider
process of political and social change that is approved by the bulk
of the population. This has especially been the case in the CEE re-
gion, where many countries have aspirations to join the European
Union, and where survey results suggest that favorable views on
political developments since 1989 have cushioned an initially very
stressful period of economic reform. The approach also relies on
rapidly building a constituency for continued reforms from the
“winners” of the initial phases. And indeed, the return of former so-
cialists to power may have slowed reforms in certain countries, but
so far they have not been reversed.

An alternative, “phased” approach is to start with localized ex-
periments, first liberalizing repressed sectors selectively and then
extending reforms to the rest of the economy to rationalize the
overbuilt or uncompetitive sectors as the institutional building
blocks of a market system are put in place. Initial success is re-
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quired to build the constituency for the second phase of reforms.
This strategy relies on there being scope for large gains from ini-
tial, partial, reforms and an effective means of transferring re-
sources to the less competitive sectors. Government must be able
to control the planned segment of the economy to limit diversion
of goods or financial resources to the market segment—strong mac-
roeconomic and microeconomic management is essential.

Using initial gains from liberalizing reforms to defer, and then
-to underwrite the more difficult process of large-scale restructuring
has its own costs and risks in the phased strategy. The costs in-
clude resources used to support uncompetitive firms for an ex-
tended period. The risks include that of loss of control and of policy
reversal, especially in the face of restructuring that involves politi-
cally difficult downsizing of major firms,

The phased approach is essentially the path followed by China.
Initial reforms in 1978-84 opened the door to joint ventures and
began to liberalize prices, first at the margin and then more exten-
sively. Most early reforms focused on the rural economy, extending
the locally-initiated “household responsibility system” in farming,
raising agricultural prices and permitting new “township and vil-
lage” industrial firms to develop and compete with the state sector.
After 1984, reforms spread to the urban economy, Management of
state enterprises was reformed, as their source of finance was shift-
ed from the budget to the banking system, restrictions were eased
on trade and foreign investment and a variety of institutional re-
forms was begun, including the re-creation of a central bank. Re-
forms accelerated in 1994 and 1995, particularly with regard to
taxes, company law and foreign trade.

Is there really a choice of strategy? Although theory offers a wide
range of possibilities, in practice the set of options is far more lim-
ited for a given country. Three factors are important in influencing
the approach: economic structure, macroeconomic legacy, and polit-
ical factors.

ECONOMIC STRUCTURE

As observed by Sachs and Woo 1994, one of the factors that en-
abled China to reform in a phased manner was the high share of
its labor force in agriculture (Table 1). Initial reforms which raised
farm prices and boosted agricultural productivity allowed 100 mil-
lion workers to be reallocated to new, largely rural, nonstate indus-
try. In contrast, agriculture employed only 13 percent of the labor
force in Russia, and structural adjustment involves a painful proc-
ess of reallocating employees out of mechanized state enterprises in
agriculture, as well as out of (non-energy) industry. Both of these
sectors have experienced adverse relative price trends in Russia fol-
lowing reforms, in favor of services (including banking) and energy.
And in Russia, almost all of the population was covered by the
state’s social safety net. The state sector in China employed only
18 percent of the population (Table 1), and this increased potential
labor mobility.
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TABLE 1. Economic Structure in Russia and China.

Measure 1990 1994 1978 1994

GOP per capita at PPP ($) .....ccooeonrvrvrrernenn. 6,960 5260 1,000 2510

State sector employment share (percent) .. 90 44 19 18
Sectoral employment shares (percent) ,

ArCURUIE ..o 13 15 11 58

Industry ........ 42 38 15 18

SeIViCes ......co.veeenrn. 45 47 14 25

M2/GDP (percent)
Source: World Bank and IMF databases and World Bank staff estimates.

MACROECONOMIC LEGACY

At the start of reforms, China also differed from countries in
CEE and the NIS in that savings were small, and the economy was
largely non-monetized. In 1978 the ratio of broad money (M2) to
GDP was only 25 percent (Table1). Chinese households saved a
large share of their income gains and deposited in banks; surveys
suggest that this was encouraged by a strong bequest motive and
later also by some increase in economic uncertainty engendered by
reforms. China’s savings rate of 37 percent of GDP over its reform
period has been one of the highest in the world.

Successive reform initiatives have triggered “boom-bust” cycles in
China (Figurel) but inflation has remained moderate. High sav-
ings out of rapidly growing incomes have helped to underwrite ef-
fective macroeconomic policies to contain demand. Where needed,
these have included direct controls; neither fiscal nor monetary pol-
icy yet offers a strong vehicle for indirect macroeconomic manage-
ment.

Net transfers from banks to firms (changes in loans less enter-
prise deposits and scheduled interest payments and receipts) have
therefore been large throughout the reform period in China.
Growth and financial deepening have allowed a rising volume of
loans to be provided at interest rates that have often been below
the rate of inflation; most loans have gone to the state sector (see
also McKinnon 1994). Firms have also enjoyed a hidden subsidy in
the form of growth in nonperforming loans, officially put at 20 per-
cent of the portfolio by the mid-1990s. With further financial sector
development and the possibility for households to diversify into
other assets, the cost of savings is likely to rise in China. The chal-
lenge is therefore to speed the process of enterprise reform and ad-
justment, to enable the return on savings to rise.

The macroeconomic context of liberalization was very different in
CEE and the NIS. In Russia, for example, M2 already equalled
GDP by 1990, with a large “monetary overhang” representing sav-
ings already supplied to the planned economy and invested in un-
productive assets. Fiscal deficits then exploded as the USSR dis-
integrated—estimates place the 1991 Union deficit at 28 percent of
GDP. When liberalized in 1992, prices therefore skyrocketed in
Russia by over 1,300 percent, decapitalizing households and under-
mining confidence in financial savings.
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Figure 1. GDP Growth and Inflation in China.
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These structural and macroeconomic factors have had important
- implications for the capacity of banking systems to transfer re-
sources to enterprises, and for the speed of adjustment in the real
economy. In CEE and the NIS, after the initial phase of high infla-
tion real interest rates have exceeded real growth rates, and
spreads between lending and borrowing rates have been high. Net
transfers from banks to firms have typically been negative, that is,
banking systems have not had the deposits needed to transfer net
resources to their borrowers.

Neither have governments been able to replace previous implicit
cross-subsidies with fiscal subsidies and at the same time contain
fiscal deficits sufficiently to allow inflation to come down to mod-
erate levels. These countries have therefore not been able to cush-
ion overbuilt state sectors, which also loomed far larger in their
economies than they did in China. Enterprise adjustment has
therefore been faster in CEE, especially in the more advanced re-
formers, and countries have not been able to bring inflation down
to moderate levels and restore growth without severing links be-
tween governments and firms and liberalizing the economy.

POLITICAL FACTORS

In CEE and the NIS, comparisons of indices of political change
(such as Freedom House's Gastil index) and indicators of economic
reform show a close association, both across countries and, for indi-
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vidual countries, over time (see De Melo, Denizer and Gelb 1996).
Political reforms largely drove economic reforms in these countries,
in part because they weakened powerful interests, such as the line
ministries that controlled the enterprise sectors. In addition, the
phase of “extraordinary politics” that followed the political break-
through involved a limited period where there were no established
pressure groups to oppose the radical reforms that were typically
initiated by a small group of policymakers. Radical economic re-
forms have been easier when political change has been rapid and
fundamental.

In contrast, in China (and also in parts of the NIS such as
Uzbekistan which have sought to follow a more controlled and
phased approach), economic reform has been seen as necessary to
sustain support for an incumbent government. In these conditions,
using gains from initial liberalizing reforms to cushion the stress
of large-scale restructuring may appear to be the only politically
viable option.

Given the differences in approach, where is China in the spec-
trum of reformers? As part of the process of preparing the World
Development Report, the extent and duration of reforms were as-
sessed across 28 countries.

Economic Liberalization

The cornerstone of the reforms is economic liberalization, of do-
mestic markets, international trade and the entry of new business
activities. Economies take time to adjust to liberalization, however,
so that the recent history of reforms, rather than simply their cur-
rent status, is an important indicator of their impact. Table?2
shows indices of the cumulative, or total level, of liberalization over
the period 1989-95 for countries in CEE and the NIS and Mongolia
(which is included in this group because of its close linkages with
the Soviet economy) and for China and Vietnam. The former set of
countries is divided into four reform groups according to the level
of cumulative liberalization. Some countries have suffered severely
from regional tensions, in particular blockades or civil wars. Indica-
tors of reform vary widely in this group, and they are treated sepa-
rately. The table also shows estimates of the degree of liberaliza-
tion in 1995, the share of the private sector (in the case of China
and Vietnam, the nonstate sector) in the latter year, and cumu-
lative foreign direct investment inflows over 1989-95 relative to
1994 GDP.

Market processes and competition have strengthened in China in
recent years, in part because of improvements in trading infra-
structure. But in 1995 its economy was still less liberalized than
those in CEE countries. For example, China retained a number of
trade restrictions (which studies have suggested are economically
costly), whereas the CEE countries moved swiftly to very open mar-
kets and trade. However, because of its earlier start to liberalizing
reforms, China emerges as a fairly advanced reformer—in between
groups 1 and 2 in terms of its overall exposure to market forces.

De-Statization

Ownership has also diversified greatly in China. The share of its
state sector—at about 40 percent—is comparable to that of coun-
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TABLE 2. Comparative Progress in Reforms (unweighted averages).

Cumulative Changes in Ratio of FDI
Liberaliza- Liberaliza-  Private Sec- Private Sec- to 1994
tion Index, tion Index, tor Share,  tor Share in GDP;
Country or group 1995+ 1995+ 1930-85%  GDP, 1995® 1989-95
CEE, NIS and Mongolia
Group 1 6.9 89 43.3 56.9 10.2
Group 2 4.7 1.6 414 51.7 6.7
Group 3 34 6.9 30.9 384 20
Group 4 2.0 44 145 234 0.7
RT . 39 5.9 20.1 338 1.1
China .......... 5.2 5.9 802 56.02 233
Vietnam ...........cccooceeveene, 5.8 6.5 -1.1a 5982 23

Source: World Bank Data.

s Updated index from De Melo, Denizer and Gelb 1996.

b Nonstate share.

Note: Country groups for CEE, NIS and Mongolia. Group 1: Czech Republic, Hungary, Poland, Slovak Re-
public, and Slovenia. Group 2: Albania, Bulgaria, Estonia, Latvia, Lithuania, Mongolia, and Romania. Group
3: Kazakstan, Kyrgyz Republic, Mondova, and Russia. Group 4: Belarus, Turkmenistan, Ukraine, Uzbekistan.
?Td“({egtional tensions) countries include: Armenia, Azerbaijan, Croatia, FYR Macedonia, Georgia, and

adjikistan.

tries in groups 1 and 2. Relative to GDP, over 1989-95 foreign di-
rect investment inflows into China have also been larger than
those into any other transition country apart from Hungary.2 How-
ever, China’s true private sector is far smaller than those in the
leading reformers in CEE and the NIS. This points to a distinctive
feature—a large portion of China’s economy consists of a “nonstate”
sector, with firms owned by collectives or local governments, rather
than being state-owned or privately-owned in the classic sense.
Clarifying property rights in China is therefore an issue that goes
well beyond the state sector.

Key Institutions

Cross country comparisons of institutional changes across the 28
countries indicates that they usually parallel the progress of eco-
nomic reforms. This is in part because reforms create demand for
new institutions. Without a hard budget constraint, for example,
creditors do not develop the capacity to use bankruptcy procedures
to work out the debts of problem clients even if a bankruptcy law
is formally on the books. China’s level of institutional reform in
many areas appears to be comparable with that of the group 2 re-
formers, that is, broadly in line with its cumulative reform experi-
ence. Nevertheless, its reforms lag behind in certain areas.

One such area is the banking system. A substantial volume of
credit is still dispensed in accordance with a national credit plan
in China. Interest rates are still largely regulated, with lending
rates and enterprise deposit rates often heﬁ‘ below the level of
rates on household deposits, although there have been some recent
moves to adjust the rate structure. China’s move to create three
new policy banks in 1994 may represent a significant step in the

2Part of FDI into China consists of capital exported in order to take advantage of tax and
other concessions.
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process of delinking policy lending and commercial lending, but the
speed of financial sector reform is heavily constrained by the pace
of state enterprise reform. This in turn 1s constrained by the rate
of change in social policy, among other factors.

A second critical area is fiscal reform. The process of fiscal
recentralization initiated in 1994 has particular importance be-
cause of China’s vast size and the diverging progress of its regions.
Between 1978 and 1994, government expenditures in China halved
relative to GDP, declining to about 17 percent, well below the level
of about 26 percent of GDP that is typical for countries at China’s
level of income per head. Most of China’s revenue decline was due
to smaller contributions by state enterprises. This partly reflected
government intentions. In the interests of increasing enterprise au-
tonomy, firms were allowed to keep a larger share of their profits.
Revenue collection was further undermined in 1988 by the new
contract system which sanctioned “tax payment by negotiation.”
But greater competition from collectives eroded state enterprise
profits; moreover, as local governments gained economic and politi-
cal strength, they began reducing their efforts to collect those taxes
that were to be shared with the center, and granting tax relief to
“their” enterprises. They also managed to appropriate considerable
resources for local purposes, by cﬁanne]ing local surcharges on
taxes into their own extra-budgetary funds and letting enterprises
“donate” funds for local projects. Until 1994, China lacked an effec-
tive tax administration. Strengthening this area is therefore a very
high priority, especially as government takes over social obligations
from enterprises.

EcoNOMIC AND SOCIAL OUTCOMES IN CHINA AND OTHER COUNTRIES

In important respects, China is therefore quite an advanced re-
former relative to other countries that have recently moved from
lan to market, although it has taken a distinctive approach to re-
orms. The outcome of its reforms has also been different—in con-
trast to the CEE countries and the NIS, China (and also Vietnam,
where liberalizing reforms and stabilization policies have been clos-
er to those initiated in the CEE region) has enjoyed spectacular

owth throughout its reform period (Table 3), even if growth may
E(E, overstated by official statistics . Much of China’s growth (the
highest in the world, apart from small, diamond-rich Botswana)
has come from the expansion of previously repressed sectors. In ad-
dition to agriculture, these include services (between 1979 and
1994, the share of services in GDP rose by 10 percentage points be-
cause of both faster growth and favorab{e relative price changes),
and exports. China went from being the world’s 32nd largest ex-
porter to its 10th largest, replacing the East Asian “tigers” as a
major exporter of labor-intensive manufactures. New, nonstate,
businesses played a crucial role in growth and job creation, and
joint ventures and private firms have made a strong contribution
to growth and exports in recent years. More generally, China’s
growth has also been fueled by high rates of savings and invest-
ment in the industrial sector, and a consequent increase in labor
productivity. Between 1978 and 1993 overall industrial labor pro-
ductivity rose by over 150 percent—but with different underlying
rates of total factor productivity increase in state and nonstate sec-
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tors, as discussed in the section of this paper entitled “Property
Rights and Enterprise Reform.”

TABLE 3. Economic and Social Qutcomes During Transition.

Average GDP growth Average inflation Change in social indi-
(percent per year) (percent per year) cators, 198994+
. Life ex- Infant
Country or group 1989-95 1994-95 1989-95 1994-95 pectancy mortality
CEE, NIS, and Mongo-
lia
Group 1 ... -1.6 43 106.0 18.7 0.7 ~-18
Group 2 .... —4.2 40 149.2 59.0 -0.2 -1.8
Group 3 .... -9.6 -12.5 4664 406.8 -44 0.9
Group 4 ................. -6.7 -114 809.6 1,176.5 -1.6 -1.9
Countries severely
affected by re-
gional tensions -11.7 =15 929.7 1,328 0.5 -2.7
(01111, T E 94c¢ 11.0 84c¢ 20.6 Z1b -11.1®
Vietnam .........cccooveenee 1.14 19 114.84 132 1.7¢ —5.4¢

Note: All data for recent years are subject to revision.

sData do not take into account a possible rise in measured infant mortality rates due to the shift to
international methodology in the NIS around 1993. Social indicators are population-weighted. ’

bData are for 1978-95.

<Data are for 1986-95.

Source: IMF and World Bank data.

Services and exports to industrial economies have also led the re-
covery of the more advanced reformers in CEE. For example, the
increase in the share of services in GDP in group 1 and 2 countries
in 1989-95 was 16 and 10 percentage points, respectively, and the
leading reformers have reoriented their trade towards market
economies, in particular, those in the European Union. New busi-
nesses have also been instrumental in their growth. For example,
Poland’s 7 percent growth in 1995 reflected 15 percent growth in
the private sector and 3 percent contraction in the state sector.

The initial phase of the reforms in these countries has, however,
been dominated by the massive structural adjustments which have
been needed in their state sectors, in particular in industry. Thus,
in the leading reformers Poland and Hungary, industrial labor pro-
ductivity at first fell sharply as output slumped in 1989-91. It then
began to recover as layoffs mounted (many established firms have _
cut work forces by half or more since 1989) and as new products
and processes have spurred the growth of a new industrial sector.
By 1995, labor productivity exceeded its 1989 level by a third, the
result of a massive shakeout. The less advanced reformers in the
NIS have yet to pass through this stage, while the countries sub-
ject to regional tensions have seen particularly large output
losses—even though these are overestimated, as are those in other
CEE countries and the NIS. 3

3Qutput losses in this region also do not directly represent welfare losses, because part in-
volves cutting the production of goods not wanted in a market system.
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As also shown in Table 3, China has experienced major improve-
ments in social indicators in the reform period, with life expectancy
rising by over 2 years and an 11 point drop in infant mortality. So-
cial indicators have improved too in the more advanced reformers
in CEE, but China offers a very different picture from that in man
of the NIS, where life expectancy and infant mortality have bot
deteriorated. Nevertheless, there is little room for complacency. As
discussed in “Social Policies in Transition,” the initial stage of Chi-
na’s reforms lifted almost 200 million people out of absolute pov-
erty, but the rise in urban-rural differences and growing regional
inequality have now weakened the link between growth and pov-
erty reduction, leading to rising concern over the distribution of
gains.

PROPERTY RIGHTS AND ENTERPRISE REFORM

Extensive evidence from CEE and elsewhere indicates that most
firms, whether state owned or private or something in between (as
in the case of China’s “nonstate” firms) make efforts to restructure
if their avenues for rescue are firmly closed and competition in-
creases. Most existing firms in CEE have been drastically
downsized, and enterprise-level data show that declines in labor
forces have typically been largest in those firms where output and
sales have registered the sharpest declines.

China has not taken similarly dramatic steps to stem the flow of
subsidies to firms, but a number of measures have been adopted
to improve performance in its. state sector, including management
contracts, new accounting standards, shifting supervisory respon-
sibility for many firms to the provinces, leasing, corporatization
and the selling of minority shares on stock exchanges. The effi-
ciency (as measured by total factor productivity) of some state
firms has risen, but by how much is hotly debated—some studies
sug%est a modest improvement in the range of 2-3 percent a year
while others argue against any improvement whatsoever. What is
not disputed is that the improvements have been largest where en-
-terprises have been most exposed to market incentives and com-

petition, notably from a growing nonstate sector.

Overall, however, the number of unprofitable state firms has
been rising in China. Many face onerous problems of excessive em-
ployment (according to some estimates, 20 percent of the labor
force may be surplus to current needs; this number is comparable
to the total increase in state sector employment that has taken
place since 1978), unfunded pensions, and obligations to provide so-
cial services that they cannot afford. To the extent that growing
losses arise from increased financial discipline, losses could be a
mark of progress. Indeed, there are indications of tighter financial
constraints on its state sector, and these will probably be strength-
ened by the shift of many firms to the supervisory authority of pro-
vincial-level governments which lack direct access to monetary fi-
nancing.

But there are also other possible causes of mounting losses, in-
cluding a steady increase i1n competition and the likelihood—as
suggested by much experience in CEE and the NIS—that in transi-
tion countries assets and earnings in a large state sector tend to
be increasingly diverted into private hands after the private econ-
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omy becomes legitimate, even (as in China) without formal pro-
grams of privatization. China does not face the same urgency in ad-
dressing privatization as countries in CEE and the NIS. The state
sector 1s smaller, the extent of needed restructuring is probabl
also less, and its government has the capacity to exert tighter di-
rect control and disposes of more resources. Yet, defining property
rights in the state sector and allocating them to effective owners
is one of the major challenges facing China in the next stage of its
reforms. So is delinking employee benefits from enterprises, to fa-
cilitate downsizing (see the next section).

A distinctive set of enterprise issues concerns the “nonstate” sec- -
tor, in particular the township and village enterprises (TVEs)
owned by local governments and citizens of particular communities.
Local governments act as holding companies for one type of TVE;
another type, more recently developed, is closer to a private firm
but maintains close fiscal ties to local government. The growth and
performance of the TVEs have been extraordinary. Their share in
GDP rose from 13 percent in 1985 to 31 percent in 1994 as they
created 95 million new jobs. The nonstate share. of industrial out-
put rose from 22 percent in 1978 to a startling 66 percent in 1995.
Capital-labor ratios in collective industry are only a quarter of
those in the state sector, yet labor productivity is close to 80 per-
cent of the state level and rising at 10 percent a year. Total factor
productivity is therefore higher and also seems to be growing more
ragidly outside the state sector. -

everal factors explain this remarkable record. Property rights,
though fuzzy by Western standards, are implicitly defined as bene-
fits accrue to relatively stable local communities where individuals
are often related through kinship. The 1984 decentralization of fis-
cal power allowed subnational governments to retain locally-gen-
erated revenues, creating powerful incentives to limit the drain of
persistent lossmakers on local budgets; in addition, the TVEs and
their communal governments confront intense competition for in-
vestment (including for foreign investment) where opportunities
are affected by reputation and local economic performance. Rural
savings have been high, and there have been pressures to reinvest
resources in communities. In addition many TVEs maintain close
links with state enterprises, which provide a natural source of de-
mand, technology and raw materials, while foreign investment
fr(}>]m Hong Kong and Taiwan (China) plays a similar role for many
others.

Nevertheless, TVEs too will need to evolve as economic reforms
progress. As their demands for finance increase against the back-
drop of a more commercial banking sector, and as people become
more mobile outside their traditional communities, the TVEs’ lim-
ited and implicit property rights will need to be better defined and
made more transferable. Recent studies suggest that there are al-
ready pressures in this direction in some localities.

SocIAL POLICIES IN TRANSITION

Four factors have been important in influencing living standards
and the direction of social policy reform in transition countries: the
widening distribution of income and wealth, economic growth (or
the absence thereof), increased labor mobility, and the different im-
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pact of the transition on old and young. In its urban centers, China
faces many similar issues to countries in CEE and the NIS, but it
also faces a challenge in the need to sustain critical services in poor
rural areas.

In CEE and the NIS, a combination of negative growth and in-
creasing income dispersion has resulted in a sharply increasing in-
cidence of poverty, even though many have gained from economic
reforms, including through the availability of high-quality
consumer goods. In China, the interaction between growth, in-
equality and poverty has been rather different. Urban-rural dif-
- ferences in income levels have long been substantial. The initial
phase of reform in 1978-94, largely focused on the rural economy,
led to both high growth and declining income inequality, and lifted
some 200 million people out of absolute poverty. But after 1985, as
reforms shifted to the industrial urban economy, the urban-rural
disparities increased and income inequality rose markedly. Despite
a doubling in the size of the economy between 1985 and 1993, the
poverty headcount (as defined by the numbers below a poverty line
of $18 per person per month) actually rose by an estimated 1 per-
cent.

Most of China’s poor are concentrated in remote resource-defi-
cient rural areas, and about half of the children in absolutely poor
households are at least mildly malnourished. Many of the rural
poor would face starvation without the highly effective grain relief
system, and it is essential that this survives transition. The provi-
sion of social services has stagnated in poor areas, where edu-
cational achievement is often deplorable. In the poorest commu-
nities, half the boys and most of the girls do not attend school. And
recent analysis suggests that China may be falling behind in
health care despite impressive past achievements, in part because
the previous system of setting aside a share of rural communal pro-
duction to finance essential services has broken down, with adverse
effects in poor areas.

Coping with regional differences is therefore an important chal-
lenge for reforms. Income disparities within regions and cities in
China has remained relatively low, but the southeastern coastal re-
gion, for example, has been growing twice as fast as populous
central China. In addition to the emergence of previously repressed
comparative advantage, trade and investment policies overwhelm-
ingly favored the coastal provinces, and the decentralization of the
fiscal budget reduced transfers from wealthier to poor areas. In-
vestment rates in the coastal areas have been four times higher
than in poor areas. In response, the Chinese government has
moved to equalize the treatment of different regions and to rein-
force central revenue capabilities with the 1994 tax reforms.

But given China’s outward-oriented strategy, the natural advan-
tages of the south remain, and unofficial migration—in the form of
a “floating population” which numbers 20 to 25 percent of the pop-
ulation of most cities and is also large in some rural areas, contin-
ues to respond. This floating population is not covered by the state
social security system, and is increasingly de-linked fg"om tradi-
tional rural support systems based on membership in a stable com-
munity. Also not included in the state system are some 100 million
workers in rural industry.
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Migration from poor areas also has implications for the adjust-
ment of the state sector, as it is likely to continue to exert down-
ward pressure on pay in most of the nonstate sector. Because of
this, growing employment opportunities in the nonstate sector are
not sufficient to puﬁ surplus labor out of the state sector, where
overall remuneration, including benefits, is at least 60 percent
higher. Active measures will therefore be needed to facilitate the
downsizing of state sector employment. These include delinking
benefits from enterprises; unlike the situation in the NIS, China’s
enterprises are not only responsible for administering a wide range
of employee benefits but for financing them as well. The burden is
therefore unequally distributed, with older enterprises with more
retirees typically facing a higher range of costs.

Increased labor mobility is therefore a particularly critical ele-
ment of transition for social policies in China, as regards both the
state and the nonstate sectors. Both restricted mobility and com-
pletely free movement have costs, the former in lost opportunities
for beneficial migration, the latter in strains on urban infrastruc-
ture, the breakdown of rural communities and the danger of creat-
ing an urban underclass. But the present situation in China is un-
ambiguously bad—mobility exists in practice, but social policies
and institutions, including the state pension system, are based on
the assumption that it does not.

Future social reforms therefore involve a massive—and politi-
cally very difficult—policy agenda. There is broad agreement, for
example, that a unified system of pensions, including rules for ad-
justing benefits for inflation, should cover all urban enterprises,
whether state or private. Benefit administration and delivery need
to be shifted away from the enterprises, the retirement age needs
to be raised, and a well-defined structure of contributions needs to
be introduced. There has also been some initial discussion of
whether enterprises could attempt to offset pension obligations
with certain of their assets. Housing, for example, represents a
very large store of value in a market economy, and 80 percent of
urban housing in China is owned by enterprises. Could firms bor-
row a%ainst such assets to fund social obligations, repaying the
loans by auctioning off the properties on the death of the occu-
pants? Reforms in these areas, and more generally, in the sphere
of social policies, are still at a very early stage.

LOOKING AHEAD: THE AGENDA FOR REFORM

Transition countries face different critical reform agendas, de-
pending on the stage of their development and their reforms. Eco-
nomic %ibera]ization and macroeconomic stabilization have been
largely accomplished in the more advanced reformers in Central
Europe for example. These countries now need to harmonize their
institutions with the EU in preparation for accession, and to effect
a realignment of the state, which still accounts for half of their
economies. This will involve tackling very costly social expendi-
tures.

The less advanced reformers in the NIS are still grappling with
the process of consolidating financial discipline. Some also face se-
rious problems of corruption and organized crime, and need to
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move towards a more effective rule of law, as well as to strengthen
social safety nets if deep poverty is not to become institutionalized.

The next stage of reform in China will be more complex and dif-
ficult than past efforts, as it requires tackling reform of the state
and financial sectors and the institutional underpinnings of the
economy. Maintaining growth and avoiding a deterioration in dis-
tribution are important goals, both because China is still a poor
country, and to sustain support for reforms. This requires improv-
ing the efficiency with which savings are allocated, and, in parallel,
developing better tools of indirect macroeconomic management, be-
cause direct measures will become increasingly less effective as the
degree of economic liberalization increases. Continuing fiscal re-
forms are a high priority; so is raising capacity in the banking and
legal systems and anticipating the need to deal with the many
problem clients that will emerge as the banks become more mar-
ket-oriented. A clear definition of the role and scope of the state
sector is called for, and this will almost certainly involve reducing
its size. Also important are measures to encourage effective cor-
porate governance and accountability in state, nonstate and private
firms. Social policy reforms should focus on broadening access to
key 'services and improving their quality. And disentangling social
benefits from state enterprise finances is an essential key to unlock
further reforms.
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INTRODUCTION AND SUMMARY

China, with double digit real growth, a rapidly expanding manu-
facturing sector and an enormous consumer base, is rapidly emerg-
ing as a major global economic power. Driven by large infusions of
foreign investment and a government convinced that the next cen-
tury belongs to China, but constrained by sometimes painfully slow
economic reforms, our baseline projection indicates that China is
expected to almost triple its economy by 2010 to $2.3 trillion real
GDP (in 1990 US$) from $633.7 billion in 1995. Real per-capita
GDP will increase three-fold, from $521.80 to $1,635 in 2010.
Nominal merchandise exports will surge from $126.5 billion in
1995 to $953.2 billion in 2010. Imports will rise at a slightly faster
pace, increasing from $108.8 billion in 1995 to $966.4 billion in
2010. :

But strains due to the clash of an emerging market economy
with an authoritarian political regime and a command and control
policy formulation system are already evident. The resolution of the
contradiction between centralized control and a free-wheeling mar-
ket system, both at the regional and the national levels, will even-
tually determine the future of China. Along with economic develop-

*Virendra Singh is Vice President of Asia Service and Narendra Singh is Director of World
Service at the WEFA Group, a leading economic forecasting and consulting company based in
Philadelphia.

(101)



102

ment and the expansion of the market system, centrifugal decision
making tendencies have been strengthened. The Ninth Five-Year
Plan implicitly recognizes these developments and recommends a
number of remedies to counter centrifugal tendencies. The plan
proposes to further strengthen the politicaﬁ, cultural and social con-
trol of the Communist Party without stifling the emerging market
based allocation of resources. To resolve the conflict between the
political and market systems, the government proposes the creation
of ‘socialist market system, a system of market based enterprises
which while optimizing their individual profits and asset values
also maximize social welfare. The government is projected to move

_away from its current pervasive role in the economy to one where

it ensures distributive justice. But demands for political reforms
are expected to strengthen as the economy develops and an increas-
ingly prosperous middle class seeks political and cultural plurality
and a greater role in determining the future of the country. Past
experience suggests that the Chinese economy is very sensitive to
anif signs of political upheaval and it will continue to remain so.
Political instability, short of a major change in the political struc-
ture, is unlikely to have a major impact on the long-term growth
trajectory of the economy.

RECENT DEVELOPMENTS

China’s macro-management of the economy towards a soft land-
inﬁ has shown clear signs of success over the past one year. While
inflation appears to be under control, the economy continues to ex-
hibit broad-based growth. Trade growth remains robust and capital

_inflows are at an all time high. However, recent economic indica-

tors point towards the limitations of command macro-management
of an economy rapidly moving towards a free market.

China’s tigﬁt credit policy is clearly working as retail price infla-
tion fell to 7.7% in the first quarter of 1996 from an average of
16.7% last year and 24.1% in 1994. Meanwhile, the official target
for inflation for 1995 was also achieved. The State Statistical Bu-
reau (SSB) estimates that retail price inflation subsided to 14.8%
for 1995, 0.2% below the official target of 15%. and down signifi-
cantly from 21.7% in 1994. Consumer price inflation slowed to
16.7% during 1995, compared with 24.1% 1n 1994,

All along China has maintained a sound momentum in the ex-
pansion of the overall economy. The SSB estimates that the coun-
try’s real GDP grew 10.2% in 1995, a tad slower than the 11.8%
registered in 1994. The year 1995 was the fourth straight year that
the Chinese economy posted double-digit growth. Agricultural out-

ut increased 4.5% to 1.1 trillion Yuan, aided by a record grain

arvest of more than 460 million tones. Industrial production was
up an impressive 13.4% in 1995 though significantly lower than the
18% in 1994 due to tight liquidity. Recent figures indicate that in-
dustrial production has picked up once again, with constant Yuan
value added output up by 15.6% in January-April 1996 over the
corresponding period a year ago.

As for the balance of payments, the country reported US$35 bil-
lion of foreign investment and a nearly US$20 billion trade surplus
in 1995, both historically high levels. As a result, China’s foreign
reserves surged to above US$75 billion at the end of the 1995, and
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consequently the Chinese Yuan steadily appreciated to Yuan/US$
8.32 in December 1995 from Yuan/US$ 8.42 at the beginning of last
year.

But recent figures indicate that though inflation may have sub-
sided, the huge disparity between managed internal prices and
world market prices will continue to exert upward pressure on do-
mestic prices. With reform of state owned enterprises on a back
burner, year-on-year consumer inflation has stalled in the upper
9% range since the beginning of the year and relaxation of credit
policy in May could lead to another bout of inflation during the lat-
ter half of 1996. More telling is the severe export slump in recent
months. After strong growth through most of last year, aided by an
appreciating Yuan nominal exports in the first quarter fell by 7.2%
in January-May 1996 over the same period a year ago, the first
sustained decline since 1993, whereas imports grew by 14.6% dur-
ing the same period, leading to a cumulative trade deficit of $0.5
billion since the beginning of the year.

A number of factors appear to be contributing to the decline in
exports. Deteriorating relations with Taiwan and the US were al-
ready having an impact on sales to those markets last fall and may
have further undermined exports during the first quarter as ten-
sions escalated. The strength of the US dollar, against which the
Chinese Yuan has appreciated slightly , has also had an impact on
sales to Japan and Europe. But short-term trends in Chinese ex-
ports have historically been most closely associated with develop-
ments in the domestic market.

As the domestic economy heats up some exporters shift their at-
tention to the domestic market and others have difficulty finding
local inputs for their exports. The fall in exports in the first quarter
is most likely due to unexpectedly strong domestic demand, de-
mand that has stalled the decline in inflation and might presage
more rapid growth and renewed inflationary pressures. Some indi-
cation of this is apparent from quarterly GDP statistics which show
10.9% growth in the fourth quarter last year after 8.9% growth in
the third quarter.

This perspective on the fall in nominal exports is supported by
import data. While exports grew by a stunning 45.5% in the first
half of last year and then decelerated dramatically to finish the
year with 23.4% growth, import growth remained steady and aver-
aged 14.2% for t%; year. In the first quarter of this year import
growth accelerated to 22.9%, leading to a first quarter (fob-CIF)
trade deficit of $1.2 billion. The deficit compares with a remarkable
$7.10 billion surplus registered in the first quarter of last year
leading to a $16.7 billion annual trade surplus. While last year’s
record surplus was supported by weak domestic demand and was
clearly inappropriate given the huge capital inflows into China, the
speed with which the trade accounts have turned into deficit is sur-
prising and indicative of China’s continuing problems with manag-
ing the macroeconomy.

Despite the nascent trade deficit problem, China has followed
through on promises made last November to cut tariffs this year.
Starting April 1, China began cutting tariffs on nearly 5,000 types
of the approximately 6,000 types of goods that China imports.
China claims the cuts, which average 35.9%, will reduce the nomi-
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nal average tariff rate from 35% to about 23%. Promised in the
wake of last year’s record trade surplus and huge run-up in foreign
exchange reserves, the cuts preclude any rapid recovery from the
first qu]xarter trade deficit. Indeed the first quarter deficit would
likely have been far higher but import growth decelerated in March
as importers awaited the tariff cuts.

In another sign of faster than expected growth, collective indus-
try in January grew by 18.2% compared to 8.2% growth for state
industry and 15.4% growth for private and foreign industry. In
contractionary periods the gap between collective and state indus-
try usually narrows as credit is restricted to state industry,-while
in expansionary periods the gap widens as collective industry is
given a chance to exhibit its greater potential. The relative weak-
ness of state industry is an ongoing problem. Though losses from
state firms are a major drain on the budget, the government is re-
Juctant to allow unprofitable firms to shed an estimated 24 million
redundant . workers and aggravate urban unemployment. Even
without rapid reform of state industry, current projections call for
-an urban.unemployment rate of 3.2% for 1996, up from 2.8% last
year. These numbers exclude as many as 80 million rural migrants
and perhaps another 100 million surplus laborers still located in
rural areas.

After 34.4% growth in 1994, growth in M2 money decelerated
over the course of last year and finished the year with 29.5%
growth. This trend apparently continued into January which saw
25.9% M2 growth. While money supply growth is down somewhat,
recent evidence of renewed strength in domestic demand suggests
that it is still too high. Regarding interest rates, special inflation
subsidies paid on long-term bank deposits were eliminated on new
deposits starting April 1. The subsidies, equivalent to an extra 9%
in interest, helped encourage savings and were crucial in prevent-
ing further overheating of the economy in recent years. At 13.5%
for 3-year fixed deposits, savings rates are still competitive and in
fact exceed subsidized lending rates in many cases.

PoLicy DEVELOPMENTS

China’s recently published Ninth Five-Year Plan (1996-2000) fo-
cuses on the two weak links in the economy, agricultural produc-
tion and reform of the state-owned enterprises. The Ninth Five-
Year Plan sets a target of 500 million tons of grain output at the
end of the century up from 460 million tones in 1995, an ambitious
target indeed given the limited supply of cultivable land. The much
ballyhooed reform of state-owned enterprises (SOEs), another focus
of the Ninth Five-Year Plan, has made little progress in the past
years, lagging far behind reforms in other areas. The government
aims to introduce major measures in 1996 to accelerate the pace
of reform of the SOEs. However, the specific measures have yet to
be announced.

In a significant step towards financial and banking reform,
China launched its first nationwide inter-bank market in Shanghai
in January 1996. The inter-bank market allows lending and bor-
rowing of Renminbi funds between domestic banks on an overnight
and short-term basis. Twenty-seven former short-term credit cen-
ters run by major Chinese banks and local governments were se-



105

lected as members of the inter-bank market. Foreign banks are ex-
cluded form the inter-bank market. The inter-bank market, inte-
E‘rating the domestic money market, is the first ste({) towards mar-

et-driven interest rates. C)}'lina has primarily relied on the admin-
istrative controls over bank loans to regulate the money supply.
The establishment of a inter-bank market will provide the Chinese
central bank with greater flexibility in conductin monetary policy.

Late in 1995, China announced a package of trade related re-
forms which cut import tariffs on a large number of items up to
30%, and sets a target for reducing the country’s average tariff
from the current 35% to about 22% within the next few years. The
package would remove quotas and other import controls on 170
items, permit foreigners to set up joint ventures in retailing and
foreign trade, and allow foreign companies to change currency at
designated banks rather than at swap centers.

China recently announced that it aims to make the Renminbi
convertible on the current account on July 1, 1996. Though this is
not expected to have any immediate impact because conversion of
currency, though cumbersome, is not much of a problem for foreign
companies. At present China’s foreign exchange regulations are
among the strictest in the Asia Pacific regions. All foreign investors
are required to maintain separate foreign exchange deposit ac-
counts in a state approved bank. All foreign exchange receipts and
disbursements must flow through these ‘swap’ accounts. Convert-
ibility on the current account means that foreign owned companies
will be able to repatriate profits without hindrance.

PoOLITICAL DEVELOPMENTS

President Jiang Zemin is gradually emerging as the dominant
figure in Chinese collective leadership. President Zemin appears to
have forged a tactical alliance with Premier Li Peng and Qiao Shi,
the influential chairman of National People’s Congress (NPC)
Standing Committee, though he seems to be having some difficult
in asserting control over the Central Military Commission. Wit
paramount leader Deng Xiaoping reportedly in a vegetative state,
the first hint of a power struggle emerged during the March meet-
iniof the NPC in Qiao Shi’s back-handed eriticism of Li Peng, later
publicly repeated by Jiang Zemin in May. The public bickering ac-
quires significance due to Jiang Zemin’s recent embrace of ideologi-
cal imperatives over economic pragmatism and indications that Ele
may be pre-disposed towards accelerated reunification with Taiwan
anc{ vocal nationalism as demonstrated by an increasingly hard-
line position in Tibet and Xinjiang province. The widely publicized
and popular crackdown on official corruption, the increasing visi-
bility of military political commissars and party activists, and the
emphasis on “ideological, moral and cultural constructions,” are all
signs of Jiang consolidating power by tightening control at the sub-
ordinate leve%.

China’s heavy-handed attempts to discourage the reelection of
Taiwan’s President Lee Teng-hui was as much a reflection of inter-
nal power struggle in the Communist Party as they were of a pro-
found consternation regarding an independent and democratic Tai-
wan. Even if it were not to pursue independence from the main-
land, a democratic Taiwan with a freely elected legislature and
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president, would represent a serious challenge to the current politi-
cal structure in China and undermine the established ideology as-
signing absolute supremacy to the Communist Party. It is, there-
fore, not surprising that the Chinese leadership closed ranks
around President Jiang Zemin the and named him as the “core
leader” at the March meeting of the National Peoples Congress.
Tensions with Taiwan are expected to abate as direct relations be-
tween the two countries, as proposed by President Lee Teng-hui,
gradually open up, thoufh occasional flare ups cannot be ruled out.

Under {ing the ascendancy of ideology over pragmatism in China
is the belief that the collapse of the gviet Union, the emergence
of nationalistic tendencies and the widespread disillusionment with
economic reforms in Russia were a result of political liberalization
initiated by Gorbachev. Like the Soviet Union, China too is a con-
glomeration of diverse religious and ethnic nationalities subject to
the same centrifugal forces. The emergence of Islamic fundamental-
ism in the west, the possible collapse of North Korea, democratic
reforms in Taiwan, the never-ending tensions with the US, the un-
settled situation in Russia and the porous border in the south, are
a}l)l. viewed as a threat to national security by the Chinese leader-
ship.

In the eyes of Chinese leadership, the history of economic and po-
litical reforms in the Soviet Union vindicates their policy of cau-
tious economic liberalization combined with political authoritari-
anism. This stance of the Chinese Communist Party is unlikely to
change and China is expected to remain a centralized one-party
state for the foreseeable future. To meet national security objec-
tives, the development of a military industrial complex and the
modernization of the People’s Army will continue to be a top prior-
ity.

Sino-US relations will continue to be unsettled. China is unlikely
to accede to US demands on human rights, transfer of nuclear tech-
nology and sales of armaments though it will likely compromise on
intellectual property rights. China’s sizable trade surplus will re-
main a bone of contention. However, heightened mutual suspicion
is unlikely to affect trade and investment relations between the
two countries since it will remain in the mutual geo-political and
economic interests of the two countries not to ignite another cold
war.

The economy will remain vulnerable to domestic political ten-
sions. Any signs of domestic instability will impact fixed invest-
ments and will lower the long-term growth trajectory of the econ-
omy. Investment as a percent of GDP declined from 35% in 1988
to fless than 25% in 1990 as a consequence of Tiananmen Square
uprising. Our estimates show that in the absence of Tiananmen
Square incident the level of real GDP would have been 1.3%-1.5%
higher in 1995.

GLOBAL OUTLOOK

The world’s economies, particularly those in developed areas, are
moving in different directions. The big trio, the U.S., Western Eu-
rope, and Japan, are dancing to three different tunes. Western Eu-
rope is moving to the slowest tempo. Inventory overhang and
Maastricht-induced fiscal tightening, combined with the delayed
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impact of a strong exchange rate, put Western Europe on shaky
ground. Among the worst performers, Germany probably fell tech-
nically into a recession during the fourth quarter of 1995 and the
first quarter of this year. In the US, real GDP growth rebounded
at a 2.8% seasonally adjusted annualized rate (SAAR) during the
first quarter of this year, from the weak 0.5% (SAAR) growth dur-
ing the last quarter of 1995. First quarter growth was perceived as
too strong to suit the market’s tastes. However, if volatile real fed-
eral consumption and investment caused by budget impasses are
excluded, real GDP grew 1.5% and 2.5% for 1995Q4 and 1996Ql1,
respectively, or 1.9% and 2.2% year-on-year. This growth would fit
our scenano of a moderate pick-up. Japan, on the other hand, con-
tinues to outperform most analysts’ expectations. The economy has
definitely entered a strong recovery phase.

In the next twenty years, GDP growth in developed countries
will be slower compared to the previous two decades (2.5% over
1996—-2015 compared to 2.7% over 1976-95). The growth rate of in-
dividual developed countries will vary, but in general, countries
with lower per capita income will grow faster than higher income
countries. This “catch-up” phenomena is driven by a closing of the
productivity gap between the leading countries and the followers.

Population growth will slow down in most of the OECD coun-
tries. The share of the aged in the total will rise; more so in Europe
and Japan than in North America and Australia. The decline in
working age population will be offset by rising female participation
and higher productivity. At the same time, the employment shift
from manufacturing to services will intensify. The inflation outlook
in the coming decases is benign (2% to 3%) compared to the seven-
ties and the eighties. In the EU, the program for nominal conver-
%ence (inflation and interest rates) and monetary union is likely to

e completed by the end of the first decade of next century, later
than planned. Based on inflation differential projections, a modest
depreciation of the dollar versus DM and yen 1s assumed in the
long-run.

More profound changes will occur in the developing world. GDP
growth rates in the next two decades will exceed 5.5% per year
compared to 3.5% in the previous two. Policy changes in this region
will induce capital inflow and technology transfers from developed
nations which, in turn, will increase productivity in the poorer
countries. Population growth in the developing countries is slowin
as well (from 2.1% in the period 1976-95 to 1.6% in 1996-2015
and therefore growth in per capita GDP will be even more impres-
sive.

PoLicy OUTLOOK

Policy over the next 15 years is broadly outlined in the Ninth
Five-Year Plan for National Economic and Social Development
(1996-2000) and the Long-Term Target for the Year 2010 which
were adopted by the National People’s Congress in March of this
year. Significantly, the NPC’s session coincided with the Taiwan
strait cnisis. With attention focused on Taiwan, the central leader-
ship had little trouble chaperoning the two documents through the
NPC. The provinces, in spirit of unity, all fell in line. The proposals
focus on policy priorities in agriculture, state owned enterprise re-
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form, the services sector, infrastructure investment, and science
and technology. However, competing economic, political and social
forces will inject a dose of reality into the lofty goals of the two doc-
uments. Rising unemployment, rapid urbanization and widening
income disparity are likely to temper state enterprise reform and
expenditure on science and technology. However, expansion of agri-
culture, key infrastructure investments and the reform of the serv-
ices sectors will be carried through.

The central leadership’s emphasis on ideology over pragmatism
will tend to slow the pace of change in policy. Radical new market
oriented initiatives are unlikely when consensus is at a premium.
Reforms in the state-owned enterprises (SOE) industrial sector will
be agonizingly slow. The fear of widespread unemployment and en-
suing social instability will be the main determinants of the pace
of overhaul and re-structuring of SOEs. The gap between policy
and implementation will be narrower in finance and services,
where the status quo proponents have a smaller constituency.

The recent re-centralization thrust notwithstanding, as exempli-
fied most recently in the appointment of more compliant governors
to the provinces of Guangdong and Sichuan, the authority of the
central government will erode gradually over the forecast }}’mrizon.
Economically prosperous regions will wield increasing influence
and locally inspired economic and investment initiatives in con-
travention to central policy will remain a significant part of the re-
gional landscape. There are already indications that the regions are
once more setting growth targets higher than the government’s de-
clared real GDP target of 8% for 1996. The tendency towards re-
centralization is expected to ebb as Jiang Zemin consolidates con-
trol and the power struggle in Beijing abates. The gap between pol-
icy and implementation will not widen during the next few years,
though it is unlikely to narrow either.

The Ninth Five-Year Plan places agriculture on the center stage
after years of neglect. In line with population growth and increas-
ing prosperity, the plan sets a goal of 500 million tons of grain out-
put for 2000. The plan emphasizes the need to improve yields, ex-
pand utilization ofpunderdeveloped land, reclaim fallow land, and
introduce new technologies. In pursuit of policy goals, the People’s
Bank of China announced in January that agriculture, along with
major infrastructure projects, will be a lending priority for state
banks. The plan also proposes revamping of the cooperative credit
systems and introduction of new agricultural insurance companies.

owever, regional analysis raises doubts about the viability of pro-
duction targets. For example, the province of Heilongjiang proposes
to double grain output from 25 million tons at present to 50 million
tons by 2000, which does not appear to be realistic under the most
favorable circumstances. We believe that a total grain output tar-

et of 490 million tons in 2000 is attainable if accompanied by pru-
gent investments and increases in food prices with the increase
passed back to the farmers.

Regional economic disparities between the coastal east and
central and western China has increased dramatically since re-
forms were initiated in 1979. In 1995 the growth gap between the
eastern seaboard regions and the interior was estimated to be over
7%. The widening regional disparity has received considerable at-
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tention in the Ninth Five-Year Plan. The open door policy that wel-
comes overseas investment and foreign companies will continue al-
beit with new priorities. Concern over expanding regional disparity
will lead to gradual erosion of preferential treatment of Special
Economic Zones. The government envisages a number of fiscal
means to encourage investment in the interior, an increased re-
source transfer from the east to the interior and a gradual shift of
labor-intensive industries from the coastal regions to the interior.
But a lack of transportation and communications infrastructure in
the interior and the sheer momentum of economically developed
coastal areas will be a major impediment towards regional equali-
zation, and a growth gap is expected to persist througﬁ]our forecast
horizon. Further, the current policy of transferring resources to the
interior to finance new expenditures will add to inflationary pres-
sures, ensuring that the inflation differential between the poorer
regions, which have traditionally experienced relatively higher
rates of inflation, and the prosperous seaboard will be further ag-
gravated. .

. The plan document pays special attention to infrastructure bot-
tle-necks and proposes a number of measures to change poor for-
eign perception of the commercial environment in these areas. It is
expected that foreign participation in transport, communications,
power and energy, and airport construction will be stimulated fur-
ther through incentives which will include limited operations of the
projects.

The plan expects rapid urbanization to continue, and by 2010
50% of the population to be city dwellers. Housing demand is ex-
pected to increase concurrently and residential construction invest-
ment is expected to absorb 13-18% of total fixed investments. Ur-
banization and rapid growth are expected to create environmental
and congestion problems. The government is negotiating with the
World Bank and the Asian Development Bank for loans running
into billions of dollars to relieve environmental and urban conges-
tion problems. In addition, all projects are expected to focus on en-
vironmental cost and benefits. The plan envisages the current in-
vestment in environmental technology of 0.7-0.8% GDP to rise to
1.5% of GDP by 2010, though the document emphasizes that tan-

ible economic gains have a higher priority during the Ninth Five-

ear Plan.

The government expects to extend its nascent social security sys-
tem to cover more than 80% of the urban population and 30% of
the rural population by the end of the plan period. Rural-urban mi-
gration and reforms of the SOEs are expected to bring unemploy-
ment rates of as high as 7.5% by 2000 up from current figures of
3%, which incidentally, does not include the underemployed or
those who are on government payroll without any work responsibil-
ities. The government projects that in the year 2000, over 278 mil-
lion workers will be either out of work or will need to be re-trained
to meet the demands of burgeoning industry. The reluctance to
push reforms of inefficient and money-loosing SOEs and an ex-
panding social net are expected to have a profound impact on gov-
ernment spending, and even though revenues are expected to ex-
pand primarily due to a booming economy, the danger of a rising
fiscal deficit cannot be ruled out.
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Comprehensive restructuring and reform of the financial sector,
including the insurance industry, is expected to continue at an ac-
celerated pace. The Ninth Five-Year Plan proposes to further con-
solidate the separation of monetary policy from commercial bank-
ing activities and rationalize savings and loans systems in rural
and urban areas. Participation of foreign financial institutions will
be expanded over the five-year plan. It is expected that foreign ex-
change transactions of foreign-funded enterprises will be fully inte-
Erated into the banking system’s exchange mechanisms, and the

enminbi is expected to become convertible on the current account
by the end of 1997. Inter-bank operations are to be liberalized and
interest rates decontrolled. But the plan also envisages continu-
ation and strengthening of government control and supervision of
the financial sector.

The government is expected to follow a prudent monetary policy
with the aim of keeping inflation under control and the Renminbi
stable. Inflationary pressures are expected primarily from the grad-
ual de-control of administered prices. The five-year plan proposes
a tight credit policy with the aim of keeping inflation below the
growth rate of real GDP and predicts an annual average growth
rate of 18% for narrow money and 23% broad money. We expect
that monetary policy will be fashioned in response the twin needs
of hi%h growth to meet social aspirations and to prevent the econ-
omy form over-heating. The central bank has proved itself adept at
controlling inflation by following a tight money policy over the last
two years. However, the central bank has yet to prove that it can
manage a relaxed credit policy without re-igniting inflation. Cur-
_ rent investment plans for the agricultural and infrastructure sec-
tors will require significant cash injections. State loans for 1996 are
projected to rise by 30%. Further relaxation in credit is expected
after China enters the WTO, at present projected for 1997, when
state-sector modernization pressures increase under threat of com-
petition to domestic industry. We expect credit policy to remain
under strict scrutiny all through the forecast period, though occa-
sional relaxation is expected under domestic pressures. We expect
the central bank to yield to such pressures when inflation appears
under control as wel{ as when it appears that the tight credit policy
threatens broader macro goals.

EconoMICc OUTLOOK

Starting from a very low base of economic development, the Chi-
nese economy contains all the ingredients for sustained high
growth over the next few decades. A high rate of literacy, low
growth of population and continued rural-urban migration will en-
sure the supply of motivated and skilled pool of labor without ignit-
ing a wage-price inflation spiral. Though growth will be primarily
driven by expanding production and integration of the economy in
the global economy, rising incomes driven by productivity growth
at an average of 5% per year and an increasing consumer base will
gradually increase in importance. Foreign investment and tech-
nology will continue to play a critical role in supplementing domes-
tic savings to fuel the high rate of growth. In the short-run, re-
gional concentration of industries and a creaky infrastructure may
prove to be a constraint on growth. But the government’s deter-
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mination to spread development across all regions and its commit-
ment to modernize infrastructure will ease these bottlenecks over
the long-run. Over the long-run declining population and productiv-
ity growth will gradually pull the overall economy towards long-
term balanced growth. But given the low base, the economy will
continue to exhibit high real growth within our forecast horizon.

After impressive double digit increases from 1990 to 1995, real
GDP is expected to grow at a more moderate and manageable aver-
age rate of 9.4% during the next five years, somewhat higher than
the projection of 8-9% in the Ninth Five-Year Plan. Per-capita real
GDP is expected to reach $991 by 2000, up 56% over 1995. Domes-
tic savings supplemented by foreign direct investment flow will fuel
the burgeoning economy. Foreign investment is unlikely to reach
1995’s $34.6 billion level but probably will average $18.8 billion to
2000 and $18.7 billion per year to 2010. Large-scale public invest-
ment in agriculture and infrastructure is expected to play a signifi-
cant role in boosting GDP. Real fixed investment is expected to
grow by an average of 11.2% per year during 1996-2000 compared
with 24.2% per year from 1990 to 1995. The growth in investment
will further moderate in subsequent years, averaging 9.4% per year
from 1996 to 2010, largely due to declining investments in infra-
structure projects and moderation of foreign investment flows in
later years.

Increasing prosperity reflected in an annual average growth in
real per-capita GDP of 8.3% will drive up personal consumption at
an average rate of 8.7% per year from 1995-2000. Personal con-
sumption is projected to grow at faster rate of 9.7% from 2000-
2005, as rising incomes results in higher purchases of durable
household items, before moderating to 8.1% from 2005-2010. The
overall domestic savings rate is expected to hover in the range of
38%—40% all the way through to 2010.

Rising government expenditure due to an expanding social secu-
rity net and policy induced spending on SOEs will ieep govern-
ment consumption buoyant, despite increasing deficit necessitating
large-scale issuance of government debt. Managing the macro-
economy has proven to Ee an extremely difficult task for China
throughout the reform period and it will continue to be so. The gov-
ernment’s reliance on credit control and bureaucratic fiat as the
primary means of controlling the economy will prove increasingly
ineffective. The government is expected to come through with its
reforms package for SOEs but the actual implementation will prove
to be a painfully slow process due to social and political impedi-
ments. Public consumption will grow at an annual average rate of
nearly 10% from 1996-2010. Rising government spending will be
supplemented by increasing revenues as more people move above
the zero-tax threshold and due to removal of tax exemptions and
subsidies on industrial and commercial enterprises, though tariff
reductions on imports under WTO rules will offset improved reve-
nue flows. However, commitments under the Ninth Five-Year Plan
will offset any revenue increase due to an expanding economy, and
public consumption is expected to increase 10.9% per year from
1996 to 2000.

Trade will continue to grow rapidly through our forecast period.
Merchandise exports (nominal dollars) will grow at 16.3% from
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1996-2000, slowing down in later years due to an expanding inter-
nal market, and average 14.4% over the 1996-2010 period. Increas-
ing competition from low cost producers like Vietnam and
Myanmar will play a role in moderating export growth. Exports
will continue to be dominated by industrial consumer goods though
capital exports and high value-added items will gradually increase
"in importance. Imports will grow faster than exports throughout
our forecast period largely to satisfy increasing demand for capital
goods and fuel. Although trade with the US, Japan and the EU will
continue to expand, trade with other APEC countries, Africa and
Latin America will improve significantly as China will look for new
markets for its exports and new sources for food, raw materials and
industrial commodities to fuel its expanding economy. Tariffs on
imports will be lowered selectively with most of the reductions tar-
geted on intermediate inputs and capital goods. China will main-
tain a trade surplus throughout our forecast period but exports and
imports will gradually converge, with a small deficit expected by
the year 2010.

The primary determinant of inflation will be the government’s
commitment to gradually decontrol all prices. As a result, we ex-
pect inflation rate to rise during periods of price de-control and
drop when the central bank tightens credit and the government
steps in to temporarily freeze prices in response to rising inflation.
‘Yo-yo’ inflation credit controls and price freezes will play a key role
in curbing inflation. The Ninth Five-Year Plan commits the central
bank to restrain money supply growth. However, the plan’s com-
mitments to agriculture and infrastructure, as well as political
pressure to selectively ease credit to the heavily indebted state sec-
tor will place obstacles towards meeting monetary goals. Controlled
grain and food prices will rise towards competitive market levels,
as increased returns on investments are necessary to revitalize the
rural economy. Transportation and electricity prices are expected to
rise as well to make these sectors attractive to investors. We expect
inflation to remain in double digits through the five-year plan pe-
riod, moving up in periods of easy credit and then down as the
central bank tightens credit. Average growth of consumer inflation
will be 10.3% 1n 1996-2010. In 1996-2000, the average consumer
inflation will be 12.6%, declining to 10.5% in 2000-2005, and then
down to 8% in 2005-2010, as controlled prices gradually move to-
wards free market levels.

With sufficient foreign reserves, which stood at $75.4 billion at
the end of 1995, the central bank is expected to protect the
Renminbi from market driven volatility. Backed by increasing re-
serves, the move to current account convertibility is not expected
to exert any significant pressure on the Renminbi. Any trend to-
wards appreciation due to increasing reserves will be counteracted
by the central bank to preserve the competitiveness of Chinese ex-
ports. The Renminbi is expected to depreciate along at a rate deter-
mined by the US-Chinese inflation differential, while the real ex-
change rate is expected to appreciate marginally over the forecast
period. Convertibility on the capital account is not expected over
the next five years, %ut is expected in 2005. China lacks adequate
financial infrastructure to implement capital convertibility and the
political leadership is unlikely to expose the economy to foreign
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capital without some measure of control. The absorption of Hong
Kong will be an important catalyst towards full capital convertibil-
ity. But even then, the path towards full capital convertibility is ex-
pected to be gradual.

The services account will show a small surplus over the next five
years, lar%ely due to an upsurge in tourism revenue. But a rising
outflow of interest, profits and dividends is likely to keep the
invisibles account in increasing deficit through 2000-2010.

Total foreign debt will rise over the forecast period but, due to
rapid GDP growth, it will decline as a share of GDP. The govern-
ment is expected to opt for foreign financing for infrastructure
projects, selected enterprises, and the government deficit. Total for-
eign debt will increase from $100.8 billion in 1995 to $148.4 billion
by 2010, most of it in the form of long term debt. The government
is sensitive towards crowding investors in the domestic market and
therefore is expected to eye overseas capital for most of its borrow-
ings. China’s exceptional trade performance and strong domestic
growth will provide adequate cushion for the government to easily
raise capital in foreign markets.

CHINA MACROECONOMIC MODEL

The macroeconomic model used to forecast the Chinese economy
is a part of WEFA Group’s World Model, a large system of inter-
linked country models. The macro-models of each country in the
system are linked together through trade and capital flows. The
system ensures that besides aggregate markets clearing in each in-
dividual country, international flows of capital and commodities are
also equalized.

STATISTICAL NOTES

Statistics ‘are drawn mainly from Chinese government publica-
tions, including Statistical Yearbook of China, China Monthly Sta-
tistics, and China’s Customs Statistics. Information from these pub-
lications is supplemented by the IMF’s International Financial Sta-
tistics, Reuters News Service, Telerate News Service, and a variety
of Chinese press sources.

TABULAR NOTES

The following tables show, respectively, a summary of various
economic measures- of the Chinese economy, 1985-2010; national
income accounts, 1991-2000; national income accounts, 2001-2010;
external sector, 1991-2000; and external sector, 2001-2010.



TABLE 1. China Summary.

S-Year Period 15-Year
Measure 1985-90  1990-95  1995-00 200005  2005-10  1995-10
National Income Accounts
Nominal GDP, US $ {%) w.ceveerrrerereeeccermsrnresesnnenns 495 11.18 15.88 1049 8.18 11.47
Per Capita Nominal GDP, US$ (%) .. 3.3 9.84 14.72 9.61 137 10.52
Real GDP (%) .oevververreerreerresennineanne 1.77 11.38 9.37 893 - 823 884
Per Capita Real GDP (%) .....ccoovvveeermirrrrrreecnnen, 6.12 10.05 8.27 8.06 742 1.92
Real Expenditure
Domestic Demand (%) ........ccoocooo.... 471 15.38 10.05 9.17 830 . 917
Personal Consumption (%) . 521 9.92 8.66 9.66 8.08 8.80
Public Consumption (%) ....c..covveeeerveerrerrrrrrann. 11.63 11.94 1093 . 10.60 8.61 10.04
Gross Fixed Investment (%) ....cooeeocecevererrnnn. 213 24.16 11.21 844 844 9.36
Exports of Goods and Services (%) ...... 1245 1740 11.14 11.24 10.23 10.87
Imports of Goods and Services (%) ................ -1.91 18.90 12.39 11.63 1030 11.44
Aggregate Supply
Primary SECtor (%) .....oocvevrireecccrnnecrrreeesnsessssesees 418 3.65 417 432 417 4.22
Secondary Sector (%) ...... 8.97 16.97 11.40 921 1.97 9.52
Tertiary SECtor (%) .vvvvvecveeireeeeereeeeeeesrenssssians 10.13 841 8.37 10.95 10.58 . 9.9
Prices and Financial
Consumer Price INdex (%) ..........cooeeervvveeeveenreneerens 10.56 12.81 12.56 10.47 8.02 10.33
GDP Price Deflator (%) ......cccvevvvvonnrersccersee e 7.36 1159 11.18 9.02 6.71 8.95
Money Supply, M1 (%) ..covvvveremre s ccesrrenennns 18.36 26.90 23.19 19.23 15.87 19.39
Exchange Rate (Yuan/$, AVE) c..ovveeereerr . 3.89 6.71 9.39 1337 18.68 13.81
Labor Market
Population (%) .........ceeevecrncnrereereeresicenneenneseennns 1.55 121 081 0.75 0.86
Labor Force (%) ... - 2.61 2.13 142 0.99 1.19
Trade (Billion US$)
Exports of GO0AS (%) .ooveoirrereeeeereeccereeeeeseresnens 1546 19.68 16.35 15.16 11.77 14.41
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Machinery and Equipment (%)

FUElS (%) .vvvverrerernereraennsensseonns
FOOd (%) wovecrrireeveereecerneiernnenns

Non-Food & Raw Material (%)

Industrial Consumer Goods (%)
Imports of Goods (%) .....ccoeermnene
Machinery and Equipment (%) ...
FUBIS (%) ovovvveerrererrrerssinssnnnne
FOOG (%) .ecvvrernrrernerersecearsernenece

Non-Food & Raw Material (%)

Industrial Consumer Goods (%)

Trade Balance as % of GDP (Avg) ...

Services (Billion US$)

Exports of Services (%) .....ccconeer
Imports of Services (%) ............
Service Balance as % of GDP (Avg) ..

Net Transfer as % of GDP (Avg)

Current Account Balance as % of GDP ................

* Capital Flows (Billion US$)

Net Direct Investment (Avg) ........

Net Portfolio investment (Avg)
International Reserves (Avg) ......

Merchandise Import Cover ...........

Average External Debt (Billion US$)

Total External Debt % of GDP (AVE) .covcoovcriviienee

Average Debt Service Ratio (Avg)

48.57
-5.99
11.69
5.92
23.23
2.07
0.74
49.21
16.52
488
-0.28
-0.81

1437
15.51
0.48
0.05
-0.28

2.14
0.67
18.77
538

11.21
26.56

38.86
-3.09

1.75
11.12
20.50
20.76
3021
2244
12.54
2398

7.56

1.17

22.56
33.27
0.03
0.1
131

20.02
2.18
42.99
6.48

16.32
20.10

19.67
-1.79

2.39

6.10
17.80
19.18
21.95
19.89
19.12
14.10
1331

0.85

20.49
17.94

0 01
0.90

18.84
2.13
112.48
7.24

11.80
15.38

17.79
=2.11

6.18
1191
14.96
15.67
1543
16.63
1.
18.98
14.01

0.19

15.01
16.03
-0.05
0.05
0.19

18.48
3.8
161.60
4.74

8.04
9.91

16.59
-2.98

5.10

9.57
14.83
15.67
16.74
16.40
15.73
14.48
12.64

0.32

15.79
15.09
-0.02
0.06
0.36

18.77
3.93
170.62
523

841
10.06
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TABLE 2. National Income Accounts (1991-2000).

Measure 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000

Nominal GDP, Bn. US Dolars .............oceccremnnnn 379.24 441.79 544,61 486.44 627.89 740.83 876.32 1,031.53 1,179.44 1312.16

Annual % Change 2.59 16.49 2.2 -10.68 29.08 17.99 18.29 17.71 14.34 11.25
Per Capita Nominal GDP ...............coovevemercerenns 327.4 377.0 459.5 4054 - 517.0 603.7 706.7 8233 932.1 1,027.4

Annual % Change 1.27 15.15 21.87 -11.79 27.55 16.76 17.06 16.51 13.22 10.22
Real GDP, Bn. 1990 Dollars .............ccoeerseeccn, 399.24 453.52 51431 575.00 633.65 692.52 757.89 831.86 909.73 991.42

Annual % Change 8.00 13.60 13.41 11.80 10.20 9.29 9.44 9.76 9.36 898
Per Capita Real GDP . 3447 387.1 434.0 479.2 521.8 564.3 611.2 663.9 719.0 776.3

Annual % Change 6.61 12.29 12.12 10.42 8.89 8.15 8.30 8.64 8.29 1.97
Billions of 1990 Yuan

Nominal GDP, Bn. Yuan ..o 2,018.83 2436.29  3,138.03 419244  5243.78 6,303.87 7.694.72 950597 11598.00 1393533

Real GDP, Bn. 1990 Yuan ..o, 1,909.63 2,169.27 2,460.06  2,75035  3,030.89 331246 362515 397897 435140 474215
Aggregate Demand

Domestic DEMaNd ......covevvvevvveernrees e 1,597.30 1,964.40 2,335.91 2,605.08  2,885.77 322128 351227 387469 425689  4,657.70

Personal Consumption .........ccooomevivocecvonnnes 899.72 1,016.71 1,123.50 1,217.35 1,316.08 1,439.23 1,537.80 1,669.26 1,822.98 1,993.38

Public Consumption .........cccccvrvrescscrrnrenne 170.08 198.48 219.69 238.36 256.76 290.21 317.62 351.25 389.42 431.24

Gross Fixed Investment ..o 521.50 749.22 992.72 1,149.37 1,312.92 1,491.84 1,656.85 1,854.18 2,044.49  2,233.08
Net Exports of Goods & Services .................... 50.02 33.00 -39.51 18.30 54.14 9.97 40.01 38.69 35.69 31.89
Exports of Goods & Services ...................... 352.45 408.61 440.89 551.86 665.87 721.83 817.46 911.79 1,017.87 1,128.91
Imports of Goods & Services .................... 302.43 375.61 480.41 533.56 611.73 711.86 777.46 873.10 982.18 1,097.01
Aggregate Supply
Primary SECtOr ......ooovvvvervumnseensnesrssmssenenaene 513.54 537.74 559.32 578.33 600.31 621.17 642.62 674.09 705.27 736.40
Secondary SeCtor ...........ooovveeviveoneceeree e 874.717 1,065.36 1,282.60 1,497.94 1,689.68 1,885.37 2,116.50 2,367.35 2,626.73 2,898.44
Tertiary SECtOr ... 521.32 566.17 618.15 674.08 740.90 805.91 866.03 937.52 1,019.40 1,107.31
Annual Percentage Changes (1990 Yuan)
Nominal GDP . 14.2 20.7 28.8 33.6 25.1 20.2 2.1 235 22.0 20.2
Real GDP 8.0 13.6 13.4 118 10.2 9.3 9.4 9.8 9.4 9.0
Domestic Demand ...........cooeomvveemeeveeererrr 13.2 23.0 18.9 115 10.8 11.6 9.0 103 99 94
Personal Consumption .. 9.7 13.0 10.5 8.4 8.1 9.4 6.8 8.5 9.2 9.3
Public Consumption ...... 16.4 16.7 10.7 85 1.7 13.0 9.4 10.6 10.9 10.7
Gross Fixed Investment 18.6 420 325 15.8 14.2 136 11.1 119 10.3 9.2

Exports of G0ods & SEIVICES ... 18.0 159 79 252 207 8.4 13.2 115 116 10.9

911



Imports of Goods & Services ......................

Primary Sector

Secondary Sector .......

Tertiary Sector

Prices: 1990 = 100
Consumer Price Index
Annual % Changes
Retail Price Index

Annual % Changes
Implicit GOP Deflator
Annual % Changes
Labor Sector
Population, Mn. ..

Annual % Change
Labor Force, Mn.

Annual % Change
Money Supply, M1 (Bn
Annual % Change

Exchange Rate, Ann. Avg., Yuan/US$

Annual % Change

Yuan) .

1,158.23
1.3
583.60
29
898.78
28.2
5.32
113

242
47
21.8
8.6

109.99
6.4

108.48
5.43

11231
6.2

117171
1.2
594.32
1.8
1,171.43
303
5.51
36

21.9
4.0
204
9.2

126.15
14.7
122.78

13.19
127.56
13.6

1,185.17
1.1
606.21
2.0
1,424.42
21.6
5.76
4.5

111
34
16.8
9.0

156.55
41

149.43
21.70

15243
19.5

1,200.00
13
618.27
2.0
1,858.16
305
8.62
49.6

147
38
12.8
9.9

182.70
16.7
171.85
14.80
173.01
13.5

1,214.40

16.4
3.5
116
8.8

201.88
10.5
190.76

11.20
190.31
10.0

1,227.20

2,888.05
25.2
8.51
1.9

9.2
35
12.3
1.5

228.53
13.2
215.74

13.09
212.26
115

1,240.10

11
3,530.32

22.2
8.78

3.2

123
49
119
8.3

261.66
145
246.09

14.07
23891
126

1,252.91
1.0
651.59
11
437437
239
9.22
50

12.5
456
11.0
8.7

295.94
13.1

277.02
12.57

266.54
116

1,265.34
1.0
659.32
1.2
5,392.86
23
9.83
6.7

117
44
103
8.6

330.09
115
307.24

1091
293.86
103

1277.17
0.9

667.75
1.3

6,544.32
214

10.62
8.0
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TABLE 3. National Income Accounts (2001-2010).

Measure 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010
Nominal GDP, Bn. US Dollars ...........c..eccevonnn... 1,428.92 156543  1,734.31 195196 216098 234160  2533.84 274040  2969.09  3,201.95
Annual % Change ... 8.90 9.55 10.79 12.55 10.71 8.36 8.21 8.15 8.34 7.84
Per Capita Nominal GDP 1,109.1 1,205.1 1,324.6 1,479.3 1,625.3 1,747.9 1,877.2 2,015.1 2,167.0 2,319.5
Annual % Change 7.95 8.65 9.92 11.69 9.87 7.54 7.40 1.35 7.54 7.04
Real GOP, Bn. 1990 Dollars .............ccooocoerovonce. 1,076.98  1,171.43 1,2717.56  1,395.73 1,520.79  1,648.84 1,781.08  1,925.53  2,084.19  2,258.22
Annual % Change : 8.63 8.77 9.06 9.25 8.96 8.42 8.02 8.11 8.24 8.35
Per Capita Real GDP 835.9 901.8 975.7 1,057.8 1,143.8 1,230.8 1,319.5 14159 1,521.2 1,635.9
Annual % Change . 7.69 7.88 8.20 8.41 8.13 1.60 7.21 7.30 7.43 7.54
Biltions of 1990 Yuan
Nominal GDP, Bn. Yuan ...........ccoeeeemeecemmmmnn. 16,461.82  19517.39  23229.63 27,789.82 32919.15 38435.18 44389.64  50,955.97 58,609.06  67,630.07
Real GDP, Bn. 1990 Yuan ..., 515140 560318 611083 667608 727426 788675  8519.27 9,210.18  9,969.10  10,801.52
Aggregate Demand ’

Domestic Demand 5,07859 554022 605267 662194  7,22363 783926  8,474.50 9,167.51  9,927.92 10,761.25
Personal Consumption ...........ccoeeemreovereeecees 219140 2417.20  2,650.97 290132  3,160.95 342371 369317 398657 430832  4,660.91
Public Consumption .............cooevrvovnvvvvveneens 479.24 533.65 590.15 650.69 713.63 771.58 843.30 914.74 992.96  1,078.57
Gross Fixed Investment ..........ccooonvvvunnnne. 2407.95 258937 281155  3,069.93  3349.04  3637.98  3,938.03 426620 462664  5021.77

Net Exports of Goods & Services .................... 25.98 21.20 20.81 20.69 20.74 2091 21.23 21.80 22.66 2381

Exports of Goods & Services
Imports of Goods & Services

1,251.72 1,391.04 154998  1,729.26 192264 212517  2339.23 257648  2838.15  3,128.64
1,225.73 1,369.84 152918  1,708.57 190190 210426  2318.00 255468  2,81549  3,104.83

Aggregate Supply
Primary Sector 767.23 797.30 832.06 870.75 909.68 947.42 984.92 1,026.47  1,068.60 1,115.69
Secondary Sector 3180.69 346991 379040 413937  4503.27 487405  5,256.52 567570  6,116.20  6,607.95
Tertiary Sector - 1,203.48 1,335.97 1,488.38 1,665.96 1,861.30  2,065.28  2,277.83  2,508.01 2,784.30  3,077.88.
Annual Percentage Changes (1990 Yuan)
Nominal GDP .....ocovveveeeeeccce e 18.1 18.6 19.0 19.6 18.5 16.8 15.5 14.8 15.0 154
Real GDP -....... 8.6 838 9.1 9.2 9.0 8.4 8.0 8.1 8.2 8.4
Domestic Demand ..........ccoooenveeeeecevecesnrrccrerne 9.0 9.1 9.2 94 9.1 85 8.1 8.2 8.3 8.4
Personal Consumption .........c.ooeoceovveremnnns 9.9 10.3 9.7 94 8.9 8.3 79 79 8.1 82
Public Consumption ............ccooevvverereeenennn. 11.1 11.4 10.6 10.3 9.7 9.0 8.5 85 8.6 8.6
Gross Fixed Investment ... 18 15 8.6 9.2 9.1 8.6 8.2 83 8.4 8.5
Exports of Goods & Services ......... 10.9 11.1 11.4 116 11.2 10.5 10.1 10.1 10.2 10.2
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Imports of Goods & Services ...........o..o.ovene...
Primary Sector .....cocvovvreremmenerres i
Secondary SECtOr .....ovvvveenceeeervesesnenreriernns
Tertiary SECtor ..ooovveeeerverrvere e,
Prices: 1990 = 100
Consumer Price Index
Annual % Changes .
Retail Price Index .........
Annual % Changes .
Implicit GDP Deflator
Annial % Changes
Labor Sector
Population, MO, ....oocooveeieecereeree e
Annual % Change ......c..ccooooeeevveeemeeennnnne.
Labor Force, Mn. ..........
Annual % Change ............
Money Supply, M1 (Bn. Yuan)
Annual % Change .........cccoo.u....
Exchange Rate, Ann. Avg., Yuan/US$ ............
Annval % Change ......ccorcommrrenveerennenne.

117
42
9.7
8.7

362.34
98

335,16
9.09

319.56
8.7

1,288.37

11.8
39
9.1

11.0

399.41
10.2
366.72

9.42
348.33
9.0

1,299.05

11.6
44
9.2

11.4

442.63
10.8
403.27

9.97
380.14
9.1

1,309.35
0.8
697.29
1.5
11,050.02
19.1
13.39
7.4

117
47
9.2

119

492.42
11.2
445.14

10.38
416.26
9.5

1,319.48
0.8
707.32
14
13,235.41
198
14.24
6.3

11.3
45
8.8

117

543.09
103
487.31

9.47
452.54
8.7

1,329.58

1.3
15,765.90

19.1
15.23

1.0

106
41
8.2

11.0

592.68
9.1

527.89
8.33

487.34
17

1,339.69
08

18,518.14
17.5
16.41

1.7

1.1
21,491.13

16.1
17.52

6.7

102
42
8.0

10.1

688.73
74

604.29
6.55

553.26
6.2

1,359.91
0.8
739.82
1.0
24,784.90
153
18.59
6.1

10.2
41
1.8

11.0

740.46
1.5

644.55
6.66

587.91
6.3

1,370.12
0.8
746.46
0.9
28,535.43
15.1
19.74
6.2

103
44
8.0

105

798.58
19

689.60
6.99

626.12
6.5

1,380.45
08

752.88
0.9

13293424

154
21.12
10
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TABLE 4. External Sector (1991-2000).

Measure 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000
Balance of Payments—Billions of U.S. Dollars
Exports of Goods, FOB ..........c.ccoeovmmreeerrrrrnns 58.92 69.57 75.66 102.56 126.52 133.63 165.37 197.34 233.12 269.76
Machinery & Equipment 7.15 13.22 15.11 20.65 28.85 30.25 38.59 47.70 58.96 70.81
FUBIS oo 491 487 4.83 457 4.48 3.95 4.08 414 416 4.09
Food . 1.23 8.35 8.13 933 9.60 8.51 9.23 9.76 10.39 10.80
Non-Food & Raw Materials .................... 3.49 4.12 4.06 5.25 5.99 5.45 6.03 6.66 7.36 8.06
Industrial Consumer Goods ....................... 36.15 39.01 43.55 62.75 77.60 85.47 107.44 129.08 152.26 176.00
Imports of Goods, FOB ..o, 50.18 64.39 86.31 95.27 108.79 131.18 154.66 185.07 222.41 261.60
Machinery & Equipment ..o 19.60 3131 49.08 54.69 63.06 82.36 97.47 118.63 143.73 170.06
Fuels .. 2.11 3.57 4.03 3.39 3.50 3 4.85 5.93 7.30 8.67
FOOG e — ©2.80 3.15 3.49 4.56 6.02 7.36 8.67 10.27 12.29 14.44
Non-Food & Raw Materials ..................... 5.00 5.98 7.95 10.58 12.03 12.65 14.89 16.85 19.97 .21
industrial Consumer Goods ........................ 20.66 20.37 21.78 22.05 24.18 25.04 28.78 33.39 39.13 45.16
Trade Balance, FOB-FOB .........ccoocrerorvrnn... 8.74 5.18 -10.65 1.29 17.73 2.45 10.71 12.28 10.11 8.16
Service ReCeipts ............ccoveovomveeerrrennns 10.70 14.84 15.58 22.36 24.54 24.57 34.80 44.60 53.4 6231
Service Payments .............ccoooooeoereeneererionnnn 7.00 14.78 17.71 23.07 26.54 28.17 a7 41.98 50.98 60.58
Services Balance ..o 3.70 0.06 -2.13 -0.72 -2.00 -3.60 0.63 2.63 2.47 1.74
Unrequited Transfers, net ..... 0.64 0.94 1.08 -0.04 —0.06 -0.03 0.03 0.11 0.22 034
Current Account Balance (1) ..o, 13.08 6.19 -11.70 6.53 15.67 -1.18 11.36 15.01 13.39 10.24
Net Direct Investment (23) .....cooonrvvvrvvencn 3.45 7.16 2.11 31.79 34.59 30.15 26.70 12.66 12.48 12.20
Net Portfolio Investment (2b) 0.23 -0.06 3.05 3.54 411 34 2.45 1.49 1.46 1.79
Net Financing Requirement (3) .........cccooo..ue... 4.53 -1.14 -2.60 =231 -2.48 -0.92 -0.65 -0.77 -0.95 -0.83
Net Errors & Omissions (4) .......... -6.77 -8.21 -10.10 -9.10 -29.42 -22.07 -19.86 -18.07 -16.63 -15.46
Overall Balance (5=1+2a+2b+3+4) ........... 14.54 -2.06 1.77 30.45 22.46 9.42 20.00 10.32 9.75 7.93
Net Financing Requirements ................... 4.53 -7.14 -2.60 =231 -2.48 -0.92 —0.65 -0.77 -0.95 -0.83
Amortization Payments ... 11.09 15.50 16.21 20.53 17.05 23.08 21.29 30.74 34.86 38.93
Gross Financing Requirements ...........o......... 15.62 837 13.61 18.22 14.57 22.16 26.64 29.97 33.91 38.11
Intl. Reserves Excl. GOMd .....c.oooovveveveeen. 43.67 20.62 22.39 5291 75.38 84.80 104.80 115.12 124.87 132.80
External Debt—aBillions of U.S. Dollars
Total External Debt .......ocoovvivmoeeeeceeeee 60.85 69.32 80.25 92.81 100.79 106.28 111.66 118.07 124.62 130.05
Long Term .....c.ccovmmrvvceeeecreccessne oo 50.55 58.47 66.25 82.39 85.35 8741 90.10 93.11 96.27 99.48
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Short Term
Total Interest Payments ..............cccorevremenene.
Long Term ......
Short Term
Total Principal Payments ..............ccecemmrvensmnens
Long Term
Short Term
Long Term Debt Service Ratio (%)
Total Debt Service Ratio (%)
Annual Percentage Changes
Exports of Goods, FOB ............coeovveerneresnrnnns
Machinery & Equipment ..........coocooerrnrenne.
Fuels . .
FOOL ...cvervreeereee e
Non-Food & Raw Materials ..
Industrial Consumer Goods ..
Imports of Goods, FOB .........
Machinery & Equipment ..
FUBIS e
Food .
Non-Food & Raw Materials ..
Industrial Consumer Goods .. .
Service ReCeipts .....ooovcvivevecrrricecererenenrrseiren
Service Payments
Intl. Reserves Excl. Gold ............ccooeuemeererees
Merchandise Import Cover (Months)
Total External Debt, % of GDP ..........co.........

10.30
3.65
2.95
0.71

11.09
432
6.77

10.4

21.2

144
21.9
-6.2
9.3
-1.4
183
18.5
16.4
66.2
~16.1
21.8
23.0
20.6
10.9
41.6
10.4
16.0

10.85
3.52
2.82
0.70

15.50

5.20.

10.30
225

18.1
84.9
-0.8
15.6
18.1
79
283
59.8
68.9
12.4
19.6
~-14
388
111.2
-52.8
38
15.7

14.01
3.8
2.82
0.71

16.21
5.36

10.85
9.0

21.6

8.8
14.3
-0.8
-2.7
-1.5
11.6
34.1
56.7
12.8
10.9
328

6.9

5.0
19.8

8.6

31
14.7

1042
482
3.88
0.94

20.53
6.52

14.01
83

20.3

35.6
36.7
-53
148
29.5
44.1
104
114
-158
30.7
331
1.2
435
303
136.4
6.7
19.1

15.44
5.39
4.00
1.39

17.05
6.64

10.42
7.0

149

23.4
39.7
-2.1

29
14.1
237
14.2
15.3

3.2
32.0
13.7

9.7

9.7
15.0
425

8.3
16.1

18.87
6.11
478
131

23.08
7.64

15.44
79

184

5.6
438

-11.8
-114

-9.0
10.1
20.6
306
11
222
5.1
36
0.1
6.1
125
7.8
143

21.56
480
3.62
1.18

21.29
8.42

18.87
6.0

16.0

238
21.6

34

8.5
10.6
25.7
17.9
18.4
287
179
17.7
14.9
417
213
2.6

8.1
12.7

24.96
5.44
4.16
127

30.74
9.18

21.56
55

15.0

193
23.6

14

58
106
20.1
197
21.7
22.2
184
13.2
16.0
28.2
228

9.8

1.5
114

28.35
5.29
3.88
1.41

34.86
9.90

24.96
48

14.0

18.1
23.6

0.4

6.4
10.4
18.0
2.2
21.2
23.1
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TABLE 5. External Sector (2001-2010).

Measure 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010
Balance of Payments—aBillions of U.S. Dollars
Exports of Goods, FOB ...............ccoccoccueremnn. 309.72 355.27 410.27 476.14 546.36 618.76 694.06 774.40 859.82 953.19
Machinery & Equipment .........ommeveeeens 84.21 99.67 117.92 138.94 160.55 182.92 206.41 231.69 258.79 288.61
Fuels . 3.99 3.89 3.82 n 3.68 3.54 337 3.20 3.02 2.85
Food 11.33 11.93 12.68 13.64 14.58 15.44 16.40 17.54 18.84 20.26
Non-Food & Raw Materials ..........cooouuu....... 8.84 9.81 11.07 12,57 14.14 15.77 17.47 19.29 21.32 23.60
Industrial Consumer Goods . 201.34 229.97 264.78 307.22 353.41 401.09 450.41 502.68 557.85 617.88
Imports of Goods, FOB ............. 305.18 353.20 408.33 47261 541.57 613.91 692.67 7771.23 867.10 966.38
Machinery & Equipment ...........occomneecnnenn 198.91 229.90 264.46 305.08 348.48 396.11 450.53 508.88 571.76 642.73
Fuels ... . 10.28 12.06 14.05 16.30 18.71 21.21 23.94 21.12 30.39 34.16
Food 16.86 19.80 23.33 21.51 31.90 36.26 40.76 44,86 49.05 53.90
Non-Food & Raw Materials ... 21.26 3249 39.22 47.00 55.49 63.20 69.95 77134 84.82 91.49
Industrial Consumer Goods ..........ooo........... 51.88 58.95 67.28 76.71 86.99 97.12 107.49 119.02 - 131.07 144.09
Trade Balance, FOB-FOB ...........ccooovvcvomnne. 4.54 2.08 1.93 3.53 4.79 4.85 1.39 -2.83 -1.28 -13.19
Service Receipts ..........ccovoveerveccmnnn, 71.72 82.24 94.75 109.61 125.38 141.61 159.28 178.30 198.74 221.24
Service Payments ..........ccoevveeeernrinilivenene 71.42 82.81 95.92 111.20 127.39 144.04 161.78 180.21 198.91 218.50
Services Balance 0.30 -0.58 -1.17 -1.59 -2.01 -2.43 -2.50 -1.91 -0.17 2.74
Unrequited Transfers, net ..........ccccomvevrrmmnnnn 0.47 0.64 0.83 L1l 1.4 1.85 2.36 3.01 3.85 490
Current Account Balance (1) ......ccooeeveceemeeene 5.31 2.13 1.60 3.05 4.22 427 1.26 =173 -3.60 -5.56
" Net Direct investment (28) .........oocoocccroevene. 12.07 18.44 18.13 2047 22.29 22.10 21.96 20.84 17.69 1241
Net Portfolio Investment (2b) .......ccconvrrveennnn 2.39 3.26 3.35 449 5.42 592 5.94 5.70 5.62 6.18
Net Financing Requirement (3) ..o -0.51 -0.28 ~0.17 -0.13 -0.12 ~-0.14 -0.18 -0.25 -0.31 -0.30
Net Errors & Omissions (4) ............... ~-14.54 -13.81 -13.26 -12.86 ~-12.47 -12.10 -11.74 -11.38 -11.04 -10.71
Overall Balance (5=1+2a+2b+3+4) 473 9.74 10.65 15.02 19.34 20.05 17.24 13.19 8.35 2.02
Net Financing Requirements .... -0.51 -0.28 -0.17 -0.13 -0.12 -0.14 -0.18 -0.25 -0.31 -0.30
Amortization Payments ... 41.78 43.20 43.71 43.79 43.51 42.49 40.86 38.87 36.48 33.36
Gross Financing Requirements . 41.28 42.92 43.54 43.66 43.39 42.35 40.68 38.62 36.17 33.06
Intl. Reserves Excl. Gold ............coooooorevere 137.53 147.28 157.93 172.95 192.29 212.34 229.58 242.76 25111 253.13
External Debt—aBillions of U.S. Dollars
Total External Debt ................ 134.05 137.17 139.92 14241 144.25 145.60 146.74 147.64 147.97 148.40
Long Term ........ 102.65 105.81 109.01 112.28 115.65 119.14 122.77 126.57 130.56 134.75
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Short Term ...................
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Short Term ..............
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SUMMARY

China’s leaders initiated some reforms in 1979 which had the ef-
fect of establishing “family farms.” Highly motivated farmers boost-
ed agricultural production and rural incomes to 1984. But the re-
forms took only partial steps toward revamping central planning
and the highly regimented commune system and the agricultural
growth rate slowed down after 1984 while rural industrial output
continued rapid growth.

The main trends for the coming decade 1996—2005 are as follows.
Because of limited arable land, future growth of crop must come
from higher yields. China’s cultivated land area has been

*Frederick W. Crook is Agricultural Economist, Commercial Agricultural Division, Economic
Research Service, U.S. Department of Agriculture, Washington D.C. Mr. Crook is the author of
“The Future of China’s Grain Market,” CAD/ERS/USDA, Washington, D.C., forthcoming in 1996.
The views in this paper are the author’s and do not necessarily represent those of the USDA.
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underreported and yields have been overreported. China’s farmers
with the use of high yielding seeds, fertilizer, and conservative use
of water should be able to raise crop yields. Grain, oilseed and cot-
ton output is projected to increase but increasing population and
rising incomes will boost demand above.supplies and China will de-
crease its exports of these commodities and increase imports from
1996 to 2005.

Information in this report is based on reference materials gath-
ered by USDA analysts in the Economic Research Service and the
Foreign Agricultural Service over the past 30 years. Projections of
China’s crop production, consumption, and trade came from USDA,
Interagency Agricultural Projections Committee, Long-term Agri-
cultural Projections to 2005, World Agricultural Outlook Board,
Staff Report, WAOB-96-1, February 1996.

“INVISIBLE HAND” INTRODUCED, “IRON BOOT” RETAINED 1980-1995

Flagging agricultural production and a widening gap between
urban and rural areas pushed China’s top leaders to initiate poli-
. cies in rural areas which would encourage rural economic entities

and rural households to expand production. They introduced a
number of programs and policies which gave increasing economic
freedom for rural households to pursue profits—conditions were
created so that the invisible hand of markets began to function. At
the same time leaders were fearful of losing control and retained
control mechanisms to constrain market forces. Over the last 15
years farm families have had to operate in an incredibly complex
ever changing economic environment in which they were guided by
prices through the invisible hand of the market place yet always
had to be mindful of the iron boot.

COMMUNES OUT, TOWNSHIPS IN

Authorities judged that the commune system restricted economic
growth. Cadres in the system often made poor planning and eco-
nomic decisions and the collectives (production teams) had a poor
record of motivating farm families to labor effectively in the fields.
By 1984 rural authorities disbanded most communes but replaced
them with the township/village system which retained government
and party administrative organizations which have the capacity to
use the iron boot.?!

FARMERS FREE TO TILL, BUT NOT OWN THEIR LAND

Beginning in 1979 farmers on their own initiative began to con-
tract with collective farms to cultivate specific parcels of land. Most
cultivated land in China is collectively owned by cun-min-zu (the
old production team). These experiments proved so successful in
providing incentives to farm families, boosting output and house-
hold income that the central government promoted the policy
throughout the country. But loca§ cadres manage the land contract
system to make sure that the system fulfills government and party
objectives.

1F.W. Crook, “The Commune System in the People’s Republic of China, 1963-1974,” U.S. Con-
gress, JEC, China: A Reassessment of the Economy, Washington, D.C., U.S. GPO, July 1975.
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- RURAL MARKETS RE-OPENED, BUT MARKET FUNCTIONS RESTRICTED

Rural markets operated in China for a 1000 years before govern-
ment authorities limited their activity from 1956 to 1980. The re-
opening of rural and urban markets after 1980 provided an enor-
mous stimulus to the rural economy. Farm families and rural in-
dustries were permitted to sell surplus goods in these markets
after fulfilling government mandated purchase agreements. But
government Feaders still fear markets and use administrative
measures to force farmers to sell some of their produce (wheat, rice,
corn, soybeans, cotton, oilseeds) to state owned firms at fixed quota
prices (often well below market prices). Other government controls
include price ceilings in retail markets, controls over future and
spot markets, restrictions on import and export of certain agricul-
tural commodities such as wheat, corn, meat, edible oils, and sugar.

AGRICULTURE’S CONTRIBUTION TO TOTAL ECONOMY DECREASING
EARLY REFORMS STIMULATED AGRICULTURAL GROWTH RATE

From 1978 to 1984 the reforms strongly supported agricultural
growth which rose 7.6 per annum in this period. Most scholars at-
tribute this rapid growth to structural changes and improved in-
centives which stimulated farmers to boost output. 2

WHY THE SLOW DOWN IN GROWTH AFTER 19847

From 1985 through 1994 the rate of growth slowed to just over
4 percent per annum. One school of thought suggests that the
breakup of the commune system and institution of the land con-
tract system led to a one time benefit to growth and subsequent
growth depended on technical change which did not occur.3 A sec-
ond school of thought attributes the slow down to the fact that
grain prices failed to rise and the government regained control of
grain markets. 4 Carter, Zhong and Cai attribute the loss of produc-
tivity in this period to the fact that input prices rose faster than
output prices, that there were diminishing returns from using
chemical fertilizers, that farmers had limited opportunity to form
efficient sized production units, and that the government reduced
its investment in the agricultural sector. 5

AGRICULTURE’S CONTRIBUTION DECLINING

In the early 1950s agriculture (crops, livestock, fisheries, for-.
estry, and sidelines) accounted for 58 percent of China output.
Since then output from the agriculture sector rose but the growth
of industry ang other sectors of the economy increased so rapidly
that by the mid-1990s the sector’s contribution fell to 20 percent
(figure 1).

2Justin Yifu Lin, “Rural Reforms and Agricultural Growth in China,” American Economic Re-
view, Vol. 82, 1992, pp. 34-51.

38. Fan, “Effects of Technological Change and Institutional Reform on Production Growth in
Chinese Agriculture.” American Journal of Agricultural Economics, Vol. 73, 1991, pp. 266-275.

4Terry Sicular, “Ten Years of Reform: Progress and Setbacks in Agricultural Planning and
Pricing,” in Y.Y. Kueh and Robert Ash, editors, Economic Trends in Chinese Agriculture: Impact
of Post-Mao Reforms, New York, Oxford University Press, 1993.

5Colin Carter, Zhong Funing, and Cai Fang, China’s Ongoing Economic Reform of Agricullure,
Monograph prepared for The 1990 Institute, San Francisco, California, 1995.
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Figure 1. Agriculture’s Contributions to Total Economy
Decreasing.

Percent
120

100

T
\

N

N

80 | ke

60

40

20 |-

1983 1984 1985 1986 1987 1988 1989 1990 1991 1992 1993

B Ag B Industry £ Construction O Trans @ Commerce [J Other

RISING INCOMES AND CHANGING CONSUMPTION PATTERNS

Rapid economic growth over the past 15 years led to rapid in-
creases in both urban and rural per capita incomes. These in-
creases led to significant changes in consumption patterns. Eco-
nomic growth is forecast to continue for the coming decade which
will induce further consumption pattern changes.

RAPID RISE IN URBAN PER CAPITA INCOMES

Real urban per capita incomes rose from 439 Renminbi in 1980
to 984 in 1995. In 1980 19 percent of the population lived in urban
areas. But in the coming decade the urban population is expected
to increase to 35 percent or 500 million people. Growth in urban
population and urban per capita incomes is especially important
because it is this population which consumes most foreign imported
agricultural products. Rapid increases in incomes induced urban
consumers to eat less food grains, such as corn and sorghum, and )
consume more meat, eggs, fruits, vegetables, and processed foods.

MODERATE RISE IN RURAL PER CAPITA INCOMES

Real per capita rural incomes rose from 191 in 1980 to 465 in
1995. The gap between rural and urban citizens widened in the
past decade. Rising incomes in rural areas also induced changes in
consumption. In the last decade rural residents increased their con-
sumption of food grains such as wheat and rice but decreased con-
sumption of corn, sorghum and sweet potatoes which China’s au-
- thorities include as grain. Consumption of meat, vegetables and
fruits also increased.
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PROJECTED CONSUMPTION CHANGES

In the coming decade growth is projected to continue and in-
comes will rise which likely will induce further consumption
changes. Urban consumers likely will place a higher priority on the
variety, quality and freshness of foods consumed. This will require
changes in current farm gate to consumer food links. Improvements
will have to be made in transportation links, grading of food prod-
ucts, packaging and storing food items.

. Figure 2. Urban and Rural Real Per Capita Incomes.
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FUTURE PRODUCTION GROWTH LIMITED BY AVAILABLE LAND

_ China’s leaders do not have the option of expanding agricultural
production by increasing area sown to crops. Expansion must come
from raising yields. Given the scarcity of cultivated land and abun-
dance of labor, China from 1996-2005 may begin to raise crops
which more closely fit its natural endowment—such as labor inten-
sive crops such as fruits and vegetables. At the same time officials
may begin to lift their strict self-sufficiency rule and adopt a lim-
ited self-sufficiency strategy which would allow them to import
more land extensive crops such as grains and oilseeds.

CHINA IS A RELATIVELY LAND POOR COUNTRY

Compared with the quantity of arable land in the United States,
China is land poor. In the United States each person is supported
by 5,200 square meters of cultivated land/ compared with 1,320
square meters in China. On the other hand per capita land avail-
ability in China is 4 times that in Japan which has 373 square me-
ters per capita. Each year new arable land is reclaimed but even
more arable land is taken out of production because of the building
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of residences, factory sites, airfields, railroads, dams, road, and port
facilities.

LIMITED LAND RESOURCES INTENSIVELY USED

. While China has 130 million hectares of cultivated land, its sown
area totals over 200 million. This is because farmers in China plant
more than one crop on a parcel of land each year (on average they
sow 1.5 hectares of crops for each hectare of arable land). From
1996-2005 pressures on arable land will keep the crop intensity
ratio high.

CULTIVATED AREA DATA IN CHINA IS UNDERREPORTED

Official statistics note that China has about 95 million hectares
of arable land. But authorities in Beijing now admit that arable
data is underreported by as much as 44 percent (see figure 3). They
also note that officially reported crop yield data is overreported by
similar amounts.

Figure 3. Arable land in China.
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CHINA’'S FARMERS HAVE POTENTIAL TO RAISE YIELDS

Official crop yield statistics show that yields for many crops in
China are at world class levels: These data have led some observ-
ers of China’s agricultural economy to conclude that there is lim-
ited potential for farmers to raise yields. But consistently underre-
porting of arable land led to parallel overreporting of yields. Actual
crop yields in China are not as high as reported and with efficient
use of resources crop yields can be increased.
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SCIENCE AND TECHNOLOGY

Government investment in agricultural research as a percent of
total government expenditures dipped in the 1980s and early
1990s. In the Ninth Five-Year Plan (1996-2000), however, govern-
ment authorities have pledged to increase investment. China’s
leaders can increase investment to build up domestic seed-breeding
capacity; can increase imports of high-yielding grain seeds or can
create a business environment in which domestic/foreign seed com-
panies will invest in seed development.

FERTILIZER USE

Yields can be increased through fertilizer use in three ways.
First, there is room to increase the quantity of fertilizers applied.
Fertilizer usage remains low in many interior provinces. Second, a
less volatile form of nitrogen, like urea, can be used because much
of the ammonium bicarbonate escapes into the atmosphere before
it becomes available to crops. Third, yields can be raised by apply-
ing a better mix of chemical fertilizers (nitrogen, phosphorous and
potassium).

WATER RESOURCES

While central and south China have adequate water supplies
western and northern China has serious water deficits. As short-
ages become more apparent, the government must take steps such
as using concrete to line ditches to conserve water and water user
fees to encourage more efficient use of water resources. Sewage
treatment facilities in rural and urban areas should be constructed
to maintain water quality.

- Figure 4. China’s Corn Yields.
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GRAIN PRODUCTION PROJECTED ToO RISE

Grain production is projected to rise by 1 percent a year out to
the year 2005. Area sown to grain crops is projected to f};ll because
of decreasing arable land and because cultivated land will be allo-
cated to more productive uses. Yields are projected to more than
9ompensa€5te for the loss in grain area so that total grain output will
increase.

GRAIN AREA PROJECTED TO DECREASE

Area sown to rice is projected to decrease from 30.7 million hec-
tares in 1995 to 29.4 million in 2005 because of sluggish demand
for rice and because some fertile paddy fields near urban areas will
be converted to vegetable fields and factory sites.” Wheat area is
projected to remain at roughly 29 million hectares because of
strong demand for flour. Area sown to feed grains is projected to
rise 0.6 percent a year because of the growing demand for {ivestock
products including meat, eggs, and milk.

GRAIN YIELDS PROJECTED TO INCREASE

China’s wheat and rice yields are high by world standards but
are projected to rise by 0.7 percent per annum out to 2005. Remem- -
ber that official yield statistics are over reported and based on ac-
tual yields China’s farmers should have opportunities to raise
yields. China’s official corn yields are substantially below those in
the United States (figure 4) and yields are projected to rise by 1.7
percent per annum.

GRAIN PRODUCTION PROJECTED TO RISE 1 PERCENT A YEAR

While area sown to grains is projected to decrease, rising yields
more than compensates and total output should rise. Wheat pro-
duction is projected to rise from 100 million tons in 1995 to 104
million tons in 2005. Milled rice production is projected to increase
from 125 million tons in 1995 to 130 million tons in 2005. Coarse

ain is projected to rise from 122 million tons in 1995 to 147 mil-
ion tons in 2005.

GRAIN IMPORTS PROJECTED To RISE

While grain production is projected to rise by 1 percent a year
from 1996-2005, population growth and income increases will boost
demand for grain. Demand for grain will outpace supply and by
2005 China is projected to import 32 million tons of grain.3

FOOD GRAIN DEMAND STATIC

Wheat production is projected to rise 1 percent per annum to
2005 but rice output is projected to decrease slightly. As incomes
have risen both urban and rural consumers have tended to pur-

€Until China adjusts its cultivated area statistics the projections shown here continuc to be
based on official data.

7USDA, Long-term Projections for International Agriculture to 2005, Commercial Agriculturc
Division, Economic Research Service, 1996.

8USDA, Interagency Projections Commitlee, Long-term Agricultural Projections to 2005,
World Agricultural Qutlook Board, Staff Report WAOB-96-1, February 1996.
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Figure 5. China’s Grain Production Projected To Rise 1
Percent.
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chase more meat, vegetables, fruits, and processed foods and have
constrained purchases of food grains. Demand for wheat and rice
are projected to outpace supplies and by 2005 China is projected
t(f)' import more than 18 million tons of wheat and 1 million tons
of rice.

¢ AUTHORITIES PLAN TO CONSTRAIN FEED GRAIN IMPORTS

Sinée 1949 China’s leaders have carefully allocated scarce foreign
exchange to purchase key industrial capital goods and technology
to protect their national interests. Traditionally these leaders have
been reluctant to use foreign exchange to purchase luxury goods for
the masses. In their view consumers already have a fairly high
level of meat consumption and consider meat to be a luxury good.
Authorities have said that they plan to restrict meat imports and
feed grain imports.

FEED GRAIN DEMAND WILL INCREASE

Consumers with rising incomes have chosen to purchase more
meat (pork, mutton, and beef). By 1995 China’s per capita con-
sumption of red meat equaled that in Japan and Korea which had
much higher living standards. Incomes are projected to rise sub-
stantially in the coming decade and per capita meat consumption
is forecast to rise to 60 kilograms. Feed grain output is forecast to
increase but demand will outpace supply and while the demand for
corn will be great, authorities will limit corn imports to 12 million
tons by 2005.
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Figure 6. China’s Grain Imports Projected To Rise Steadily.
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CHINA’s NET EDIBLE VEGETABLE QIL IMPORTS PROJECTED ToO RISE
OILSEED PRODUCTION PROJECTED TO RISE 1.3 PERCENT

Oilseeds include soybeans, cottonseed, peanuts, rapeseed, and
sunflower seed. Area sown to oilseeds is projected to rise by 0.3
percent per annum. China reported soybean yields in 1994 were 1.6
tons per hectare compared with 2.35 tons in the United States.
Again noting that China’s crop yields are overreported, certainly
there is room for China’s farmers to boost yields in the coming dec-
ade. Yields are projected to rise 1 percent per annum. ?

PER CAPITA EDIBLE OIL CONSUMPTION

Per capita vegetable oil consumption in China for 1994 was 7.5
kilos compared with 12 for Korea and nearly 18 kilos for Japan.
Household sample survey data for 1994 shows rural residents
consumed 4 kilos of vegetable oil and 1.7 kilos of animal fat. Urban
;esidents consumed 7.6 kilos of vegetable oil and 0.6 kilos of animal
at.

DEMAND INCREASE FOR OILSEED MEAL

Reference has already been made to the growing demand for live-
stock products and for feed grains. This increased demand for live-
stock products also affects the demand for protein meals and while
oilseecs) output will increase in the coming decade demand will out-
pace supply and China’s soybean imports are projected to rise from
150,00 tons in 1995 to 2.3 million tons in 2005. These imported oil-
seed will be crushed domestically to satisfy the demand for protein
meals and edible oil.

9USDA, USDA Data Base, April 1996.
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DEMAND INCREASE FOR VEGETABLE OIL

As urban incomes rise consumers likely will increase consump-
tion of processed foods such as instant noodles which use vegetable
oils in the manufacturing process. Per capita vegetable oil con-

° sumption is projected to rise from 7.5 kilos in 1995 to 10.3 kilos
in 2005, an annual increase of 3.3 percent. Palm oil imports are
projected to rise from 1.6 million tons in 1995 to 3.7 million tons
in 2005. 10

Figure 7. China’s Vegetable Oil Imports.
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DOMESTIC AND EXPORT TEXTILE DEMAND DRIVE COTTON IMPORTS
DOMESTIC DEMAND SUPPORTS GROWTH IN DOMESTIC PRODUCTION

Rising population and income growth will boost domestic demand
for raw cotton. Farmers are projected to respond to this demand by
increasing area sown to cotton 5.5 million hectares in 1995 to 5.9
million in 2005. Official yields at 0.78 tons per hectare are parallel
to those in the United States. But actual yields are lower and farm-
ers there are projected to increase yields by 1.5 percent per annum.
Cotton output therefore is projected to grow from 4.2 million tons
in 1995 to 5 million in 2005.

DOMESTIC AND EXPORT DEMAND FOR COTTON TO RISE

Increases in domestic production, however, will not offset the rise
in domestic demand for raw cotton and demand from textile mills
to meet foreign demand. China’s exports of raw cotton are not ex-
pected to rise and imports are projected to rise from 450,000 tons
in the base period and 832,000 tons in 2005. 11

10 USDA, Interagency Agricultural Projections Committee, Long-term Agricultural Projections
to 2005, World Agricultural Outlook Board, Stafl Report WAOB-96-1, February 1996.

1 USDA, Interagency Agricultural Projections Committee, Long-term Agricultural Projections
to 2005, World Agricultural Outlook Board, Staff Report WAOB-96-1, February 1996.
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Figure 8. China’s Net Cotton Imports.
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CHINA’S EXPORTS OF FRUITS AND VEGETABLES LIKELY To GROW

Given China’s natural endowments of scarce land and abundant
labor it seems reasonable to expect that in the coming decade grow-
ers and food enterprises will shift resources to expand production
and exports of fruits and vegetable products.

CHINA IS ALREADY A MAJOR WORLD VEGETABLE EXPORTER

Exports rose from 2.2 million tons ($721 million) in 1986 to 3.1
million tons ($2.4 billion) in 1995. Major markets include Japan,
Hong Kong, Singapore, and Korea. In the coming decade China will
import some fruits and vegetables from the United States but will
also become a fierce competitor in East Asian markets.

FARM GATE TO EXPORT PORT LINKS TO BE IMPROVED

To become more competitive in the coming decade China’s au-
thorities need to improve several links between farm gate and ex-:
port harbors. Plans have been laid to spend billions of US dollars
to construct roads and bridges to improve China’s inadequate road
system. In the coming decade both domestic and foreign investment
will be sought to expand cold storage and food processing facilities.
These facilities should extend the marketing period in which China
can export fruits, vegetables and processed foods. Packaging and
labeling have been constraints for China’s exports in the past and
government inspection and certification procedures must be accept-
able to importing countries. Grading standards need to be orga-
nized.
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PROCESSED FOOD EXPORTS

Output of China’s canned food industry rose from nearly 600,000
tons in 1980 to 2.5 million tons in 1994. Rapid growth can be ex-
pected in the coming decade and exports of such specialty items as
water chestnuts and mushrooms will likely increase. Domestic out-
put of processed foods (foods for infants, canned goods, soft drinks,
desserts, cookies, crackers, and sauces) will increase. Labor inten-
sive food preparation such as packing special poultry cuts for ex-
port markets will rise.

Figure 9. China’s Vegetable Exports.
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US-CHINA AGRICULTURAL TRADE LIKELY WILL EXPAND
PAST US-CHINA AGRICULTURAL TRADE HAS BEEN VOLATILE

Since the early 1970s US agricultural exports have shown great
volatility from practically nil in some years(1986) to $2.6 billion in
1995 (see figure 11). This variation came because of changing sup-
ply and demand conditions in China and the United States, be-
cause of trade policies, and because of commercial and foreign pol-
icy considerations.

US-CHINA AGRICULTURAL TRADE LIKELY TO EXPAND

In the coming decade US-China agricultural trade likely will ex-
pand as these two large economies adjust to each other and the
rest of the world. The United States likely will have a comparative
advantage in producing land extensive crops such as grains and oil-
seeds and likely China will import these products because it is rel-
atively land poor. But China likely will expand exports to the Unit-



137

ed States in which it has a comparative advantage. As this trade
develops a number of trade issues need to be resolved.

¢ Phyto sanitary issues

* Barriers to trade—state trading, quotas and tariffs

e China’s relatively poor infrastructure (lack of port, transpor-

tation and cold storage facilities) is a barrier to trade.
e Overall balance of trade.
* Issues over intellectual property rights.

Figure 10. US Agricultural Exports to China Up.
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MAJOR AGRICULTURAL PROBLEMS To BE RESOLVED

In the coming decade a number of issues need to be resolved. The
issues below are not listed in any particular priority.

LAND OWNERSHIP

China’s farmers do not own the land they cultivate and hence are
reluctant to invest in improving land productivity because the land
they improve may be farmed by others in subsequent years. Also
It is not easy for farmers to transfer land use rights to other farm-
ers which makes it difficult for China’s farmers to organize produc-
tion units of efficient size. ,

DEVELOPMENT OF MARKETS

Currently government authorities continue to control wheat, rice,
corn, sugar, vegetable oil, tobacco, tea and cotton marketing. Na-
tional interests such as food security need to be balanced with pro-
duction and efficiency considerations.

GOVERNMENT INVESTMENT IN AGRICULTURE

In past decades the development of industry had top priority
while the government generally neglected the agricultural sector.
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But big benefits will accrue to the total economy if the government
invests more in agricultural research and technology, rural infra-
structure and rural education. Rural Infrastructure

In the coming decade the government likely will continue its pro-
gram of organizing rural residents to allocate several weeks to
work on rural construction projects to build dams, canals, irrigation
facilities, bridges and roads. In addition the government needs to
allocate funds to build new roads and maintain old ones.

INCOME GAP BETWEEN RURAL AND URBAN RESIDENTS

In 1995 urban residents were 2.5 times better off than their
rural cousins (US$ 469 for urban residents compared with US$190
for rural residents). The difference was largely generated by delib-
erate policy choices to advance the interests of urban residents.
While programs to subsidize urbanites are waning a large gap re-
mains. This gap in living standards fosters discontent in rural
areas which could produce political instability for the whole coun-

try.
RURAL ENVIRONMENT

Northern China has a serious water shortage problem and gov-
ernment authorities need to initiate water saving programs and re-
duce the amount of water pollution from industrial waste, sewage,
-and fertilizer and pesticide use. Deforestation and encroachment of
deserts continue to be major problems.

RURAL EDUCATION

Illiteracy continues to be a major problem in rural areas. Au-
thorities are trying to make primary education universal. In the
coming decade agricultural growth will depend in large part on im-
provements in crop and livestock yields which depend in large part
on an educated farm population. Primary education will also bene-
fit those young people who do move to town and urban areas.
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SUMMARY

China is the world’s largest producer and consumer of agricul-
tural commodities and grain production (mainly rice, wheat, and
corn) figures prominently in China. The importance of grain is
highlighted by the fact t{mt China devotes more than 30 percent
of its total labor force to grain production and approximately 80
percent of average caloric intake is supplied by foodgrains. Crop
yields have been maximized by using high levels of inputs and by
increasing the number of crops harvested per hectare. Historically,
substantial technological advances have been made in China’s
grain production. Sophisticated seed breeding, water control, land
preparation, and fertilizer-using technologies iave a long history of
development in China.l

However, technology cannot be fully exploited without com-
plementary economic incentives. The absence of production incen-
tives and product and input markets for agriculture was respon-
sible for inefficient resource allocation and low production growth

*Colin Carter is Professor in the Department of Agricultural and Resource Economics, Uni-
versity of California, Davis. Prof. Carter is the co-author of “China’s Ongoing Agricultural Re-
form.” San Francisco: The 1990 Institute. 1996. Scott Rozelle is Assistant Professor in the Food
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prior to the 1979 reform. The basic objective of reform was to speed
economic growth through improved incentives and the introduction
of market mechanisms, aimed to ensure greater supplies of grain
and other food products. However, the reformers did not dismantle
a myriad of other institutions which give the government a political
and administrative reach into the countryside. 2

Recent experience clearly suggests that market-oriented reform
is the key to faster growth in Chinese agriculture. However, this
does not imply that China’s government will rapidly push for fur-
ther food market reform. China’s pursuit of market efficiency has
been gradual, because stability is viewed by the Chinese leadership
as being more important than growth.3 For example, the policy re-
sponse to the 1993-94 bout of inflation indicates that the govern-
ment is willing to fall back on administrative measures in order to
control prices of basic goods like grain and cotton. This is consist-
ent with the government’s long term policy of favoring industrial-
ization, .which requires a supply of cheap food and other inputs in
order to promote political stability in the urban-industrial sector.4

The pursuit of efficiency on the one hand, and the desire for low-
priced abundant urban food on the other, has led to a series of er-
ratic policy swings.® Although some analysts have recognized the
harmful effects of such an inconsistent set of policies to long-run
agricultural development,€ political considerations have precluded
policy makers from deepening rural reforms too rapidly. Because of
the government’s desire to preserve its influence over resource allo-
cation in agriculture, truly market liberalizing reforms were never
part of.the initiatives of the early reformers.7 Maintaining control
over parastatal marketing agencies in grain, oilseeds, and major
cash crops was seen as essential in order to ease implementation
of government policies.

Since the early 1990s China’s food markets have developed quite
rapidly. However, there are remaining inefficiencies in China’s
marketing system (e.g., monopoly government agencies, incomplete

ading, inefficient transportation and storage, lack of market in-
ormation, market failures, etc.). The low level of interregional
trade is still a significant problem in China, and acts as a drag on
further economic growth. Lack of regional integration also contrib-
utes to the disparity of incomes between prosperous (coastal) and
less-prosperous (inland and western) regions. Indeed, China’s
urban-rural income gap is much wider than anywhere else in
Asia. 8

INTRODUCTION

China’s agricultural sector has undergone a number of important
changes since the end of World War II. Immediately after the com-
munists gained power, there was wide-scale redistribution of land,

2Lin, Cai, and Li, 1994.

3McMillan and Naughton, 1991.

4The urban bias of the government’s development policy has been described by Wang, 1994;
Chen, 1994a; and Duan, 1994.

5 Putterman, 1992

8Sicular, 1993.

7Rozelle, forthcoming.

8 Lardy, 1994.
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Figure 1. Urban vs. Rural Per Capita Ilicomes: 1981-94.,
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buildings and draft animals.? During this period, the rural econ-
omy was basically free-market orientated, and the state played a
minor role in resource allocation. The cooperative movement (1953—
57) and the subsequent communization (1958-62) led to a near col-
lapse of the rural economy. 19 The “Readjustment Period” began in
1963 and revived the rural economy for a short time. However, de-
spite a steady rise in grain production (about 3 percent per year)
the “Cultural Revolution” (1966-76) seriously set back China’s agri-
cultural sector because of slow overall output and rural income
growth. After the death of Mao Zedong in 1976, major policy
changes became possible. Beginning in 1978, the commune system
was gradually replaced by the production responsibility system,
which began a process of decentralization of economic decision
making in ‘China’s rural economy.! The agricultural sector has
grown rapidly since reform and in real terms the value of output
1n 1995 was two and one-half times as large as it was in 1978. The
success of agriculture’s reform led to further reforms in other sec-
tors of the economy. 12

Prior to reform, all farm products were classified into three cat-
egories by the government. The goods in the first category, includ-
ing grain, 18 edible oil and oil-bearing crops, and cotton, were sub-
ject to so-called tong gou, or unified procurement. The government
was the sole buyer of goods in this category, through the compul-
sory quota system. Basic quotas were fixed for a three- to five-year

®Wong, 1973.

10 Wen, 1993.

11 For more details see B.F. Johnston (1989) and D. Perkins and S. Yusuf (1984).

12 Perkins, 1992.

13 China’s official definition of grain includes rice, corn, wheat, barley, sorghum, millet, soy-
beans, potatoes, and other coarse grains. Potatoes are converted to a grain equivalent using a
conversion ratio of 5:1. .
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period, along with production targets, and farm products were pro-
cured at fixed prices. The quantities of above-quota deliveries were
also compulsory, and set as a certain percentage of the production
exceeding the target levels. These goods were usually purchased at
a 20 to 30 percent premium above the quota price. The goods could
not be sold on the free market, and the surplus (if producers were
willing) could be sold to the government at a “negotiated price,”
also unilaterally set by the government.

The goods in the second category were subject to pai gou, or im-
posed purchases, and consisted of meat and aquatic products, to-
bacco, tea, silk, and sugar crops. The government set compulsory
procurement quotas and corresponding prices for these products,
but permitted sales on the free market after producers fulfilled
their delivery obligations.

There were no compulsory quotas for the goods in the third cat-
egory, which mainly consisted of vegetables and fruits and some in-
dustrial crops. However, because producers could not engage in
long-distance trading, government agencies dominated the markets
for these goods and were able to set prices to a large extent.

At present, free markets operate for the following goods: meat,
aquatic products, edible oil, tea, silk, sugar, fruits, vegetables, some
grains (potatoes, sorghum, barley, millet, peas, beans, and oats),
and other industrial crops. Marketing of rice, wheat, and corn is
still partly constrained by mandatory delivery quotas. Farmers
must fulfill this obligation by selling grain to the state at artifi-
cially low price levels, before being allowed to sell any surplus
grain onto the free markets. Cotton prices are still set at artificially
Tow levels and cotton cannot be sold on the free market. 14 The situ-
ation with China’s agricultural markets continues to change rap-
idly however.

The purpose of this chapter is to describe and assess the impacts
of the recent set of agricultural marketing and price reforms and
to identify constraints still holding back further liberalization and
more efficient market operation. To meet these broad goals, the
chapter’s specific objectives are the following: (a) to review recent
changes in agricultural marketing and pricing policy in the context
of China’s stop-and-start reform history; (b) to discuss how these
reforms have affected the performance of the rural and urban mar-
kets; and (c) to discuss remaining imperfections in China’s food
markets.

To accomplish the objectives, the next section briefly reviews de-
velopments in agricultural marketing and pricing policies before
1990 (i.e., the early stages of reform). The third section recounts
the most recent set of market liberalizing reforms since about 1990.
The fourth section discusses the impact of recent reforms and the
fifth section describes the rapid food price increases that began in
early 1994, and reviews the major hypotheses that explain this ex-
perience. The last section discusses agriculture’s comparative ad-
vantage in China’s overall economy.

14 See Sicular (1988, 1991, 1993, 1995) and Rozelle (forthcoming) for additional discussion of
the development of marketing channels for China’s agricultural products.
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EARLY STAGES OF AGRICULTURAL REFORM

China’s agricultural reforms can be divided into three stages.
The first stage of liberalization took place in the late 1970s and
early 1980s with the dismantling of the commune system, introduc-
tion of the household responsibility system (HRS), reduced restric-
tions on open-market sales, and the encouragement of the township
and village enterprises (TVEs) to enhance the overall rural econ-
omy. The second stage came in the mid-1980s through liberaliza-
tion of the unified procurement system and the reduction of con- .
tracted purchasing. Finally, in the late 1980s and early 1990s, the
third stage was aimed at liberalization of commodity prices and fi-
nancial markets. This section will discuss the first and second
stage, while the key features of the most recent set of reforms will
be explained in the next section.

Following the first wave of reform, China’s agricultural produc-
tion growth was abnormally high for a few years due to one-time
productivity gains from improved incentives.!® With their new-
found decision-making power under the HRS during the initial
stage of reform, farmers responded to favorable prices by boosting
production with available technology. From 1979 through 1984, the
gross value of agricultural output (GVAO) increased at an annual
rate of 7.7 percent, compared with an annual average of 2.7 percent
for the previous 26 years (1952 through 1977). Table 1 reports av-
erage annual growth rates for China’s GVAO in 1979-94 and three
sub-periods, (1979-84, 1984-88, and 1988-94), and for the five
main components of GVAO: cropping, forestry, animal husbandry,
sideline production,16 and fisheries. Cropping and animal hus-
bandry are by far the two most important components of the
GVAOQ.

Reformers raised agricultural procurement prices by 20 percent
in 1979, and they also increased the above-quota price premiums.
Centralized sown area plans were relaxed to a certain extent, and
procurement quotas were gradually reduced, and even abolished for
some commodities. Various production responsibility systems were
tried, and finally, the HRS became the dominant form. Rural mar-
kets were formally reopened to give farmers the opportunity to
trade their surplus goods after fulfilling quota delivery obligations,
and private long-distance shipping and marketing were permitted.

Stimulated by these policy measures, and supported by available
technology (such as hybrid rice) and an enhanced supply of manu-
factured inputs, production of grain increased from 304.8 to 407.3
mmt during the first stage, equivalent to an annual growth rate of
4.8 percent over the six years. Cotton increased even faster, 19.3
Eercent annually, from 2.17 to 6.26 million metric tons (mmt). Oil-

earing crops increased at a rate of 14.7 percent, from 5.22 to 11.91
mmt. During the same period, meat (including pork, beef, and mut-
ton) production increased from 8.56 to 15.41 mmt, while aquatic
production increased from 4.66 to 6.19 mmt.

15 McMillan, Whalley, and Zhu, 1989; Carter and Zhong, 1991; Fan, 1991; Lin, 1992;
Putterman, 1993.

186 China’s statistical burcau defines “sideline production” as activities that include gathering
and hunting, family handicrafls, and the like.

24960 96-6
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TABLE 1. Real Growth Rates (%) of Gross Value of Agricultural Output, 1979-93.

Animal Sideline
Year GVAO Cropping  Forestry  Husbandry  Production Fisheries
1979 1.5 12 14 146 =35 -34
1980 . 14 -0.5 2.2 1.0 6.1 1.7
1981 . 58 5.9 4.1 59 24.0 ' 44
1982 . 113 10.3 9.5 132 219 12.3
1983 . 18 83 10.2 39 116 © 86
1984 . 123 9.9 19.0 134 330 17.6
1985 . 34 -2.0 45 17.2 20.6 18.9
1986 . 34 0.9 -36 5.5 20.0 205 .
1987 . 58 5.3 -03 32 154 18.1
1988 . 39 -0.2 23 127 12.6 11.6
1989 . 31 18 04 56 6.0 1.2
1990 . 1.6 8.6 3.1 7.0 38 10.0
1991 . 37 1.0 8.0 8.9 0.3 1.6
1992 . 6.4 35 1.1 88 11.2 15.3
1993 .. 18 52 8.0 108 na 184
1994 8.6 32 89 16.7 na 200
Average growth rate (%):
1979-94 ... 6.2 43 53 9.7 na 122
1979-84 ... 1.1 6.9 1.7 9.7 155 79
198488 58 28 44 104 203 17.3
1988-94 59 33 55 10.1 na 129
Share of GVAO (%): )
1979 e 100 75 4 17 3 1
1990 ..o 100 59 4 26 6 5

Source: Zhongguo Tonji Nianjian (ZGTINJ), 1993 and 1994.

The achievements of the initial reforms in the rural areas en-
couraged the government to adopt bolder measures to reform the
urban sector. Major urban policy measures in the mid-1980s in-
cluded double-track pricing,1? enterprise tax and wage reforms,
banking and financial reform, revenue-sharing systems between
central and local governments, and the opening up of 14 coastal
cities, in addition to the special economic zones established in the
previous stage. While the urban sector benefited significantly in
this period (i.e., mid-1980s), it also suffered from double-digit infla-
tion in 1988.

Implementation of urban reforms also coincided with the second
stage of agricultural reform. It may have been China’s fiscal crisis
that served to induce agricultural reformers to launch a second set
of rural policies. The government did not raise urban retail food
prices during the early 1980s, even in the face of rising procure-
ment prices paid to farmers. Per capita food consumption soared,
especially for meats (see Table 2). Urban food subsidies reached
one-fourth of the total government budget during this period and
the associated budgetary burden became excessive. The situation

17 Double-track pricing established a market system of pricing side-by-side with government
planned pricing.
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became critical with the record harvest of 1984, which resulted in
a large surplus of grain and cotton.

In an attempt to correct the situation, the government converted
the 30-year-old procurement system into a so-called “contracted
purchasing” system. Leaders established a new unified price which
equaled the weighted average of the former quota and above-quota
prices. The marginal price became the unified price instead of the
above-quota price, which at prevailing prices meant the marginal
price for grain fell by 35 percent. In addition, the quantity of cotton
purchasegrby the central government was reduced in %oth 1985
and 1986. In 1985 alone, the government cut its purchases by 25
percent. Since the government was the only buyer of cotton and
was the major grain buyer, the farmers responded both by reducing
sown areas, and by reducing the application of manufactured in-
puts. Grain production decreased by 7 percent in 1985, and cotton
by 34 percent.

TABLE 2. Per Capita Food Consumption: 1978-92.

Real
Vegetable per capita

Meat Fish Poultry il Grain income

Year (k@) {ke) ~(kg) (kg) (kg) {yvan)
8.86 3.50 0.44 1.60 195.46 315
12.79 341 0.80 2.30 21381 348
1984 .o 15.51 4.32 135 4.66 249.65 483
1986 ..o 17.26 5.33 172 5.17 252.67 543
18.06 5.66 1.75 5.87 246.10 618
20.10 6.53 1.73 5.67 238.80 610
22.58 1.29 231 6.29 23591 171

1978-92 average
growth rate ............ 1% 5% 12% 10% 1% 6%

Source: (ZGTINJ), 1994.

When grain production did not recover to the 1984 levels, the
government became concerned and took action. In 1986, leaders an-
nounced that purchasing contracts with farmers were “state con-
tracts.” Delivery quotas became compulsory again, and sales onto
the free market were allowed only after fulfillment of quota obliga-
tions. In essence this was much like the original system with the
above quota sales price being replaced with a voluntary negotiated
price. Purchase prices for major crops were raised again, and in
some regions leaders relied on sown area and procurement plans,
informally implemented through local cadres. These policy meas-
ures led to resources being reallocated back towards grain produc-
tion and, in many regions, away from activities (such as cash crops)
for which farmers had a comparative advantage.

RECENT AGRICULTURAL REFORM AND MARKET LIBERALIZATION

The reform. measures adopted in the second stage (i.e., mid-
1980s) were quite successful in boosting industrial growth in urban
areas, but they also led to high inflation by 1988. To slow down the
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inflation rate, the government postponed further reforms of the
price system, recentralized control over prices for many items,
tightened the money supply and credit, 18 and cut, or postponed, in-
vestment in a wide range of projects under the “rectification pro-
gram.” The agricultural sector in many areas of the country suf-
fered a severe slowdown in growth during this period.

However, recovery was quite rapid as economic development and
reform both speeded up again in the third stage. Although the gov-
ernment had already taken some measures in late 1990 to bring
the economy back from low growth during the retrenchment period,
it formally declared an engr to the rectification program in early
1992. Later that year, whén it was announced that the socialist
market economy was being set as a goal for the country, the proc-
ess of reform accelerated, with the objective of establishing a mar-
ket-oriented economic system, including restructuring the role and
function of the government.

Agricultural production recovered in the early 1990s. Measured
in real prices, the GVAO increased by 43.3 percent in 1994 over
1988, or 5.9 percent annually. The cropping, forestry, animal hus-
bandry, and fishery sub-sectors grew at an annual rate of 3.3, 5.5,
10.1, and 12.9 percent, respectively. Major farm products, which
were of particular concern to the government, all increased signifi-
cantly. On average, grain production was 438.9 mmt per year dur-
ing the 1988-94 time period, 19.9 percent higher than over the
1984-88 time period.

As China moved into the early 1990s, its leaders were presented
with a unique opportunity to push forward with even deeper mar-
ket reforms in both the urban and rural components of the food
system. Such reforms would attract minimal political opposition,
since urban food prices were low, grain stocks plentiful, and grain
imports low, providing a “slackness” that could accommodate new
reforms. At the same time, budgetary pressures were growing, add-
ing another impetus for reform.

URBAN REFORMS

In this environment of low political opposition, policy makers im-
plemented a series of policy reforms that radically changed the or-
ganization of China's food marketing and pricing institutions in the
urban economy. The urban reforms can be divided into four major
components:

¢ Elimination of grain rationing;

¢ Elimination of planned interprovincial grain transfers;
o Commercialization of urban grain outlets; and,

¢ Establishment of urban food marketing networks.

The retail prices for grain and edible oil rations in the urban
areas were raised by 20.9 percent in 1991, and another 39.2 per-
cent in 1992, bringing the rationed retail price equal to the pro-
curement price and leaving the government to subsidize only the
associated marketing and processing costs. By mid-1993, almost all
cities and counties abandoned the rationing system, and the state-

18 International Monetary Fund, 1993.
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run grain shops in the urban areas had started conducting busi-
ness as commercial enterprises.

Leaders timed the policies to come at a time of falling real and
nominal grain prices and rising urban incomes. Urban ration prices
had remained constant in nominal terms from 1970 to 1988 and in
real terms, urban grain prices fell by over 25 percent during the
1980s. In the early 1990s, while urban wages soared in real terms,
the farm gate price of grain fell sharply. When the ration subsidies
were eliminated the price paid by urban consumers for rice soon
rose rapidly, from 370 yuan per ton to 550 yuan in 1991. By 1992,
rice prices rose to 770 yuan—almost a doubling of the real price in
a few years time.

The end of formal grain rationing eliminated the need for the na-
tion’s interprovincial grain transfer plan. Beginning in 1993, prov-
inces conducted all grain transactions on a voluntary basis. 1° Sur-
plus and deficit provinces now had to work out their own delivery
and pricing schedules. While provinces still retained active grain
transport and planning departments, after 1993, shipments and de-
liveries in and out of the province were arranged directly by com-
mercial buyers and sellers without the involvement of planners.

Within most metropolitan areas, a series of new measures made
retail outlets less reliant on fiscal support, and gave grain station
managers the opportunity to participate in new commercial ven-
- tures. 20 However, most municipal governments still require the
newly commercialized grain shops to continue to sell grain and oil.
Grain managers are not permitted to lay off workers and they have
to continue to support retired employees. Additionally, leaders ex-
pect managers to continue to carry out certain policy functions
(e.g., manage national grain stocks). In return, managers were
granted the right to use their unit’s assets—storefront locations,
shop equipment, storage facilities, and transport fleets—for other
nongrain purposes.

The policies encouraged outlets to diversify their product lines,
while staying in the retail food business. Many managers increased
the diversity and quality of grain products in their shops. Many
grain shops also diversified into other grocery items. Innovative
managers frequently kept only a part of their storefront as a grain
shop, the rest of the property being partitioned off into another line
of business, such as a restaurant or a general trading company. In
some downtown locations, grain shops were allowed to convert
their business to some other line of work in order to pay a rent
commensurate with the opportunity cost of the shop’s location.

Relaxation of sourcing requirements had a sharp impact on
urban grain market development in many cities. For instance,
grain outlets were allowed to choose suppliers freely, only one of
which was their former government supplier. Private wholesalers
had long participated in urban markets, providing grain to private
stalls and institutional buyers alike, but seldom had they been al-
lowed to sell to state grain stores (even for non-rationed items such
as premium quality grains and flour). After the elimination of ra-
tioning, grain poured into the cities through a multiplicity of chan-

19 Wy, 1995.
20 [bid.
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nels. In some areas, managers sent their truck fleets to nearby
areas to purchase and haul back grain shipments. Some outlets
began to act as wholesalers for other shops.

For these new grain firms, the form of profit sharing differs
among provinces and even among regions within provinces. 21 Some
firms continue to pay employees only the basic wage and this is
still a form of commercialization. However, the basic wage in most
cities provides a level of support far below what is needed to main-
tain even a minimum standard of living. In many cases, firms im-
plemented a collective bonus system which pays employees bonuses
(above the basic wage) after a certain level of sales or profits has
been reached. At the other extreme, a person (typically the former
manager) entered into a contract with the government, which gave
that person wide-ranging decision-making authority over the firm’s
business, including the level and distrﬁ)ution of wages and bo-
nuses, supply procurement, and product sales and marketing strat-
egies. Under this scheme, managers and upper level grain bureaus
share after-tax profits. Regardless of the exact form of the new
managerial or employment scheme, improved incentive structures
were provided to both managers and employees to minimize costs
and maximize profit. Financial compensation became more closely
tied to performance.

Market activity also requires infrastructure, including transpor-
tation and communication networks, and the development of
human capital by traders with the know-how to act as
intermediaries between producer and consumer.22 One important
aspect of China’s agricultural reform success has been the success-
ful establishment of marketing networks for agricultural prod-
ucts. 23 In transition economies such as China’s, market competi-
tion play a critical disciplining role for collective and state institu-
tions, 24

As the government gradually reduced the number of items sub-
ject to compulsory procurement, as well as the government’s role
in supplying agricultural products at subsidized prices, free mar-
kets continued to expand. It was reported that, by the end of 1992,
about 70 percent of the total sales of agricultural products took
place at market prices.25 The total number of “free markets” in
urban and rural areas doubled from 40,000 in 1980 to 83,000 by
1993 (see Table 3) and the value of trade in these markets in-
creased from 23.54 to 534 billion yuan.

Markets for the exchange of agricultural products in urban areas
developed throughout the 1980s (Table 3). From a level of 2,919 in
1980, the number of urban market centers expanded by nearly 15

21 The relationship between grain officials and local enterprise managers, and between man-
agers and employees varies widely. The explicit or implicit contract depends on the nature of
reform in the region, the availability of fiscal resources, the characteristics of the local grain
system, and the opportunity for alternative business in the local food economy. Different ar-
rangements were negotiated regarding the degree of continued support for wages, bonuses, and
retirement payments, and the assignment of the responsibility of wage and bonus payments to
employees. In some cases, wage payments to outlet personnel were halted; wages were fully paid
out of the earnings of the local grain station. In others, basic wage packages were still provided
for all or part of the stafl, but bonuscs depended on firm revenues.

22 McMillan, 1995.

23 Rozelle, 1996.

24 McMillan and Naughton, 1991.

25 International Monetary Fund, 1993.
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TABLE 3. Free Markets in Urban and Rural Areas.

Description 1980 1985 1930 1993
Number of markets: .........cccccoe... 40,809 61,337 72,579 83,001
Urban ... 2,919 8,013 13,106 16,450
Rura! 37,890 53,324 59,473 66,551

Value of transactions
(bil. yuan): .....oeveveeceeeecccreenn 2354 63.32 216.82 534.30
2.37 12.07 83.78 256.24
21.17 51.16 133.04 278.06

of which:.

Grain and edible oil .............. 344 4.96 14.68 34.99
Meat, fowl, & eggs ... . 421 14.01 61.88 110.25
Aquatic products ....... 0.93 332 18.24 41.36
Vegetables .........cccoceveevvcnn 2.15 488 26.42 58.20
Dried and fresh fruits ........... 0.75 2.55 18.35 40.32
Agricultural inputs ............... 0.71 1.39 2.30 na
Large domestic animals ....... 2.65 3.26 3.83 5.67

Source: ZGTINJ, 1981-19%4

percent per year, reaching 13,106 by 1990. During this same pe-
riod, the size of each market also increased, since the value of
transactions increased at a greater rate. After slowing in the late
1980s, the speed of growth resumed in the early 1990s. The num-
_ ber of markets in urban areas increased by 6 percent in 1991 and
another 4 percent in 1992. The volume of transaction in each mar-
ket expanded- even more rapidly, nearly doubling in real terms be-
tween 1989 and 1992. Total investment in urban infrastructure
also expanded in the early 1990s.

The number of registered traders and the amount of their trad-
ing capital has also risen continuously throughout the 1980s. There
were only 241,000 private and semi-private trade enterprises reg-
istered with the State Marketing Bureau in 1980. By 1990, this
number had risen to 5.2 million, over 20 times the levef of a decade
earlier. The average level of capital used by each of these traders
also expanded from about 5,000 yuan in 1980 to more than 12,000
yuan in 1990 (although this represents a more modest increase
when measured in real terms).

RURAL REFORMS

In the rural sector, the pace of grain market liberalization also
accelerated. 26 Policy makers reduced mandatory delivery quotas,
increased commercialization of the grain system, and raised the
procurement price. Policy makers began to experiment with a new
set of food economy reforms in the early 1990s as prices fell and
grain stocks expanded. In 1990, Guangdong Province officially
eliminated all grain and oilseed quotas, and directed grain stations

26 |n addition o the grain-specific reforms, other reforms also affected the agricultural econ-
omy. Parastatal control over the trade of sugar, tea, cotton, silk cocoons, and other specialty
crops were reduced either by policy or in practice (Sicular, 1995). Fertilizer sales were
demonopolized (Rozelle, 1994). Beginning in 1992, government agencies involved in agriculture
(e.g., the grain bureau, enterprises set up by agricultural bureaus and seed companies) were al-
lowed to buy and sell fertilizer.
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to procure farmers’ grain at the prevailing market price. 27 In 1992,
farmers in nearly 20 percent of China’s counties (mostly in five
rovinces: Fujian, Shanghai, Zhejiang, Jiangsu, and part of
i_chugg) received permission to eliminate manﬁatory quota deliv-
eries.

While mandatory deliveries were not eliminated in most parts of
the country, national grain officials did recommended that this
form of implicit tax on farmers be removed. As part of the liberal-
ization, in 1993, the government announced a new policy for grain
entitled “freeing the price while fixing the quantity.” Farmers still
had an obligation to sell a fixed amount of grain and oilseed to
local grain stations but under the new policy, the procurement
price was to be market-determined. This policy would help reduce
the tax burden on farmers, which had become an important policy
issue for national leaders. 29 .

The low market prices for grain facilitated local compliance with
the new policy to procure all grain at the market price. When the
policy was announced in late 1992 and early 1993, the average
price of rice, wheat, and maize had been falling in real terms for
three or four years. Prices of paddy rice and wheat in rural periodic
markets in early 1993 were only 60 percent of their 1989 level. As
a consequence, the difference between the market price and quota
price on average sank to its lowest level since the mid-1980s. The
implicit tax for major grains sank to only 100 yuan per ton, a level
where the implicit tax on quota grain was only 16 to 29 percent
of the negotiated price. In 1992, some procurement stations had
stopped accepting delivery of the mandatory procurement quota be-
cause it was cheaper to buy grain on the market than at the an-
nounced quota price.

For a number of reasons, agricultural market liberalization was
held back until the early 1990s and initial indications were that
the implementation of market reform was a success. Rural incomes
grew faster in the early 1990s compared to the late 1980s.3° Food
supplies to cities were abundant and improved in quality. 31

In a move paralleling actions in the cities, policy makers com-
mercialized the procurement arm of the rural grain system. Begin-
ning in 1992, officials converted prefectural and county grain bu-
reaus and township grain stations into commercial grain trading
companties. 32 Ali;houg%:r there is great regional heterogeneity, the
typical contract between the grain bureau and the division or sta-
tion manager resembled those signed with retail shop managers.
These grain companies had to continue trading grain and oilseeds
and their agreements obligated them to keep all personnel and to
support retirees. They also had to carry out certain policy functions
such as the procurement of quotas and the handling of grain
stocks. Like other commercial concerns, these trading companies
were expected to cover operational expenses and pay income tax.

In return, grain companies were allowed to use state-owned as-
sets, the most valuable of which were the storage facilities and

27 Watson, 1994,

28 ZGSYNJ, 1992.

29 Johnson, 1994.

30 ZGTJNJ, 1992-94.

31 Huang and Rozelle, 1996.
32 Crook, 1994b.
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truck fleets. They also were guaranteed a certain amount of steady
revenue from managing national stocks, and procuring, processing,
and trans-shipping grain. However, at times these activities could
represent a burden for the-grain firms. Profit and cost sharing ar-
rangements, like those negotiated by urban retail outlets, varied
greatly among provinces. In most cases, new incentive systems
were designed to elicit greater effort from managers and workers.
For example, basic wages continued to be paid to grain compan
employees. Additional wage bonuses now came from profits leg
?fter costs were covered and the company paid all grain bureau
ees.

Grain traders also were able to use their established procure-
ment and sales networks which had been developed during the
planning and earlier reform eras. Grain trading in China during
the 1980s had been largely based on planned transfers or nego-
tiated transactions among bureaucrats who became long-time
friends. Without well-developed wholesale markets (which still did
not exist in many places in the late 1980s and early 1990s), infor-
mation and trust within a well-connected network was a major
asset; not being part of such a network could be a major constraint.
For example, newly-commissioned grain traders in a commer-
cialized grain bureau in one remote county on the border of north-
ern Hubei- and southern Shaanxi complained about not knowing
how to expand their trade. Another trader in a western Liaoning
county, however, entered the liberalization era with such a large
set of connections that even in the first year of operation his sales
force spent most of its time purchasing grain from farmers, small
private traders and other grain stations in other counties and ar-
ranging for the transshipment of the grain to the firm’s customers
throughout China.

IMPACT OF RECENT MARKET REFORMS

One of the most significant aspects of the market reforms of the
early 1990s may be that they went largely unnoticed. There were
no sharp negative effects from market liberalization as in Eastern
Europe and the Former Soviet Union, where food shortages
emerged and agricultural output and income in a number of coun-
tries fell by more than 50 percent. 33 Instead, food prices in China
in the early 1990s stayed constant or even declined in real terms.
There were no major shortages in either urban or rural markets.
Production expanded and grain imports fell. Even accounting for
the direct wage subsidies provided by the state to urban workers,
the proportion of the national budget used for food subsidies fell
below 10 percent in 1991 for the first time since 1978. This section
explains the impact of the economic policies implemented in the
early 1990s.

While definitive quantitative evidence is still not available, devel-
opments in the ear(iy 1990s show the positive role that market lib-
eralization' may have had on rural incomes. The national average
rural per capita income in 1989-90 was almost exactly the same
as in 1984-85 in real terms (ZGTJNJ, 1993). Since 1991, however,
rural incomes have resumed growth, rising by more than 4 percent

33 Lin, Cai, and Li, 1994.
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annually from 1992 and 1995. Real growth in per capita rural in-
comes exceeded 5 percent in 1992, 1994, and 1995—the highest
persistent annual increases since the early 1980s. Between 1985
and 1994 the ratio of urban to rural incomes steadily increased
from 1.6:1 to 2.2:1.

Interregional rural income inequality also may have stabilized.
Between 1985 and 1990, incomes in many central and western
provinces fell or grew sluggishly and erratically.34 In the early
1990s, however, nearly every province began to experience real
growth. According to State Statistical Bureau analyses, Gini coeffi-
cients of inter-household inequality fell in nearly every province in
1994, after increasing nationwide between 1985 and 1993.35 If
these developments arise from commercialization and expansion of
markets, they are consistent with other observations in Fujian
Province; 3¢ in Shaanxi Province’s poorer counties; 37 and in China’s
Northwest and Southwest regions. 38

The growth of trade of agricultural products within China’s do-
mestic market also expanded in the early 1990s. Despite depressed
prices and fairly stagnant production, the volume of total grain
traded in the period 1990-92 was more than 10 percent higher
than the period 1987-1989. The proportion of free market trade (or
procurement by non-state traders) increased throughout the early
1990s (from 10 percent in 1989 to 13 percent in 1992.3° The pro-
portion of nonvoluntary sales to state grain units also fell from 53
percent in 1990 to less than 45 percent in 1992. The proportion of
grain flowing through nonstate channels fell in 1991 and 1992, not
because of lower volume, but because of the increased commercial
trading by state trading companies.

The increased domestic trade flow also induced local govern-
ments in rural areas to establish new periodic markets (Table 3).
After expanding rapidly in the early 1980s (the number of markets
grew by 7 percent per year; the transaction value by more than 15
percent), growth in both the number of markets and transaction
value slowed in the late 1980s. After the market liberalization re-
forms, the growth of rural markets resumed. Between 1990 and
1992, the number of markets increased by nearly 10 percent and
the value of the goods traded rose by more than 25 percent.

New technologies, transportation improvements and changing re-
gional specialization have shaken the foundations of China’s tradi-
tional domestic trade patterns. Historically, grain always moved
from south to north.?9 Nearly all of China’s southern provinces
generated surpluses which fed the urban residents in the big cities
and industrial parts of the Northeast. Few northern provinces had
surpluses of grain, and even if they did, the lack of transport and
marketing infrastructure in the inland made it nearly impossible
to move large quantities of grain out. By the 1990s, rapid market
development and other economic forces had almost completely re-

34 Rozelle, 1996 )

38 In addition to commercialization, there may be other factors contributing to this phenome-
non. Rising agricultural prices, which are only indirectly related to commeraialization, certainly
played an important role in the slowdown of China’s rural inequality measures.

38 yons, 1992.

37 Park, Rozelle, and Cai, 1994.

38 Tong et al., 1994.

38 ZGSYNJ, 1993.

40 Brandt, 1989
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versed the flow of grain. In the early 1990s, all but one of the coun-
try’s surplus provinces was north of the Yangtse River. Except for
Shanxi Province and the Municipalities of Beijing and Tianjin, all
provinces north of the Yangtse River either expanded the size of
their surplus or reduced the size of their deficit. In contrast, all
provinces south of the Yangtse moved in exactly the opposite direc-
tion. 4

The recent liberalization reforms reduced the budgetary burden
of food subsidies. Total agricultural price subsidies fell nearly 50
percent in real terms between 1991 and 1994. 42 With budgets fair-
ly stagnant, price subsides as a proportion of total revenues fell
from 10 to 6 percent during the early 1990s. Urban grain sub-
sidization schemes no longer require central budget support be-
cause they were largely eliminated. Fiscal authorities have tar-
Eeted the funds after 1993 for support of shipping, storing, and

andling grain for other central government uses (especially the
national grain reserve and welfare and disaster relief programs)
and debt retirement.

Spatial grain price patterns across China provides an indication
of how well supply and demand price signals are transmitted
throughout the country. A necessary condition for competitive mar-
kets is a strong tendency for prices in different regions to move up
and down together through time. This issue has been recently stud-
ied by Rozeﬁe et al.43 with cointegration analysis using a unique
data set collected by the State Market Administration Bureau
(SMAB) in Beijing. Every 10 days, more than 180 reporting sites
from 28 provinces across China send prices on a number of agricul-
tural commodities to SMAB’s information department. The 5-15 in-
dividual market prices for each province are aggregated into pro-
vincial average prices by the Ministry of Agriculture’s Research
Center for Rural Economy (RCRE). Rozelle et al. (1996) tested mar-
ket integration using this price series for rice, wheat, and maize be-
tween 1988 and 1995. Prices for rice were available for 23 prov-
inces and municipalities; those for wheat for 6 provinces; and those
for maize for 22 provinces. Nominal prices from the SMAB data set
were deflated using monthly price consumer price indices cal-
culated and reported by the State Statistical Bureau.

Rozelle et al. (1996) found that marketing and price reforms in
the early 1990s have led to a striking increase in the integration
of markets. Price variation among markets has fallen and this is
one sign of increasing integration. To the extent that the narrowing
of price differences among provinces was caused by improved mar-
kets, the reforms in the early 1990s appear to have succeeded in
their integration goals.

More formal tests of market integration (provided by the
cointegration analysis) support these results. While not perfectly
integrated, most rice and maize markets have become increasingly
integrated after liberalization policies of the early 1990s and tﬁis
integration continued through the mid-1990s. The number of pairs

41]n addition to marketization there are other factors which cause traditional trade patterns
to change. Across regions, these factors include differing agricultural investment patterns, vary-
ing rates of technologica] change, and differing rates of growth in the non-agricultural sector.

42 Huang and David, 1993

43 Rozelle, Park, Huang, and Jin (1996).
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of provinces that became integrated went up by more than four
times in the rice markets and more than doubled in the maize mar-
kets. The number of cointegration coefficients significantly different
than zero rose for all crops and the average probability ofy not being
integrated fell for 43 of 45 cases, indicating the widespread impact
of the market liberalization effort.

The price trends of rice in Guangdong versus Hunan are of par-
ticular interest because disputes over interprovincial trade have oc-
curred periodically between the two provinces over the past 15
years. In 1988 national rice prices began to rise and this was par-
ticularly evident in Guangdon%’.I Hunan is a neighboring surplus
Erain province but officials in Hunan adopted measures to try to

eep rice prices low for their own consumers. Blockades were set
up on all roads between the provinces. Shipping by rail was re-
stricted by provincial officials. As a result of the great price dis-
crepancy, many farmers began to ship rice by bag, using piece rate
on trains. Government official banned the transport of more than
100 kilograms of rice by train by anyone who did not have a per-
mit. Drawn by higher prices, Hunan farmers found it profitable to
buy train tickets and haul individual sacks of rice across the border
into Guangdong. Between these two provinces, prices clearly
stopped moving together in the late 1980s, implying the markets
were not integrated.

After 1990, however, prices between Hunan and Guangdong
begin to track one another more closely. The pattern of price move-
ment in late 1993 and early 1994 presents a dramatic contrast to
the earlier period.4* In the 1990s when prices in Guangdong rose,
Hunan prices followed closely. However, price differences also rose
somewhat. From these data it is impossible to know if the larger
spread is due to higher transport costs or higher marketing costs
caused to increased regulation and interference in markets by gov-
ernment officials.

THE 1994-95 FooD PRICE SHOCK

The success of the market liberalizing reforms in the early 1990s
was soon downplayed when food prices began to rise rapidly in late
1993. Food prices went up by 30 percent in one month in the coast-
al provinces in November 1993.45 By mid-1994, the average nomi-
nal price of rice in rural periodic markets rose more than 70 per-
cent from 1.30 yuan per kilogram to 2.30 yuan. Prices in key urban
centers rose faster, nearly 80 percent in Shanghai and over than
90 percent in the markets surrounding Shenyang, Wuhan, and
Guangzhou. Adjusting for inflation, rice, wheat, and maize prices
all stall rose, but much slower. Between late 1993 and the middle
of 1995, real rice prices rose by 75 percent and those of wheat and
maize by about 60 percent. 46

Coming so soon after the implementation of the market liberaliz-
ing reforms in agriculture, a number of leaders postulated that pol-

44 See Rozelle, Park, Huang and Jin (1996) for more detail.

46 Lin, 1994.

“8 However, despite these jumps, real prices of rice and wheat did not recover to the level of
the early 1980s until carly 1995, a ycar afler the initial surge in food prices. Morcover, at their
peak, fine grain prices still were 5 to 10 percent below the 1989 price level. Reflecting in part
the risini demand for feed grains, the real price of maize reached a level about 20 percent high-
er than the historic high.
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icy played a role in causing the inflation. Officials believed that re-
moving procurement obligations had led to falling grain sown area.
Private traders and unscrupulous quasi-state traders were thought
to have drained surplus areas of (1ocal stocks. Urban wholesalers
were accused of building up inventories in deficit areas. Leaders
could not understand why their orders to release grain did not
stem the rate of price rises. Most of all there was a general percep-
tion that the government had lost control of the food economy and
that policy changes were needed to regain influence over food
prices. 47

Since food still accounts for about 50 percent of consumption ex-
penditures by urban residents and nearly 60 percent of the average
rural consumption bundle, rapid rises in the prices of so many im-
portant food commodities were immediately seen as a threat to
price stability. National policy makers started calling for price caps
in urban markets. Price controls in cities could leag to short term
shortages and therefore officials in many urban areas did not en-
force them. In other municipal regions, maximum price controls
were quickly moved up by municipal leaders afraid of causing pro-
longed shortages.

In other moves, national policymakers made provincial governors
responsible for feeding their populations and condoned caffls for re-
gional self-sufficiency and restrictions on inter-regional shipments.
Measures to limit shipments of grain among areas were largely un-
successful however. Commercialized, quasi-government tradin
companies acted in their own interests and continued to ship an
receive grain despite calls to do otherwise. Profit-motivated urban
retail outlets were reluctant to sell low-cost grain since this also
cut into their income.

Government officials found themselves facing a policy dilemma.
In China’s new market order, old policy strategies were not work-
ing. Given the new market -arrangement, should they retrench on
previous progress in liberalizing markets in order to regain direct
control of the grain economy with traditional policy instruments or
should they attempt to forge a new set of institutions that seek to
foster a more responsive set of markets? Alternatively, should they
develop new institutions to give the government stronger, albeit in-
direct, control over grains?

The rapid increase in retail food prices beginning in 1994 and
1995 also generated considerable interest outside of China. Why
did grain prices rise so rapidly? Why did grain prices rise so much
when a large grain reserve was apparently established in the
1980s? 18 In 1990, published reports in China estimated 490 million
metric tons (mmt) of grain stocks. 19

After three years of retrenchment (1988-91), China experienced
another periodyof rapid economic growth in 1992, which led to dou-
ble-digit inflation in 1993. For example, the prices of manufactured
agricultural inputs increased by 14.1 percent, compared to an an-
nual increase of 3 to 5 percent during the previous three years
(1990-92). Prices of fuel and building materials increased by 32.2
percent and 28.2 percent, respectively, in the rural areas in 1993.

47 Wu, 1995.
48 For a discussion of grain stock estimates, see Crook (1988 and 1994a).
42 Crook, 1994a.
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These large increases in production costs helped push up food
prices in late 1993. The inflation rate was even higher in 1994, as
the consumer retail price was reported to have increased by 21.8
percent in 1994, compared with 13.2 percent in 1993, 50

However, grain and cotton were brought back under tighter state
control later that year, and in 1994, fixed procurement quota prices
were reintroduced against farmers wishes, retail price ceilings were
reintroduced in some urban areas, and exports of rice and corn
were curtailed in an attempt to control prices. The 1994-95 food
price increases, a perception of loss of government control over ag-
ricultural commodity circulation, and continuing market imperfec-
" tions have raised the need to assess the progress of China’s market
reform program.5! Those opposed to reform have argued that the
recent breakdown in agricultural pricing policy should cause the
government to reassess its commitment to reform, since many be-
lieve that market deregulation may have undermined the leader-
ship’s ability to intervene in areas which still need to be closely
regulated. 52

The remaining compulsory procurement system makes grain
prices very sensitive to local supply and demand conditions. When
the policy changed in 1993 it disturbed the imperfect grain market.
At the same time, the policies sent the wrong signals to farmers
in surplus areas, discouraging them from increasing production the
next year. The re-introduction of fixed procurement prices at the
end of 1993 was partly responsible for the 2.8 percent decline in
grain production in 1994. This occurred, despite sharp increases in
market prices.

The central government was concerned with the sharp increase
in grain retail prices in the urban areas, out of a fear that it might
threaten social stability and economic growth. The government
placed a ceiling on retail prices and released 2.5 mmt of grain from
reserves. Compulsory procurement was to be strictly enforced
again. The signals received by farmers from the local and central
govemments discouraged grain production, and contradicted the
ree market signals, leading to a fall in grain production by 2.8 per-
cent in 1994. By mid-1994, the central government placed a ban on
rice and corn exports, and later on, several provincial governments
prohibited grain shipments to other provinces.

However, as the population continued to grow at 1.1 to 1.15 per-
cent, and per capita real incomes continued to increase (by 7.8 and
5 percent, 53 respectively, in the urban and rural areas in 1994),
the demand for food rose. The domestic vegetable, edible oil, and
grain markets experienced massive price increases from 1994 to
1995. This was partly due to expectations of provincial authorities
and increasingly protective practices by provincial government
trading authorities reluctant to allow food products to leave their
provincial boundaries. For example, for several months in 1995,
Heilongjiang Province, in the far northeast, would not permit soy-
bean shipments out of the province.

50 Statistical Yearbook of China 1994. Beijing: Statistical Publishing House, 1995.
51 Duan, 1994.

62Chen, 1994h.

63 RMRB, 31 December 1994,
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AGRICULTURE’S COMPARATIVE ADVANTAGE

Lardy has described the reemergence of China as a significant
trading nation.54 He explains that the commodity composition of
trade has changed along with domestic market reforms, and that
trade patterns (especially on the export side) are more consistent
with China’s comparative advantage, compared with the pre-reform
and early reform time periods. China has shifted away from petro-
leum exports and has increased exports of labor-intensive manufac-
tured goods, to the point where manufactured goods accounted for
four-fifths of exports in 1993. Lardy notes that the share of pri-
mary commodities in total imports fell from a little over one-third
in 1980 to about one-seventh by 1993, because food imports did not
grow very much over this period while total imports surged.

China was a net grain exporter during the 1950s. However, the
sharp decline in grain production during the “Great Leap Forward”
(1958-61) turned China into a net grain importer. Grain imports
were increased during the first stage of reform (1978-84) to reduce
farmers’ procurement burden, and to encourage diversification in
the agricultural sector.55 The annual net imports averaged 12.46
mmt during the 1979-83 period. After 1984, following large in-
creases in production and exports, combined with reduced on-farm
wastage, annual net grain imports declined to 4.5 mmt between
-1984 and 1991. The growth of corn production in northeast China
contributed most to the increased grain exports. China exported 7.5
mmt of corn.in 1991 and more than 10 mmt in 1992 and 1993, and
this turned China into a net grain exporter in the early 1990s.
However, when the central government suddenly banned rice and
corn exports in late 1994, China resumed its position in world
trade as a net grain importer.

Wheat has been the major grain imported by China since 1961,
accounting for about 90 percent of total grain imports, on average.
The dominant position of wheat in grain imports may be chal-
lenged by feed grains, as more and more meat and dairy products
will be demanded by consumers following income growth.

China was both a large rice exporter and importer in the last
decade. Average annual exports during 1980-91 were 743,000 met-
ric tons (mt), while average imports were 309,000 mt. Net annual
exports were around 434,000 mt, on average. As the total world
trade in rice was around 12 mmt per year during this time period,
China’s shares were about 6 and 4 percent, respectively, for total
and net exports.

For many countries, during the process of economic growth, the
nation’s comparative advantage in agriculture declines, and this is
expected to happen in China. For those nations where arable land
is scarce, the comparative advantage in agriculture tends to decline
more rapidly. 56 Generally speaking, the comparative advantage of
China’s agricultural sector has been declining for land-intensive
crops. It is likely that China’s net grain imports will increase in the

54 In addition w Lardy (1994), refer to West (1993) for an in-depth discussion of China’s trade
reforms and trends in China's international trade patterns.

86 Carter and Zhong, 1991.

88 Anderson, 1990.
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future, with the composition gradually changing. In the long run,
some shifting in imports, from food to feed grains, seems inevitable.

REFERENCES

Anderson, Kym. Changing Comparative Advantages in China.
Paris: Organisation for Economic Cooperation and Develop-
ment (OECD). 1990.

Brandt, Loren. Commercialization and Agricultural Development in
Eggst)-Central China, 1870-1937. Cambridge: Cambridge, MA.
1 .

Carter, Colin A., and Funing Zhong. “China’s Past and Future Role
in the Grain Trade.” Economic Development and Cultural
Change 39(1991):791-814.

Crook, F.W. “An Introduction to China’s Rural Grain Supply and

Use Tables.” In China: Agriculture and Trade Report, Situa-

tion and Outlook Series, pp. 45-51. Technical Report no.

WRS-94-4, U.S. Department of Agriculture/Economic Re-

search Service, Washington, DC, August 1994a.

. “China Trip Report—US Corn Team,” Working Paper, Eco-

nomic Research Service, United States Department of Agri-

culture, Washington, DC. 1994b.

— “China’s Grain Supply and Use Balance Sheets.” In China:
Agriculture and Trade Report, Situation and Outlook Series,
pp. 22-29. Technical Report no. RS-88-4, U.S. Department
of Agriculture/Economic Research Service, Washington, DC,
June 1988.

Duan, Yingbi. “Reform: The Only Way for Agriculture to Get Out
of Difficulty,” Liaowang 18(May 2,1994):17-18.

Fan, Shenggen “Effects of Technological Change and Institutional
Reform on Production Growth in Chinese Agriculture” Amer-
ican Journal of Agricultural Economics; 73(2), May 1991, pp:
266-75.

Huang, Jikun. “Review of China’s Agricultura] Policy, Market and
Trade Developments in 1995,” Paper Presented to Ad Hoc

Group of Experts on East-West Economic Relations in Agri-

culture, OECD, Paris.1996.

, and Cristina David. “Demand for Cereal Grains in Asia: the

Effects of Urbanization,” Agricultural Economics 73(May

1993):515-521.

, and Scott Rozelle. “Market Development and Rural Food

Demand in China,” Working Paper, Food Research Institute,

Stanford University, Stanford, CA.1996.

, Mark W. Rosegrant, and Scott Rozelle “Public Investment,
Technological Change and Reform: A Comprehensive Ac-
counting of Chinese Agricultural Growth” International Food
Policy Research Institute, Washington, D.C., July 1995.

International Monetary Fund (IMF). “China at the Threshold of a
Market Economy.” Occasional Paper no. 107, IMF, Washing-
ton, DC, September 1993.

Johnson, D. Gale. “Does China Have a Grain Problem,” China Eco-
nomic Review, 5(1):1-14 Spring 1994.




159

Johnston, B.F. “The Political Economy of Agricultural Development
in the Soviet Union and China.” Food Research Institute
Studies 21/2(1989):97-137. ‘

Lardy, N.R. China in the World Economy. Washington, DC: Insti-
tute for International Economics, 1994.

Lin, Justin Yifu, “Rural Reforms and Agricultural Growth in

China.” American Economic Review. 82, 1:34-51, Mar. 1992.

, Cai Fang, and Li Zhou. “Why China’s Reforms Have Been

Successful: Its Implications for Other Reforming Economies,”
Working Paper, Chinese Center for Economic Research, Pe-
king University, China. 1994,

Lyons, Thomas. “Cautionary Tales of Market Reform” Working
Paper, Department of Economics, Cornell University, Ithaca,
NY.1992.

McMillan, John. “Markets in Transition,” in David Kreps and Ken-
neth Wallis, ed., Advances in Economics and Econometrics:
Theory and Applications. Cambridge: Cambridge Univer-

sity.1995.

, and Barry Naughton. “How to Reform a Planned Economy:

Lessons from China,” Oxford Review of Economic Policy 8(1)

1991:130-144.

——, J. Whalley and L. Zhu. “The Impact of China’s Economic
Reforms on Agricultural Productivity Growth,” Journal of
Political Economy, Vol. 97, 1989:781-807.

Nyberg, Albert. “Grain Transport by Rail Has Increased,” Agricul-
tural Outlook, Economic Research Service, United States De-
partment of Agriculture, Washington, DC.1996.

Park, Albert, Scott Rozelle, and Cai Fang. “China’s Grain Policy
Reforms: Implications for Equity, Stabilization, and Effi-
ciency,” China Economic Review, 5(1):15-34 Spring 1994,

Perkins, Dwight, “China’s “Gradual” Approach to Market Reforms,”

Paper Presented at a Conference on Comparative Experi-

ences of Economic Reform and Post-Socialist Transformation,

El Escorial, Spain.1992.

. “Reforming China’s Economic System.” Journal of Eco-

nomic Literature. 36:601-645, June 1988.

, and Shahid Yusuf. Rural Development in China. Baltimore:
John Hopkins University Press, 1984.

Putterman, Louis. 1992. “Dualism and Reform in China,” Economic
Development and Cultural Change (13)1992:467-493.

. Continuity and Change in China’s Rural Development: Col-
lective and Reform Eras in Perspective. New York: Oxford
University Press, 1993.

Rozelle, Scott. “Gradual Reform and Institutional Development:
The Keys to Success of China’s Rural Reforms,” in Barry
Naughton, ed., Economic Reform in China: Lessons for Eco-
nomics in Transition. University of Michigan Press. forth-
coming.

. “Decision Making in China's Rural Economy: Defining a

Framework for Understanding the Behavior of Village Lead-




160

ers and Farm Households China Quarterly, 137:99-124,
March, 1994.

 —— Stagnatlon Without Equity: Changing Patterns of Income
and Inequality in China’s Post-Reform Rural Economy” The
China Journal (35)1996.:63-92.

—, Albert Park, Jikun Huang, and Hehui Jin. “Dilemmas in
Reforming State-Market Relations in China’s Agricultural
Sector,” Working Paper, Food Research Institute, Stanford
University, Stanford, CA. 1996.

Sicular, Terry. “Agricultural Planning and Pricing in the Post-Mao
Period,” China Quarterly, Vol. 116. 1988:671-703.

— “China’s Agricultural Policy During the Reform Period,”
Chapter in Joint Economic Committee Congress of the Unit-
ed States (ed.), China’s Economic Dilemmas in the 1990s:
The Problems of Reforms, Modernization and Interdepend-
ence, Government Printing Office, Washington, DC.1991.

—. “Redefining State, Plan and Market: China’s Reforms in

Agricultural Commerce” The China Quarterly (Dec.

1995):1020-1046.

“Ten Years of Reform: Progress and Setbacks in Agricul-
_tural Planmn and Pricing.” in Economic Trends in Chinese
Agriculture: The Impact o Post-Mao Reforms, Y.Y. Kueh and
R.F. Ash, eds., Chapter 2. New York: Oxford University
Press, 1993.

Stone, Bruce “Basic Agricultural Technology Under Reform 7 In
Y.Y. Kueh and R.F. Ash, eds., Economic Trends in Chinese
Agriculture: The Impact of Post-Mao Reforms, Chapter 9.
New York: Oxford University Press, 1993.

Tong, Z., S. Rozelle, B. Stone, J. Chen, Z. Xu, and D. Jiang.”China’s
Experience with Market Reform for Commercialization of
Agriculture in Poor Areas,” Chapter 7 (pp. 119-140) in J. von

. Braun and E. Kennedy (eds.) Agricultural Commercialization
Economic Development, and Nutrition. John Hopkins Press:
Baltimore, MD. Forthcoming, March 1994.

Wang, Yuzhao. “Sobering Signs of Danger Liaowang 18(May 2,
1994):12-13.

Watson, Andrew “China’s Economic Reforms, 1987-1993: Growth
and Cycles.” Asian-Pacific Economic Review 8, No. 1
(1994):57-65.

Wen, Guanzhong James “Total Factor Productivity Change in Chi-
na’s Farming Sector: 1952-1989” Economic Development and
Cultural Change; 42(1), October 1993, pp. 1-41.

West, L.A. “Reform of China’s Foreign Trade System.” CIR Staff
Paper no. 69, Center for International Research, U.S. Bureau
of the Census, Washington, DC, October 1993.

Wong, J. Land Reform in the People’s Republic of China. New York:
Praeger Press, 1973.

Wu, Shuo. “Implementation of Market Regulations Under the
Macro Control of the State—The Key to Carrying Out Chi-
na’s Grain Development Strategy,” Paper Presented at Con-
ference on Market Economy and China’s Agriculture: Prob-




161

lems and Prospects, Center for American Studies, Fudan
University, Shanghai, China. 1995.

ZGSYNJ, 1990-94. Zhongguo Shangye Nianjian [China Commer-
%ial Yearbook]. Ministry of Domestic Trade Press: Beijing,
hina.
ZGTJNJ, 1981-1995. Zhongguo Tongji Nianjian [China Statistical
Yearbook]. China Statistical Press: Beijing, China.



CRISES AND INSTITUTIONAL EVOLUTION IN CHINA'S
INDUSTRIAL SECTOR

By Wing Thye Woo*

CONTENTS

Page
SUMMATY ..civiierivinesiinriseeseseressnesnesese et sssseas teeeveseerrrareen 162
Background to the Post-1978 Reforms . 163
Relaxation of Centralized Allocation—Decentr: .. 164
Relaxation of Centralized Ownership—Localized Socialism .......oevvviiiiciiiinnnnne. 167
Problems with the Collective Ownership Form of TVES ....cccoeeviiiniiicniininiinennns 169
Possible Future Evolution of the Industrial Sector .............. rreeeeteesaeaestnenn 171
REFETEICES .eeeeerereetiernirtnesetesseeisesnsessassrersbasssasnsssesrsassestessass sessssssesbsssnnssnasasananasessnse 174

SUMMARY

China’s adoption of the Soviet economic model upon the founding
of the New China in 1949 was a big mistake. Thanks to the prag-
matism of the leadership that took over from the ultra-leftist Gang
of Four, serious reforms of the industrial sector started in 1979 and
accelerated in 1984. While these reforms had a little success in
solving some of the problems, they also created a class of new prob-
lems. To oversimplify, the old but still unsolved problems centered
around the lack of efficiency and innovation, and the new problems
centered around the rise of inflation and corruption.

There was a slowdown in the reform of the industrial sector
shortly before the 1989 Tiananmen incident. But the unsolved old
problems and the post-1978 new problems together quickly created
an economic crisis that made the maintenance of the status quo po-
litically untenable. Partly in response to the crisis, new changes to
industrial institutions (e.g. stock issuance and sale of state assets)
were enacted in a few parts of the country without explicit clear-
ance from the central leadership. Faced with the choice of either
sponsoring these new changes at the national level and hence,
maybe, leading the way out of the economic crisis, or suppressing
these local initiatives without proposing alternatives, the central
leadership opted for the former. The choice was a natural one be-
cause there was common recognition that the post-1978 market-ori-
ented reforms had brought unprecedented prosperity to China in a
short time period.

*Wing Thye Woo is Professor of Economics, University of California, Davis, California. This
paper draws upon an ongoing project on economic reform that is being conducted with Jeffrey
Sachs. A recent evaluation of the Chinese reform program, written by Woo and Sachs, is “Un-
derstanding Chinese Economic Performance.” The author is grateful to Andrew Roper for excel-
lent rescarch assistance.
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The 14th Party Congress, held in October 1992, pronounced the
final objective of economic reforms to be a “socialist market econ-
omy with Chinese characteristics”; the qualifying phrase effectively
freeing the leadership to pursue a non-traditional course. In No-
vember 1993, the Third Plenum of the 14th Party Congress out-
lined a program to establish the socialist market economy. One of
the most significant premises of the program was that the ambigu-
ous property rights of state-owned enterprises (SOEs) were an im-
portant cause of their poor performance.

The current discussion within the government on SOE reform is
limited by the ideological commitment to continued state domina-
tion of the commanding heights of the economy. Since a small num-
ber of large and medium SOEs produce the bulk of the total output
of the state industrial sector, the definition of a socialist market
economy would be satisfied by the practice of “holding on to the
bigger SOEs and letting go of the smaller SOEs.” This new Party
line allows for a considerable range of reform policies toward the
industrial sector. For example, the most progressive interpretation
within the government is that the state will keep the ownership
only of the 1000 largest SOEs; and the most conservative interpre-
tation is that the state will privatize all the 84,000 small SOEs, but
maintain ownership of the existing 5,000 large SOEs and 13,000
medium SOEs,

This paper assesses the response of China’s industrial sector to
the post-1978 reforms, and offers an opinion on the likely evolution
of the industrial sector.

BACKGROUND TO THE P0OST-1978 REFORMS

The essence of the Soviet economic model adopted by China in
1949 was the allocation of resources by fiat and the complete own-
ership of assets by the central government, acting on behalf of the
entire population. Soviet socialism, in short, was defined by the
central government centralizing all production decisions and all
property rights. The central plan and the state-owned enterprise
(SOE) were the ultimate expressions of these two defining charac-
teristics.

An SOE in a centrally-planned economy was a passive production
unit. Profits were of no operational consequence to the enterprise
because they were created by the prices and production quotas set
by the planning agency and had to be transferred in their entirety
to the supervising branch ministry. This near-total absence of in-
centives to SOEs to optimize resource utilization and to innovate
led inevitably to low (negative, in some cases) technical progress,
i.e. total factor productivity growth.

The post-1978 reform of the Chinese industrial sector can be de-
scribed as the relaxation of centralized allocation and centralized
ownership. The relaxation of the central plan took the form of
transferring production, pricing and investment decisions to the
SOEs, and introducing a profit-sharing scheme between the state
and the SOE personnel. The relaxation of centralized property
ri%hts took the form of reducing legal discrimination against the es-
tablishment of non-state enterprises, enterprises that are not
owned by the entire population.
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RELAXATION OF CENTRALIZED ALLOCATION—DECENTRALIZED
SocIALISM

The first Chinese policy response to the efficiency crisis in the
SOE sector was similar to the pre-1990 reform efforts in Eastern
Europe and the former Soviet Union. The reform strategy was to
introduce elements of a market economy within the existing system
of centralized property rights, i.e. experiment with decentralized
socialism. The operational autonomy of the SOEs was expanded
over time as earlier ones failed to produce the desired levels of effi-
ciency.

Specifically, the following sequence of piece-meal SOE reforms
were implemented in China: the right of the enterprise to retain
a portion of its profits and dispense it for bonus and welfare ex-
penditure, the right to sell an increasing proportion of output in
the free market, the right to introduce new products, the right to
raise funds for investments of its own choice, the right to fire work-
ers, and the right to file bankruptcy (the last two rights were never
seriously exercised). The surprising consequence of this steady in-
crease in enterprise autonomy in China was a steady deterioration
in the profitability of the SOEs. Almost half of the SOEs ran oper-
atinF losses in 1994 and 1995, and the SOE sector actually ran a
net loss in the first quarter of 1996.

Fan, Hai and Woo (1996) and others have suggested that the
post-1978 enterprise losses came from the reduction in the ability
of the branch ministries to supervise the firms. The freeing of
SOEs from the prices and quantities set by the branch ministries
meant that the only information on the financial performance of
SOEs,came from the SOEs themselves. Since the SOEs now had
expenditure autonomy, their managers came under great pressure
from the workers to grant increases in direct compensation (wages,
bonuses and various subsidies) and indirect compensation (e.g.
‘housing, recreational, transportation and dining facilities, and dis-
tribution of household goods) that exceeded the ﬁrowth of labor pro-
ductivity. The managers generally yield to such demands because
the workers could exert political pressure through the factory’s
Party secretary, who typically had a voice in the promotion of the
manager; and, furthermore, any resulting losses would automati-
cally be covered by the state, e.g. by allowing the loss-making SOE
to keep the sales taxes it collected.

Even if the salary of the manager were linked to the amount of
profits turned over to the state, Eis incentive to maximize profits
is blunted because he could always compensate himself by hiding
his consumption expenditure (e.g. cars and banquet) as production
costs. Hence, the first result of the decentralization reforms was
the over-consumption phenomenon where the profits were con-
verted into business expenses. The over-consumption by SOEs di-
rectly reduced the revenue of the state and increased inflation to
the extent that the state monetized the larger budget deficit. The
fiscal crisis of the state meant that the infrastructure investments
needed to relieve production bottlenecks could not be undertaken,
threatening both growth and price stability.
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Some observers have attributed the collapse of SOE profits to the
emergence of competition from new non-SOEs. ! This claim is plau-
sible only for small SOEs in some light industry sectors. The fact
is that SOE profits have collapsed even in sectors and regions with
little entry by non-SOEs. For example, Elliott Parker (forthcoming)
found that large state firms that specialized in big construction
projects which had little competition from non-state firms actually .
experienced a faster decline in profits than medium state firms.

The second result of the decentralization reforms was the appear-
ance of over-investment. SOEs sought to increase future consump-
tion by increasing future output, and that meant increasing current
investment. Investment was always undertaken beyond prudential
levels because managers recognized that the fruits of successful in-
vestment could be captured by the SOE employees through in-
creases in compensation and that the losses of unsuccessful invest-
ments would be transferred to the state budget. The SOEs’ high de-
mand for investment credit has usually been accommodated by the
state banks because the state banks having been decentralized
themselves faced the same situation of being able to privatize their
profits and to socialize their losses. The resulting explosion of in-.
vestment credit has added to the inflation. :

Both over-consumption and over-investment are the natural con-
sequences of what has aptly been called “the soft budget con-
straint.” The crux is that the state treasury or central bank had
to finance the losses of SOEs because it could not avoid guarantee-
ing the financial integrity of activities undertaken under the name
of the state. This faith on the part of the SOEs in an eventual bail-
out by the state is the cause of the large increase in inter-enter-
f;'>11'1'se arrears whenever a tight credit policy is pursued to reduce in-

ation.

In the wake of the tight monetary policy adopted in mid-1993,
the explosion of interenterprise arrears among industrial enter-
prises raised the average period of delay in payment to 114 days
in 1994 from 27 days in 1992, and the ratio of inter-enterprise ar-
rears to industrial GDP to 43 percent from 20 percent; Fan (1996a
and 1996b). These inter-enterprise arrears allowed the SOEs to
continue their operations as usual without the benefit of bank cred-
it. As the Chinese government has repeatedly expanded credit to
clear these inter-enterprise arrears, it has effectively compromised
the credibility of future attempts to impose hard budget constraints
on the SOEs.

The loss of financial control over SOEs by the branch ministries
represents de facto privatization of SOE income streams by SOE
employees, particularly by the managers. Recent news accounts
from China make it clear that the loss of state assets has reached
crisis proportion. In December 1995, the State Administration of
State Property reported that asset-stripping in the SOE sector “has
been about 50 billion yuan [annually] since the early 1980s.”2 This

1 The evidence offered by the proponents of this view against the overcompensation hypothesis
usually ignored the indirect compensation and various subsidies received by SOE personnel.

2 “State Asset Drain Must End,” China Daily, December 13, 1995, Sce also “State Toughens
Stand To Protect Its Posscssions,” China Daily, Junc 2, 1995; “Asset Checks Can Stop Fiddles,”
'(J.‘hina Daily, June 7, 1995; and “Market Investigated for Losing State Asscts,” China Daily,

une 2, 1995.



166

would mean that the cumulative loss of SOE assets in 1983-1992
was equivalent to some 24 percent of the original value of fixed as-
sets in the SOE sector in 1992, or some 34 percent of the net value
of fixed assets in the SOE sector. .

This large-scale embezzlement by the managers could well lead
to social unrest and erode the political legitimacy of the Chinese
government. After all, the rallying cry for the 1989 Tiananmen
demonstrations was to reduce inflation and corruption. And the
over-consumption and over-investment of the SOEs generate both

outcomes naturally.

- While the financial weakening of SOEs in China under decen-
tralization reforms is obvious, the effects on production efficiency
are less clear. On one hand, one would expect an SOE manager to
implement efficiency-enhancing measures, partly in response to the
competition from the new non-state firms, and partly in order to
generate more surplus that they could divert to themselves. On the
other hand, since profits could also be generated by favored access
to rationed (low price) inputs, exemption from taxes, and special re-
tention of foreign exchange earnings, the SOE manager might con-
tinue the old habit of seeking favors from the government.

The evidence on efficiency improvements in Chinese SOEs is
mixed. Some studies have found positive total factor productivity
(TFP) growth in SOEs, while others could not find reliable evidence
of it. Even if one believes the former, one cannot applaud the out-
come without having to adopt a double standard. The fact is that
the TFP growth rate in the SOE sector is at best only half of the
TFP growth rate in the non-state township-village enterprise (TVE)
sector, 2.4 percent and 4.6 percent respectively according to Jeffer-
son, Rawski and Zheng (JRZ, 1992).

Using different data sets, Huang and Meng (1995) found the an-
nual TFP growth rate for SOEs to be —5 percent in the 1986-90
period; Woo, Hai, Jin and Fan (WHJF, 1994) found it to be zero
in the 1984-88 period; and Parker (forthcoming) found it to aver-
age 1 percent in the 1985-1991 period and decline over time.
Parker found direct evidence against the effectiveness of the decen-
tralized reforms: the center-supervised SOEs were more efficient
than province-supervised SOEs, even though the former had less
operational autonomy.

When WHJF deflated their intermediate inputs in the same way
as JRZ, they found the same result, 2.4 percent for TFP growth.
However, WHJF found that the JRZ deflation method caused the
implicit deflator for the value-added (VAD, value-added deflator) of
SOEs in their sample to decline secularly throughout the sample
period when the Consumer Price Index (CPI) was rising pretty
strongly. As such an opposite trend between the CPI and the VAD
is internationally unprecedented, we believe the “success story”
findings in a number of recent papers to be implausible. 3

Recently, Woo (1996) found that:

3 According to Naughton (1994), the deflation procedure in Groves, Hong, McMillan and
Naughton (1995) also produced a declining VAD. Groves, Hong, McMillan and Naughton (1994)
also used this deflation procedure.
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1. The ending of the economic incoherence generated by the Cul-
tural Revolution caused a one-time catch-up in the efficiency of
SOEs during the 1978-84 period; and,

2. After that initial rebound, the incremental decentralization
measures introduced since 1984 have failed to induce the in-
dustrial SOEs to improve their efficiency on a sustained basis.

These two findings imply that a study that finds positive TFP
growth in industrial SOEs in the post-1978 period would find zero
TFP growth after dropping the 1978-84 period from the estimation;
and hence reconcile the findings of positive TFP growth in SOEs
in the pre-1985 period* with the findings of zero TFP growth in
the post-1984 period.

A recent field trip to the industrial city of Chongqing by Chen
(1996) suggests that the SOEs are still mired in the traditional so-
cialist mode of operation. Chen found:

Factory directors continue to be appointed by higher au-
thorities, and workers cannot be easily dismissed . . . A
disciplined labor market in general is absent . . . [One en-
terprise] must resort to locking the factory gate to prevent
workers from leaving their jobs before lunch hour, for ex-
ample, because if one does leave, the management will be
unable to decide [on] a severe punishment [for] the worker
who is most likely a neighbor of several decades.

Overall, it appears that the story of SOE rejuvenation through
decentralized socialism has been greatly exaggerated in several re-
cent academic articles. Our assessment is that the total evidence
is typified by Parker’s (1995) finding on state-owned construction
firms: “the general response to reform is either negative, insignifi-
cant, or inconsistent.” What is reasonably known is that the decen-
tralization reforms have:

1. Allowed the SOEs to weaken the fiscal position of the state
and obtain excessive bank credits, hence undermining price
stability;

2. Produced social tensions because of the inequitable appropria-
tion of income streams by SOE employees; and

3. Induced little, if any, efficiency improvements in the SOEs.

These three problems explain the occurrence of decentralization-
recentralization cycles in China, and the trenchant Chinese sum-
mary of their SOE reform experience as “chaotic upon loosening,
and moribund upon tightening (yi fang jiu luan, yi zhua jiu si).”

RELAXATION OF CENTRALIZED OWNERSHIP—LOCALIZED SOCIALISM

Loosely speaking, there have been two ways of establishing non-
state enterprises. The first way, which is associated with Eastern
Europe and Russia since 1990, is to place almost equal emphasis
on privatizing existing SOEs and promoting the formation of new
private enterprises, e.g. individual-owned enterprise partnerships,
cooperatives, and joint-stock companies.

¢ Chen, Wang, Zheng, Jefferson and Rawski (1988), Dollar (1990), and Minami (1994).
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The second way, which is associated with China since 1979, is to
preserve the existing SOEs as much as possible, while allowing the
formation of, one, new enterprises that are owned collectively by
the local community, and, two, new private enterprises. The collec-
tive-owned enterprises (COEs) represent localized socialism be-
cause a significant amount of the shares are jointly owned by the
local community, and that while workers may hold some of the
COEs’ shares, these shares are not legally transferable to non-
workers. The most numerous and well-known of COEs are the
rural ones known as township and village enterprises (TVEs). Until
the early 1990s, TVEs faced much fewer legal discriminations than
private rural enterprises, e.g. TVEs faced lower tax rates and easi-
er registration procedures. The SOEs are in turn preferred over
TVEs, e.g. SOEs have much easier access to credit from state
banks and it was only from 1987 onward that most TVEs were al-
lowed to participate directly in international trade.

The foundation for the TVEs was laid during the decade-long
Cultural Revolution when the official emphasis on self-reliance and
the breakdown of the national distribution system caused the rural
communes to expand their non-agricultural activities. The concern
for rural underemployment led to increasing liberalization of the
regulations governing the formation of non-agricultural enterprises,
particularly those that were registered as collective-owned. Since
1984, the terms of approval and supervision of TVEs have varied
greatly across regions.

There are three main types of TVEs. The first type of TVE form
is where the local authorities exercise tight controls over TVEs,
and this has come to be known as the Jiangsu Model because of
its concentration in southern Jiangsu province. A firm could obtain
TVE status only if its initial investment was entirely from commu-
nity funds; and wage rates were not allowed to differ sharply
across firms. The Jiangsu authorities protected the TVEs by limit-
ing the number of partnerships and individual firms that could be
set up.

The second type of TVE form is known as the Zhejiang Model.
The local governments in Zhejiang province, although the majority
shareholders in many TVEs, normally refrain from intervening in
the investment, dividend and personnel decisions of the TVEs pro-
vided that the enterprises make annual contributions to the village
funds. Since the Zhejiang TVEs have complete operational auton-
omy and their financial ties to their communities are indistinguish-
able from the taxes that a private firm is required to pay, they are
essentially “private” in their operations.

The third TVE form is where a private enterprise masquerades
as a TVE. The entire capital of the enterprise is from one individ-
ual or a small group, and it pays a fee to the local authority in
order to be allowed call itself a TVE, a charade that is popularly
referred to as “wearing a red hat.” The main reasons for the desire
to disguise the true ownership are lower tax rates, easier approval
procedures, discrimination against privately-produced products by
state-owned retail stores, less restrictions on the size and oper-
ations of the enterprise, and shelter against possible reversal in the
political fortunes of the reformers.
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Until the 1990s, the Jiangsu model was considered the best TVE
form because it was closest in its adherence to traditional socialist
concepts. However, like the traditional SOEs, the Jiangsu-type
TVEs soon ran into financial problems. The result was:

In the second half of . . . [1992, the local governments in
southern Jiangsu] transferred the operation rights of some
deficit ridden small-scale State or publicly-owned enter-
prises to private businessmen through rental or auction
sales. (“Successfully Combining Socialist Market Theories,”
China Daily, December 15, 1993.)

The above taxonomic discussion makes it clear that it is hard to
be precise about the nature of TVEs. It is important to stress the
vagueness about the ownership and control of TVEs, the great vari-
ety of TVEs and the evolving nature of TVEs.

All three forms of TVEs are fundamentally different from SOEs
in three important ways. The first difference is that TVEs face less
of a principal-agent problem than the SOEs because of shorter su-
pervision distance. The direct linkage in TVEs between local peo-
ple’s working efforts and their economic benefits not only reduces
the cost of supervision but also improves the local owners’ incen-
tives to monitor the management.

The second difference is that TVEs face hard budget constraints.
Being a non-state enterprise means that the rescue of a bankrupt
TVE is not the state’s responsibility. In the last economic down-
turn, the number of industrial TVEs fell from 7.7 million in 1988
to 7.2 million in 1990 while the number of industrial SOEs in-
creased from 99,000 to 104,000.

The third difference is that TVEs can implement institutional in-
novations without the approval of the central government. The re-
cent locally-initiated transformation of TVEs into “share-holding
collectives” has enabled them to move closer to best international
practices in corporate governance.

PROBLEMS WITH THE COLLECTIVE QOWNERSHIP FORM oOF TVES

By any account, the TVE sector is unusual by international
standards. In most countries with rural industry, such as Indo-
nesia, ownership of small enterprises is private, often within a fam-
ily. By contrast, TVE ownership is collective, at least officially. This
has given rise to many debates among academic scholars and pol-
icymakers.

Some scholars have argued that collective ownership reflects
deep Chinese cultural patterns. The dominance of private enter-
Erises in rural Taiwan appears to refute this “cooperative culture”

ypothesis, however. Other scholars have said that collective own-
ership is necessary because China lacks a sufficient number of en-
trepreneurs to develop on the basis of private ownership. Still other
scholars have said that collective ownership is an effective way to
raise capital funds for rural enterprise and to reduce the principal-
agency problem by shortening the supervision distance.

We are skeptical of these explanations, at least as a general the-
ory of TVEs. In our opinion, an adequate theory will have to be
based on the following three considerations. First, and most obvi-
ously, private ownership was basically prohibited in many areas
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until recently. Therefore, collective ownership of rural indust
arose because no other forms of ownership were permitted. Second,
TVEs faced lower tax rates and less regulations than private enter-
prises. Third, the collective ownership reflected the low labor mo-
bility in the countryside, largely because of the household registra-
tion system. Community ownership was possible because the com-
munity members expected to remain in the same place indefinitely,
and there was virtually no inward migration.

There are some major problems with the collective ownership of
Chinese rural enterprises. One is that collective ownership invites
political intervention by the local government in the workings of
the enterprise. While some economists have praised this political
intervention as essential to promoting enterprise formation, we
note that the local government can also stifle the healthy develop-
ment of the enterprise. There are innumerable stories of local offi-
cials demanding bribes or personal services from the rural enter-
prises. Also, good managers are sometimes forced out of rural en-
terprises by local officials who favor family members or other politi-
cal allies. These kinds of intervention have a very long history in
China, dating back for centuries. The famous China historian, John
Fairbank (1992, pp181-182), has even claimed that local bureau-
cratic intervention in rural industries was a major reason why
China did not develop a vigorous market economy in past cen-
turies.

In a sense then, the TVEs reflect a long-standing pattern in Chi-
nese economic history: rural enterprises under the control of local
bureaucrats. The risks are the same as in past centuries as evi-
denced by the following recent news report:

Who really owns township enterprise is a burning question
which must be answered. In rural enterprises sponsored
by local communities, such as township or villages, the
property right belongs to the whole community, but to no
individual in particular. As a result, the community lead-
ership randomly interferes with the enterprises’ internal
management, thus preventing the workers themselves
from Eringing their initiative into full play. (“Who Really
Owns the Township Enterprises?” China Daily, June 6,
1994.)

Another problem is that the risks of collective ownership become
much greater when mobility in the society increases. With more
and more households moving within China, it does not make much
sense to make financial investments mainly within one’s own com-
munity. Currently, when a worker leaves the community, he can-
not take his “share” of the TVE with him. It remains within the
village, as part of the community property. The result is to limit
mobility, and also to increase the risks facing a family if they are
forced to move for one reason or another.

Still another problem is that collective ownership is the opposite
of risk diversification. The community puts its wealth into the en-
terprises in the community. Its residents can end up losing every-
thing—their jobs and their savings. A better strategy, therefore, is
for the worker to diversify his risks, by investing in financial assets
unrelated to his workplace.
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Collective ownership also limits the scale of operations of the en-
terprise. Currently, a TVE can grow as a result of new investments
by the community (including reinvestment of profits) or through
bank loans. It is very difficult, however, to get new outsider inves-
tors in the TVE, since the property rights of those outside investors
would not be well defined or well protected. The outside investor
would also be afraid that the local government would manipulate
the profits of the enterprise for the advantage of the community,
and against the outside investors. The result of this is that many
TVEs will fail to grow to an efficient scale.

Collective ownership also prevents a market from developing
managerial control. Suppose that a rural entrepreneur has a good
idea for a new enterprise. Perhaps he can convince a township gov-
ernment to support him, but it is possible that he will be unable
to do so. In a normal market economy, he would be able to raise
his own money to start the business, or would be able to purchase
an existing business. Both of these options are currently very dif-
ﬁ}fult in Ciina, because of the heavy emphasis on collective owner-
ship.

Conversely, suppose that an existing enterprise has a bad man-
ager, but one that is favored for political reasons by the local gov-
ernment. This manager will be protected in his jo{x In a normal
market setting, an outside buyer might approach the owners of the
business and make a takeover bid, replacing the manager after
buying the enterprise. This is nearly impossible with the collective
ownership of the TVEs.

These various problems suggest one conclusion: entrepreneurship
will not be adequately promoted in the long run unless there is
much wider scope for truly private enterprise. With collective own-
ership, entrepreneurs will not receive adequate compensation, and
the marketplace will do a poor job in promoting good entrepreneurs
and punishing bad ones.

PossIBLE FUTURE EVOLUTION OF THE INDUSTRIAL SECTOR

The Chinese experience shows that the marketization of the pro-
duction of SOEs without the marketization of their property rights
destabilizes the economy through inflation and the political situa-
tion through corruption. There is now common recognition in China
that successful enterprise restructuring requires the decentraliza-
tion of property rights. The efficient decentralization of property
rights involves {mth the privatization of existing SOEs and the pro-
motion of the non-state sector.

China has moved more decisively in the direction of decentraliz-
ing the property rights of the SOEs. In November 1993, the 14th
Central Committee of the Chinese Communist Party (CPC) stated:

Large and medium-sized State-owned enterprises are . . .
to experiment with the corporate system . . . [in order to
enable] the State to get away from its unlimited respon-
sibility for the enterprises ... As for the small State-
owned enterprises, the management of some can be con-
tracted out or leased; others can be shifted to the partner-
ship system in the form of stock sharing, or sold to collec-
tives or to individuals. (Decision of the CPC Central Com-
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mittee on issues concerning the establishment of a socialist
market economic structure, China Daily, Supplement, No-
vember 17, 1993).

There are now 25 official property rights exchanges and about
150 unofficial property rights exchanges where state assets are sold
to the public, with the latter disappearing temporarily whenever
there appears to be a swing back to more orthodox socialism at the
center (Fan, 1995). Recent reports indicate that full-scale sales of
small and medium SOEs have occurred in several places. The most
well-known example is Zhucheng city in Shandong province, which
started privatizing SOEs in 1992 when two-thirds of its SOEs were
losing money or just breaking even.? Almost 90 percent of county-
supervised SOEs in Zhucheng have already been privatized.
Sichuan province has been steadily selling off money-losing SOEs,
and Guangdong province has been selling profitable SOEs as well
in order to finance local infrastructure and clear the debts of un-
profitable SOEs to prepare them for sale. Heilongjiang province has
just announced plans to privatize 200 SOEs after having sold 160
successfully. 6 China has certainly not been an exception to absorb-
isncg)’;Ethe positive international experience with privatization of

5.

The quick growth of the TVE sector should not be taken as an
indicator of the adequacy of that organizational form. The fact is
that, under the planning system, China had a great shortage of
small enterprises. Therefore, as soon as small rural industries were
allowed to develop, they tended to grow rapidly, to fill the gaps in
the planning system. Poland provides a vivid example of this rapid

owth. The number of small businesses in Poland grew from
700,000 in 1989 (the eve of Poland’s radical reforms) to 1,800,000
in 1993, boosting employment in small businesses from 1.2 million
in 1989 to 3.2 million in 1993. In 1993, both the Polish small busi-
nesses and the Chinese TVEs employed around 20 percent of the
labor force, with the difference being that Poland achieved this em-
ployment transformation in four years compared to the fifteen
years taken by China.

There has been a recent development that has pushed the TVEs
to “clarify” their property rights. The capacity expansion of many
of the coastal TVEs in southern China has forced them to rely in-
creasingly on migrant labor from the poorer provinces. The original
inhabitants want to prevent the new residents from having an
automatic share in the dividends of the collective-owned enter-
prises, and so they have corporatized the TVEs and divided the
shares among themselves. The fact that the government has not
clamped down on what could be the first step in de-collectivizing
the TVEs (legal de-collectivisation occurs when the shares are
transferable to non-residents) has been viewed as implicit approval,
and this has accelerated the conversion of TVEs to shareholding co-
operatives.

Furthermore, with the further relaxation of discrimination
against private ownership since early 1992, many TVEs are taking
off their “red hats,” albeit with difficulties in many cases:

6«China City Turns Into a Prototype for Privatization,” Wall Street Journal, June 10, 1995.
e “Heilongjiang Puts 200 Firms on the Block,” China Daily, Junc 7, 1996.
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As China heads toward a market economy, an increasing
number of private companies are no longer feeling the
need as register as “red caig,” or collectively-owned ven-
tures . .. [because the] difference in preferential treat-
ment between private and public units has been narrowed.
. . . But there is a problem. The collective units are now
arguing that private firms could not have developed with-
out their help. As the so-called “owners” of the companies,
the State firms usually ask for high compensation for the
“divorce” or ask the companies to merge with them. (“Pri-
vate Firms Jump To Take ‘Red Caps’ Off,” China Daily,
November 4, 1994.)

The spurt in investment in TVEs since early 1992 may well be
caused by the clearer signal from the authorities that the Stalinist
abhorrence toward private ownership will decrease further in the
near future. The fact that there are informal markets for these le-
gally non-transferable shares speaks volumes about popular expec-
tations about the future institutional structure of today’s TVEs.
The TVE experience, in short, suggests that localized socialism is
not a viable third way to the staﬁ( choice between centralized so-
cialism and private property. The TVE is a transitional form cre-
ated by the heavy legal discrimination against the latter.

There is no doubt that the Chinese leadership recognizes that the
performance of the industrial sector would be improved by the pri-
vatization of SOEs and the establishment of more new private en-
terprises. In light of, one, the social acquiescence to the large-scale
privatization in a number of areas, an(é, two, the critical financial
situation in the SOE sector (which posted an unprecedented overall
net loss of 3.4 billion yuan in the first quarter of 1996), it is highly
likely that there wouﬁi be more privatization of SOEs in the near
future. Almost surely, when the privatization occurs, it would be
under a terminological haze that could, for example, describe the
creation of a shareholding corporation by an SOE going public as
progression from “state socialism” to “people’s socialism.”

The present leadership also recognizes that unless the financial
situation of the SOEs is improved, many other key reforms will
have to be put on hold. In 1994, the state banks were ordered to
operate on commercial principles because they would no longer be
directed to extend cheap policy loans to SOEs. However, when the
SOE sector began running a net loss in early 1996, the state banks
were ordered in mid-1996 “to satisfy the funding demands of the
large and medium-sized State enterprises.”?

The lesson is that piece-meal reform, even when implemented at
the more aggregative level of sector by sector, is inherently con-
tradictory. Experience shows that there cannot be viable reforms of
the SOEs without instituting new mechanisms to take over their
social welfare functions, and there cannot be viable reforms of the
financial sector when its primary clients lack the incentives to be
financially prudent. “What is to be done” is clear, especially given
the wealth of reform experiences to be drawn on from other transi-
tion economies and the fast growing capitalist economies of East
and Southeast Asia. As long as Dengist pragmatism continues to

7“Central Bank Urges Support for Faltering Enterprises,” China Daily, July 8, 1996.
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be the trademark of the Chinese leaders, we expect them to soon
mobilize the enthusiasm of the masses to decentralize property
rights further and support comprehensive reforms in order to insti-
tutionalize the socialist market economy with Chinese characteris-
tics.
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SUMMARY

China’s industrial reforms have stood on three legs—growth of
the nonstate sector, restructuring, and exit from the nonstate sec-
tor to other ownership types. We describe these avenues of reform
and evaluate enterprise performance by ownership type. Most im-
_partant, we see enterprise reform as the outcome of an underlying
process of Creative Reduction which has substantially reduced the
role of the state in Chinese industry, even in the absence of wide-
spread privatization and liquidation. We describe how certain ini-
tial conditions in China’s economic system are giving rise to var-
ious pressures that are motivating deep institutional change in
China’s industrial economy.

INTRODUCTION 1

The reform of China’s state-owned enterprises stands at the core
of the next phase of China’s economic reform. The conditions that
make state enterprise reform so crucial include the following:

1. Net profits are comparatively low; in 1995, approximately 44%
of China’s industrial state-owned enterprises (SOEs) incurred
losses amounting to one percent of GDP;

2.State-owned enterprises capture approximately twice their
share of investment resources relative to nonstate industry on
which they generate a substantially lower return to invest-
ment;

3.The continuing need for “policy loans” and lending at below-
market rates hinders reform of the financial system and over-
all macroeconomic management; and :

4. Soft budget constraints and the blockage of exit through the
absence of effective bankruptcy law create moral hazarf prob-
lems within state enterprises that retard incentives and there-
gy reduce the potential for successfully restructuring state in-

ustry.

In their monograph, Public Enterprise Reforms in Transitional
Economies, Gelb and Singh (1994) identify three “pure” strategies
for reducing the burden of the public enterprise (PE) sector. These
are:

''This paper draws on materials from Gelb and Singh (1994), Jefferson and Singh (1996), and
Jefferson and Rawski (1995, 1996b). Ongoing research in this arca has bencfited from the sup-
port of the World Bank, the Henry Luce Foundation, the William Davidson Institute, the Amer-
ican Council of Learned Socictics and the Chiang Ching-Guo Foundation. We appreciate the
thoughtful contributions of Tom Rawski as background to this paper.
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1.“Grow out of” the PE sector, and so reduce its weight in the
economy. This is easiest if the PE sector is not too large ini-
tially and the private sector grows rapidly;

2. Restructure the PE sector to raise efficiency. This has two as-
pects:

a) change the environment of the PEs: liberalize product mar-
kets, harden budget constraints, eliminate subsidies, etc. The
aim is to encourage a decentralized process of enterprise-
level restructuring; and

b) change the corporate governance of the PEs: introduce man-
agement contacts and incentives, corporatize, restructure the
PEs from above, using the state’s ownership prerogative, etc.

3. Ef('fi'ect exit from the PE sector, through privatization and/or liq-
uidation.

This structure is useful in that it presents three analytically dis-
tinct or “pure” options. In its tilt toward the experience of Eastern
Europe, however, the Gelb-Singh framework departs from the Chi-
nese situation in three important respects.

First, it does not recognize the pervasive influence of publicly-
owned nonstate enterprises, particularly those in the collectively-
owned township and village enterprise (TVE) sector. Although less
than one-third of China’s industrial output now originates from
state-owned industry, it and collective-owned industry together ac-
count for more than two-thirds of industrial production. These
township and village enterprises, for the most part public owned,
have been instrumental in driving China’s dramatic industrial
transformation.

Second, in China, the conversion of state enterprises, as con-
trasted with their restructuring, generally does not entail either

rivatization or liquidation. The absence of an effective bankruptcy
aw and policy and financial restrictions on widespread privatiza-
tion of state enterprises means that most conversions entail shifts
to new ownership types that retain substantial public ownership.

Third, and most important, the Gelb-Singh perspective views en-
terprise reform as a strategy or policy event, i.e. “restructuring the
PEs from above.” In Chinatﬁ;owever, enterprise reform can be most
usefully understood as a process. The reform avenues described by
Gelb and Singh are outcomes of this process; in order to under-
stand specific reform scenarios, it is necessary to understand the
process that motivates these scenarios. Despite these shortcomings
of the Gelb-Singh framework for public enterprise reform, it does
capture three important aspects of enterprise reform. We retain it
as a useful starting point for analyzing ownership reform in Chi-
nese industry.

The objective of this essay is to establish a context for enterprise
restructuring and ownership reform in Chinese industry. This is
critical to understanding enterprise reform as a process rather than
as a policy event. The context of enterprise reform includes decen-
tralized authority over public enterprise, the reliance of local gov-
ernments on revenues from the industrial sector, a hierarchy of
heterogenous enterprise types, and the scissors effect on state en-
terprises of growing competition from both the external sector and
the rural sector. Together, these conditions are creating a dynamic
process that is driving enterprise reform, including the outcomes
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described by the Gelb-Singh framework, which consist of a rapidly
growing periphery, enterprise restructuring, and exit.

Even as China’s state industry has grown at annual rates of
nearly 8 percent since the beginning of the reforms, its share in
total industrial output has fallen from nearly 80 percent in 1978
to below one-third currently. Restricted use of bankruptcy has lim-
ited the use of liquidation or destruction as a significant avenue of
reform. State industry’s reduction in the share of industrial produc-
tion has instead been achieved by a growing nonstate sector, the
restructuring of nonstate enterprises, and exit to a variety of new
ownership types. These elements are not separate and distinct pol-
icy events, rather they are complementary parts of an integrated
process that are bound by a single story that we refer to as Cre-
ative Reduction. 2 -

Before describing the process of Creative Reduction, we review
the institutional weakness of Chinese industry that lie at the heart
of the reform problem and then discuss the paradox of rapid indus-
trial growth both in state and nonstate industry.

PERSISTENCE OF INSTITUTIONAL WEAKNESSES

Despite a succession of market-supporting institutional develop-
ments, considerable expansion of managerial authority at the en-
terprise level, and growing pressure to implement the principle
that enterprises “should be fully responsible for both profits and
losses,” Chinese industry, particularly state industry, continues to
suffer from three institutional weaknesses.

INCOMPLETE SPECIFICATION OF PROPERTY RIGHTS

Across Chinese industry, rules of taxation, property rights, and
commerce are not always clearly defined nor are they consistently
enforced. Competing firms in t%e same industry or locality often
face widely differing fiscal, legal, and regulatory regimes. Neither
domestic nor foreign firms can rely on China’s legal and regulator
system to uphold trademarks, licensing agreements and other intel-
lectual property rights in a consistent manner. Government inter-
vention in business affairs still extends well beyond the boundaries
observed in heavily regulated market economies (e.g. Japan,
Korea). As Broadman observes (1996, p. 2): “. . . the emerging
multi-tiered network of state asset management committees, state
asset management bureaus, state asset operating companies and
state asset supervisorf' committees appears to be unduly complex,
non-transparent, and lacking in independence from the old-line bu-
reaus and ministries which are supposed to be phased out.”

Official involvement in industrial affairs frequently has the effect
of softening budget constraints, thereby weakening incentives for
innovation and productivity growth, particularly, though not exclu-
sively, in the state sector.

EXTENSIVE SOCIAL OBLIGATIONS

China’s state-owned industrial enterprises employ more than 43
million staff and workers. What makes many SOEs different from

2This concept is inspired by Schumpeter's notion of a “process of creative destruction”
(Schumpcter, 1942, Chapter VII).
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the conventional capitalist firm is that they perform the function
of a “small society,” guaranteeing employment, but also extending
housing, health, education and pension guarantees. In this respect,
many state enterprises are like towns or small cities, sometimes
with populations in excess of one-quarter million, where the role of
the manager is as much that of mayor as corporate manager. 3

As an artifact of central planning the Chinese Communist Party,
these enterprises embody serious principal-agent and organiza-
tional boundary problems. The mix of corporate enterprise and so-
cial purpose, complicated by a system of vaguely defined property
rights, confounds the task of making an economic profit and also
legitimizes soft budget constraints that weaken incentives and the
financial system. ile reform of China’s housing and social secu-
rity systems is beginning to relieve many enterprises of these bur-
dens, it remains the case for many state enterprises that their clo-
sure would destroy the productive base of whole communities, in-
cluding most employment opportunities and social service services.

i A WEAK FINANCIAL SYSTEM

The development of China’s financial markets lags behind the
proliferation of markets for commodities and for labor. Since state-
owned enterprises traditionally provide their workers with housing
and other services, whose transfer to the market or to government-
operated social insurance programs remains incomplete, China con-
tinues to use bank loans to support chronic loss-making state en-
terprises and their employees. While banks, long accustomed to a
passive and subordinate role within the former planned economy,
are moving toward a commercial mode of operations in which profit
forecasts and enterprise credit ratings determine the availability of
funds, they continue to provide substantial “policy loans” and sub-
sidies to state industry. Some observers see this practice as a po-
tential threat to China’s macroeconomic stability (Sachs and Woo,
1993; Woo et al., 1994).

The cost of these institutional shortcomings, although difficult to
quantify, appears large. The question is, in light of these serious
institutional deficiencies that would generally cause the economic
and business communities to predict economic stagnation, how
have China’s state-owned enterprises and nonstate enterprises
which face many of the same problems, if not quite so pronounced,
established such a dynamic record of economic growth? .

OWNERSHIP AND PERFORMANCE

Against the background of the serious institutional weaknesses
described above, China’s recent industrial achievements appear to
be paradoxical. In particular, the paradox centers on the persist-
ence of institutional weaknesses combined with the continued
dominance of the public sector enterprise and improving perform-
ance of state industry.

3Figures from the early 1990s indicate that 93 percent of employees of state-owned industrial
firms are provided with housing, with 51 percent of urban residents occupying housing fur-
nished by state enterprises (Du and Shang 1993, p. 46). The budgets of state firms include mas-
sive social outlays that have grown rapidly with rising medical costs and the aging of the SOE
work force. SOEs must draw on current revenues to support the pensions and medical expenses
of retirees. SOE-run schools educate tens of millions of children.
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THE DOMINANT ROLE OF PUBLIC ENTERPRISE

Although the share of state industry’s contribution to China’s
gross industrial output has rapidly declined, industrial production
continues to be dominated by public enterprises. The decline in
state industry’s share of industrial output-has not resulted from its
stagnation; Table 1 shows an average annual rate of growth of 7.9
percent. Rather the decline in share shown in Table 2 has come
from the spectacular growth of China’s nonstate sector, principally
the TVE sector. Together the TVE and SOE sectors, of comparable
magnitudes in 1994, account for approximately two-thirds of Chi-
na’s industrial economy. Urban collectives account for another 7-
8 percent. Other major ownership forms, including joint stock com-
panies and foreign joint ventures, which account for another 15
percent of industrial output are also, for the most part, publicly
owned.

TABLE 1. Chinese Industrial Performance, Real Output Growth 1980-1992.

Average Annual
Growth Rates
index of Real Qutput (1980=100) (%)

Ownership Type 1980 1985 1990 1992 1994 80/94  90/94

State 100 148 210 257 289 19 8.0
Collective 100 247 554 914 1613 220 267
Individual 100 21,752 126,057 241455 642312 871 407
Other= 100 492 3,530 8736 27451 493 513

100 176 328 480

Source: Jetferson, Rawski, and Zheng, 1996a.
s Shareholding, foreign-invested, miscellaneous.

TABLE 2. Shares of Qutput in Total Industrial Qutput (%).

Ownership Type 1980 1985 1990 1992 1994

State ..o e 760 649 54.6 484 34.1
Collective

Urban ..o 137 133 103 118 1.6

Township- V||Iage 99 188 253 26.2 334
Individuala ...................... 0.0 19 54 6.8 115
Other® ........ . . 05 1.2 44 1.2 13.6

Shareholding ..........coveverievicneeeeneerieeieeen,

Foreign-invested ..............oocoeeveeeeveeirnninnnes 0.5 44

Miscellaneous
Total .. - 1000 100.0 100.0 100.0 100.0
Total 0utput (¥ bllhon) ................................... 5154 9716 23925 37066 7,690.9

Source: Yearbook, 1993, pp. 409, 413; Rawski 1993.

Note: Percentage totals may not add due to rounding.

= Privately owned firms employing less than 8 workers.

bincludes private firms employing 8 or more workers, joint ventures, foreign-owned firms, and other
ownership forms.
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The explosive growth of TVE production has aroused intense in-
terest in the operations of these firms. Use of the term “nonstate
enterprise” to describe TVEs conveys the impression that rural col-
lectives operate independently of officialdom. Some authors have
speculated that TVE firms “mimic private enterprise” or operate
like “loosely-structured cooperatives.” 4 '

In fact, TVE enterprises, although different in many respects
from SOEKs, are public enterprises. Built on the foundation of ear-
lier industrialization efforts undertaken by local governments (Per-
kins and others 1977), TVE’s and their operations are closely mon-
itored and often controlled by “local government entrepreneurs”
(Zweig 1991, p. 720) who “exhibit characteristics of both de facto
owners and senior managers of township corporations” (Whiting
1993, p. 6).

Like their predecessors, many, but not all, TVE firms of the
1980s and 1990s operate under close supervision from the township
or village industrial departments which contribute start-up funds,
appoint managers,® and “are intimately involved in major strategic
decisions.”® Figure 1 demonstrates the relative distribution of deci-
sion rights in samples of state-owned and TVE enterprises. While
the two distributions show that TVEs enjoy more decision auton-
omy on average, many of them enjoy less autonomy than that of
the average SOE, and a substantial number of SOEs enjoy more
autonomy than many TVEs.7? Thus the public enterprises in Chi-
na’s collective industries which have blossomed in China’s rural
areas during the past decade are very different from those con-
stituting the “burden of the public enterprise sector” envisaged by
Gelb and Singh.

THE IMPROVING PERFORMANCE OF STATE INDUSTRY

No one disputes the scale and significance of the contribution
that TVE industries have made to the growth of production, ex-
ports, productivity, employment, incomes, and material welfare in
China’s economy. That most, if not all, of China’s old-line state en-
terprises have improved their efficiency by behaving less like pas-
sive bureaucratic followers and more like profit-seeking commercial
businesses is a more controversial proposition. We intend to dem-
onstrate this improvement with reference to an expanded version
of the Structure-Conduct-Performance (SCP) paradigm found in the
traditional industrial organization literature.8 In this expanded
SCP paradigm, we anticipate that structural and institutional re-
forms such as those in product, labor and financial markets and en-
terprise incentives, should give rise to changes in wage-employ-
ment, investment, and innovation behavior. Theses changes in en-

4 Singh, Ratha and Xiao (1993); Weitzman and Xu (1994).

5A 1990 survey of 285 TVE firms found that only 16 percent had the authority to appoint
their own leaders. In 60 percent of cascs, the supervisory authority (i.c. the local government)
appointed enterprise leaders without consultation (Jefferson, Lu, and Zhao 1994).

80dy 1991, p. iv. Walder (1994) obscrves that “the control of top [locall officials over public
firms is the greatest” in “the smaller rural jurisdictions” where “the party secretaries or other
top officials . . . play an active role in the management of their valued industrial asscts.”

7See Whiting (1995) for an overview of the development of China’s TVEs; for an account of
?ne o;’ China’s most successful and autonomous TVE conglomerates, see Chen and Jefferson
1996).

8Scc Bain (1951) for an carly, formal construction and empirical application of this model.
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Figure 1. Histogram of Decision-Making Authority in
Chinese Enterprise.
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terprise conduct, in turn, can be expected to affect the productivity,
export and profit performance of the reformed enterprises. ®

Structure

We do not dwell on the specific features of China’s state enter-
prise reforms. These are well documented by Naughton (1994), a
variety of World Bank reports, and others. In summary, reforms at
all levels, including the Open Door Policy and the dual track pric-
ing system, have contributed to the development and gradual
strengthening of market institutions, including the laws and en-
forcement mechanisms, physical infrastructure, and human capital
needed to make them work. In addition to the emergence of a mar-
ket environment with substantial ties to international product and
financial markets, the central government has sought to strengthen
the management of state enterprises through the Contract Respon-
sibility System, the 14 Autonomous Management Rights, and other
initiatives. What impact, if any, have these reforms had on the con-
duct and performance of state industry?

Conduct

The impact of reform on objectives, incentives, and “corporate
culture” within state firms, while neither universal nor complete,
has brought substantial improvements in performance. We summa-
rize various empirical evidence that documents change in state en-
terprise conduct:

—State enterprises, formerly devoted to plan fulfillment, now
take profit as their chief objective. 10

—Data on SOE performance generate increasingly robust statis-
tical relationships of the kind expected from profit-seeking
firms operating in a competitive market setting. These include
statistically significant and increasingly robust associations be-
tween wages and productivity, bonuses and profitability, and
investment activity and profit. 11

—Most SOEs have sharply increased the pace of R&D efforts,
new product development and process innovation. Enterprises
of all types report state-owned enterprises as the major
innovators in their product lines. (Jefferson, Rawski, and
Zheng 1996b). 12

—Exports of SOE manufactures, which increased at an estimated
annual rate of 18 percent between 1985 and 1992, reflect the
impact of greater attention to quality, variety, customer re-
quirements, and cost control. 13

#For a discussion of the extended Structure-Conduct-Performance paradigm, see Jefferson and
Xu (1991) and Jefferson and Singh (1996).

10 See Jefferson, Zhang and Zhao (1996) and Rawski (1994b).

11See, for example, Groves, McMillan, Naughton (1994); Hay, Morris, Liu, and Yao (1994);
Rawski (1994b), Jefferson and Rawski (1994); Jefferson and Xu (1992); Jefferson, Hu, Singh and
Wang (1996); and Jefferson, Hu, and Singh (1996).

12This observation is also based on the authors’ interviews at approximately 70 Chinese en-
Le'rlgrism, mostly SOEs, over the past decade.

The estimated growth annual rate of SOE manufactured exports was much lower (7.8 per-
cent) for 1988-92 than for 1984-88 (34.4 percent). However, the figure for 1988-92 probably un-
derstates actual growth, which may have surpassed a 10 percent annual rate (Rawski 1994a).
Survey data indicate 20 percent annual export growth for a sample of 244 large SOE firms dur-
ing 1986-89 (Rawski 1996). Nicholas Lardy points out that SOE exports have benefited from
direct subsidies (in the 19808) and special export credits (in the 1990s).
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Performance

The performance of Chinese industry may be evaluated with re-
spect to productivity, a measure of technical efficiency, or profit, a
measure of economic efficiency.

Profitability

Based on his review of the literature on Chinese. industrial pro-
ductivity, most of which analyzes data accumulated during the
1980s, Wu (1993) summarizes ti;e impact of the reforms on produc-
tive efficiency: 14

Subject to (various) qualification, current studies illustrate
that ongoing economic reform in China has offered Chinese
enterprises great incentives to economize in their behavior.
As a result, productivity in both state and nonstate indus-
try has risen in recent years. The nonstate enterprises,
dominated by the rural township, village and private en-
terprises, tend to perform better than their state counter-
parts, because of their ownership relation and external en-
vironment (p. 63—64).

A recent accounting of productivity growth in state and collective
industry, shown in Table 3, finds continuing increases in productiv-
ity growth during 1988-1992 (Jefferson, Rawski, and Zheng (JRZ)
1996). Relative to the pre—1988 period, however, these results re-
veal a slowdown in productivity growth throughout Chinese indus-
try. The decline is somewhat more pronounced for the state sector
than for collective industry. JRZ suggest that the apparent general
decline in industrial productivity growth can be accounted for by
the business cycle which caused capacity utilization rates and hence
levels of productivity to be lower in 1992 relative to 1988 thus de-
pressing the measure of productivity growth from 1988-92. The
more pronounced decline within the state sector, the authors sug-
%est, can be partly accounted for by two additional conditions. The

rst is declining capital productivity resulting from acceleration of
capital deepening in state industry and structural weaknesses in
the financial system discussed above. Calculations by JRZ dem-
onstrate that during 1980-84, shown in Table 4, capital productiv-
ity in state industry rose by an annual rate of 3.53 percent, during
the next four year period, it remained virtually flat at 0.39 percent,
and during 1988-92, capital’s productivity declined at a annual
rate of 3.42 percent.. Continued weaknesses in China’s system of in-
dustrial finance must account in part for this pattern of slowing,
then declining growth in capital’s productivity.

The second source of slowing productivity growth in state indus-
try is the phenomenon of selectivity bias. Table 5B displays produc-
tivity outcomes for chronic SOE loss-makers—firms that recorded
consecutive annual losses during 1989—92—many of which avoided
bankruptcy only because of their SOE status. The data, drawn

14 Woo and others (1994) employ sample data to show a declining trend for productivity in

- several branches of industry, but only by assuming a common trend for product and input prices

during a period of rising relative prices for industrial materials. Jefferson, Rawski and Zheng

. (1996b) examine, in some detail, the implication of various survey price data for estimates of

productivity wth in state industry and conclude that their results of moderate positive
growth are robust.
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from a panel of large and medium-size enterprises, show not only
that the chronic loss-makers shown in Table 5B exhibit low levels
of single factor productivities, but, of greater relevance for produc-
tivity growth, their growth rates of labor and capital productivity
are far less than those for the full sample of SOE firms shown in
Table 5A. For both labor and capital productivity, disparities in
rates of growth between the full sample and the loss-makers ex-
ceeds 10 percentage points. Su¢h distortions remain muted in the
collective sector: the impact of joint ventures is smaller, and failed
enterprises routinely disappear.

TABLE 3. Growth Accounting for State and Collective Industry, 1980—1992.

Type of Industry

and Period gQ gk gL amgm  Productivity
State
1980/92 ................ 6.90 1.38 0.33 2.69 2.50
6.73 2.73 3.98
1980/84 ............... 7.06 0.72 0.35 3.74 224
3.53 2.93 5.55
1984/88 ................ 8.52 1.67 0.44 2.13 3.68
8.13 364 4.05
1988/92 ................ 5.11 1.75 0.20 1.59 1.58
8.53 ' 1.64 235
Collective
1980/92 ................ 12.36 " 1.36 0.37 7.19 343
10.20 3.19 9.60
1980/84 ................ 13.54 1.14 0.53 9.06 2.80
8.54 4.54 12.10
1984/88 ................ 15.65 1.92 0.55 8.66 4.52
14.36 4.73 11.55
1988/92 ................ 7.90 1.03 0.03 3.86 2.98
n 0.29 515

Note: Figures between the lines are growth rates for factor inputs. The values of oy, oy, and o, used
in these calculations are 0.205, 0.120, and 0.675 for th