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Introduction
Loren Brandt and Thomas G. Rawski

T hese essays, originally presented at a
March 2, 2005, symposium at the
Woodrow Wilson International

Center for Scholars, represent the initial
product of a larger project on “China’s
Economic Transition: Origins, Mechanisms,
and Consequences.”This project involves an
international group of 45 researchers, who
have worked for several years to prepare a
comprehensive and analytical overview of
China’s remarkable economic gains during
the long boom of the past three decades.

Three major themes emerge from the
present collection of essays: China’s spectac-
ular economic gains, China’s potential for
continuation of rapid economic progress,
and formidable obstacles with which China
must engage in order to realize its ambitious
economic objectives.

CHINA’S ACHIEVEMENTS

China’s long boom is a major episode in
global economic history.The broad outlines
of China’s protracted growth require no
detailed elaboration.They include enormous
expansion of output, employment, produc-
tivity, exports and incomes; unprecedented

progress in poverty alleviation and material
well-being; and the emergence of China as a
major force in global markets.

These essays highlight specific features of
China’s economic achievements. Lee
Branstetter and Nicholas Lardy emphasize
China’s aggressive liberalization of trade and
investment in advance of deadlines built into
the agreements surrounding China’s acces-
sion to the World Trade Organization
(WTO).From the perspective of earlier Asian
growth spurts in Japan and Korea, China has
opened its economic doors to imports and
overseas capital to an unprecedented degree,
a strategy that seems likely to create future
industrial structures that differ widely from
what we see in Japan and Korea today.

Scott Rozelle and Jikun Huang show that
in addition to overcoming long-standing defi-
ciencies in feeding China’s growing popula-
tion,China’s farm sector has achieved levels of
market integration sometimes approaching
U.S. standards, developed a growing array of
labor-intensive export specialties, and
achieved major gains in agriculture-related
research, including contributions to cutting-
edge innovations in biotechnology.

Our own paper on industry emphasizes
the growth of China’s manufacturing capa-
bilities. The growing penetration of China-
made goods into global markets reflects the
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success of Chinese firms in absorbing and gradual-
ly mastering an expanding array of technologies
and manufacturing processes. This development
now extends far beyond the labor-intensive sectors
that dominated export gains early in the reform
process. While foreign-linked firms play a central
role in the transmission belts that carry interna-
tional manufacturing technologies into Chinese
factories, we expect domestic firms to increase
their contributions to the process of technical
upgrading, partly because of the knowledge they
have absorbed from foreign markets and firms, and
partly because of the growing importance of
domestic research and development spending and
the associated flows of manufacturing innovation
in an increasingly competitive domestic economy.

Loren Brandt, Chang-tai Hsieh and Xiaodong
Zhu highlight the important contribution of the
large-scale transfer of labor out of the agricultur-
al sector to China’s economic growth, which aris-
es from the significant gap between (higher) out-
put per worker outside farming and (lower) labor
productivity in agriculture.They find that the rate
of total factor productivity (TFP) growth in the
non-agricultural sector largely drives this struc-
tural transformation. Moreover, cross-provincial
comparisons point to the significant drag of the
state sector’s size on the rate of TFP growth, and
thus on the rate of labor transfer out of the farm
sector. At the provincial level, there is also very
strong negative association between the size of the
state sector at the outset of reform and the rate of

labor productivity growth in both agriculture and
non-agriculture. From this perspective, “growing
out of the state sector” should join “growing out
of the plan”—the title of Barry Naughton’s influ-
ential book—as key metrics for the progress of
China’s reform.

The roster of achievements extends into areas
that are generally regarded as weak spots in
China’s economy. Donald Clarke, Peter Murrell
and Susan Whiting report that China has achieved
considerable progress in building a system of
commercial law. Surprisingly, survey studies find
that Chinese businesses make considerable use of
the court system to resolve commercial disputes.
Franklin Allen, Jun Qian and Meijun Qian find
substantial movement toward modernization of
China’s financial system. They also highlight the
important role of China’s “hybrid” financial sec-
tor, which draws on informal mechanisms for
contract enforcement discussed by Clarke et al. as
well. And Yasheng Huang writes of belated, but
nevertheless substantial gains toward providing
institutional legitimacy and legal protection for
the assets and rights of private businesses.

CHINA’S PROSPECTS

Following nearly three decades of rapid growth,
China’s prospects for continued development
appear bright. The economy can draw on abun-
dant supplies of labor, human capital, entrepre-
neurial talent, and savings (including continued
inflows of foreign direct investment). Chinese
governments at all levels are strongly committed
to growth. Thomas Rawski’s essay enumerates
important factors underpinning growth in
Organization for Economic Co-operation and
Development (OECD) nations and notes China’s
favorable endowment in each category.

Essays on globalization and industry describe
the past economic benefits arising from China’s
deepening links to the world economy. These
gains will expand with China’s growing participa-
tion in cross-national manufacturing networks. In
addition, relaxation of official constraints on over-
seas investment by Chinese firms promises to add
a new dimension to China’s absorption of useful
knowledge as domestic firms acquire ownership
stakes in overseas producers of natural resources as
well as desktop computers, machine tools, cars,
auto parts, and other manufactures.
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Acceleration of China-based research and
development efforts, reflecting the expansion of
indigenous R&D operations as well as growing
activity by Chinese subsidiaries of multinational
firms, will contribute to the future expansion of
manufacturing capabilities, technical sophistica-
tion and product quality. Rozelle and Huang’s
summary of Chinese advances in biotechnology
illustrates the growing contribution of domestic
scientific efforts in one specific area.

The learning process associated with recent
growth extends beyond improvements in technol-
ogy, production, management, and marketing.
Chinese reform experience includes a vast accu-
mulation of knowledge about interactions
between public administration and economic
growth.Despite many shortcomings of public pol-
icy (discussed below), regional and local govern-
ments in China’s coastal region have succeeded in
creating administrative structures that are suffi-
ciently strong to attract and retain large inflows of
offshore capital, and to encourage domestic invest-
ment. Recent infrastructure investments have
upgraded domestic systems of transport and com-
munication, effectively reducing the economic
distance between China’s thriving coastal regions
and less ebullient interior districts. If local govern-
ments in China’s central and western regions can
master the art of providing business-friendly regu-
lation, both domestic and international firms may
be tempted by the lower labor and land costs avail-
able in China’s inland provinces, a prospect that
may be especially advantageous for producers of
garments, shoes, toys, and other labor-intensive
goods. Fulfillment of this prospect could equip
China’s economy with two separate drivers of
growth and export expansion: clusters of rising
mid-level industries like shipbuilding, machinery,
and home appliances based along the coast, and
new centers for labor-intensive manufactures in
parts of China’s central or western regions.

CHINA’S CHALLENGES

Realization of China’s abundant economic
prospects will necessitate further reform across a
broad spectrum of institutions. Our authors iden-
tify significant weaknesses that span China’s finan-
cial, fiscal, investment, legal, and regulatory sys-
tems. Despite differences in the details, many sec-
tors reflect similar stories. Energetic and imagina-

tive reform efforts have bridged a portion of the
large gap between institutional arrangements
under the traditional planned economy and what
is needed to support a smoothly functioning mar-
ket system. In each case, our authors find that
stopgap measures and unreformed institutions
now in place impose large costs that seem likely
to escalate in the absence of substantial new
efforts to build suitable institutions.

Take the example of banking and finance.Allen,
Qian and Qian trace the genuine, but limited
accomplishments in broadening the base of China’s
banking system and financial markets. Despite
these efforts,Barry Naughton shows that the dom-
inance of China’s state-owned banks has actually
increased since the late 1990s, thereby raising
renewed concern that China’s non-performing
loan problem may be worsening. The continued
unwillingness of the big state-owned banks to
make loans to private entrepreneurs limits the
growth of private business and exacerbates China’s
already serious problem of unemployment.

China’s courts and legal system continue to play
only a limited role in enforcing business-related
laws, in part because the system lacks clear guide-
lines for assigning jurisdiction.These shortcomings
undercut the impact of the growing body of laws
issued by people’s congresses at various levels and
obstruct efforts to build a unified legal system.
Progress toward badly needed improvements in
governance structures in support of accountability
and transparency in China’s large corporations and
financial institutions seems unlikely without sub-
stantial changes in the legal infrastructure.

The fiscal system, although not discussed explic-
itly in these essays, fits the same mould.
Recentralization has created significant imbalances
in fiscal resources across China, with numerous
provinces, cities and villages lacking financial
capacity to undertake growth-promoting invest-
ments in human and physical capital. Recent ini-
tiatives aimed at eliminating direct taxes on agri-
culture will sharpen the conflict between financial
resources and demands on the public purse, partic-
ularly for local governments in rural districts.

Although no single institutional weakness
seems likely to halt growth, multiple institutional
defects could drag China into the kind of eco-
nomic lethargy that has afflicted Japan’s formerly
dynamic economy for over a decade. A common
thread in discussions of limits to institutional
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change is the constraint posed by competing
objectives of incumbent power-holders in both
government and Communist Party positions.
Leaders often use the power to distribute eco-
nomic rents (for example by ordering banks to
make loans to favored clients or by allowing loyal
supporters to extract resources from state enter-
prises) to buttress their political control. Market-
supporting institutional change, with its emphasis
on openness, uniform standards, and accountabili-
ty, threatens both the scale and the accessibility of
such rent-sharing opportunities.The resulting tug-
of-war between the demands of growth-oriented
reform and regime-building seem particularly
acute in China’s interior regions, where wealth,
economic growth, and fiscal resources fall far short
of what is available to richer and therefore more
flexible coastal jurisdictions.

Rising inequality and unfulfilled expectations
may also pose problems for the regime. Despite
China’s remarkable achievement in elevating liter-
ally hundreds of millions from deep poverty dur-
ing the last twenty-five years, the uneven distribu-
tion of benefits from rapid growth has produced
significant increases in income inequality, especial-
ly during the last decade.Despite the limitations of
available data, China seems to have emerged as a
leader among large developing nations in terms of
unequal distribution of income and wealth.

Contrary to popular perceptions, widening
inter-regional or even urban-rural differences are
not the primary source of these recent increases in
inequality. Instead, it is widening income gaps
among populations at every level of Chinese soci-
ety—within provinces, cities, and villages—that
dominate the recent growth of inequality.
Individual characteristics like age, education, and
social capital strongly influence the capacity of
individuals and households to take advantage of
new opportunities. Some of the increase in
inequality is a natural product of market liberal-
ization, but policy also plays a role. For example,
education policies may favor particular social
groups and raise tuition and fees to prohibitive
levels for others. Widespread corruption, now
often linked to transactions involving land, further
tilts market outcomes toward select groups with-
in China’s populace.

Economists increasingly agree that rising
inequality can be detrimental for economic
growth, a conclusion that probably fits China’s

present circumstances. Inequality brings rising
pressures for redistribution, which in the Chinese
context is likely to encourage increased alloca-
tion of resources through the highly inefficient
state sector. China’s current “Develop the West”
campaign illustrates how measures aimed at
accelerating development in poor regions can
actually act as a drag on growth. In addition, lim-
ited income growth among large cohorts of
today’s population can restrict current investment
in physical capital and also obstruct investments
in education and health for young people whose
capabilities will influence future growth
prospects. Finally, rising inequality surely increas-
es the possibility of social and political unrest.

CONCLUSION

China’s prospects for continued rapid growth
appear excellent. China’s remarkable economic
achievements create momentum and inspire con-
fidence. China’s capacity to absorb overseas
resources and to contribute to cross-national
manufacturing networks enhances its economic
potential. A further advantage arises from the
intense focus on economic growth visible at every
level of Chinese public administration.

These advantages cannot guarantee that
China’s long boom of the past quarter century
will extend into the future. China’s large and
growing dependence on global markets means
that external events could damage China’s econ-
omy by disrupting resource flows, obstructing
market access, or slowing the growth of global
demand for Chinese products. International con-
flict within East Asia (over Taiwan, North Korea,
or offshore oil deposits) or elsewhere (particular-
ly in the Middle East) could undercut China’s
economic prospects.

While globalization subjects all participating
nations to the risk of destabilizing change, our
authors highlight domestic obstacles to China’s
continued high-speed growth.Their central point
is that China’s reform progress, while broad and
often deep, remains highly uneven.Vital institu-
tions affecting important clusters of activity in
banking, legislation, land allocation, dispute reso-
lution, business regulation, exchange of property,
corporate governance, capital markets, private
business, public finance, investment decisions, and
the administrative structures surrounding these
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and many other segments of China’s economy
have experienced only limited reform. In some
instances, we see little change from pre-reform
patterns, the seasonality of investment spending
being a case in point. Elsewhere, for instance, in
macroeconomic regulation, ad hoc procedures
partially bridge gaps arising from the slow
advance of institution building.

Chinese economists and policy-makers are
keenly aware of these difficulties. Newspapers,
journals and web sites pulse with critiques,
analyses of reform progress, and proposals for
policy initiatives.We see dynamic administrators
pushing reform efforts with fierce determina-
tion—for example eliminating nearly 90,000
state-owned enterprises between December
1998 and August 2004.

Economic history, including Chinese experi-
ence over the past three decades, is replete with
instances in which growth advances despite insti-
tutional weaknesses (think of “wildcat banking” in
nineteenth century American history). A mix of

thoroughgoing and partial reform along with
patchwork improvisation often opens the door to
continued expansion. But the same historic
record provides instances in which long-neglect-
ed institutional deficiencies constrict seemingly
promising growth prospects. We conclude that,
while appreciating China’s glittering array of eco-
nomic opportunities, sober onlookers should
recall that Japan’s painful slowdown of the past 15
years arises from a litany of institutional rigidities
and shortcomings that makes familiar reading to
China specialists.

Our thanks to the Woodrow Wilson Center,
and to Dr. Gang Lin of the Center’s Asia Program,
for hosting the symposium last March that gave
some of the scholars associated with our China’s
Economic Transition project an opportunity to
share their findings with a Washington audience.
We are equally pleased to have worked with the
Center’s Asia Program in preparing this report to
reach a broader audience.

 



THE MOVE TO FREER TRADE PRIOR TO

WTO ACCESSION

The Pre-Reform Trade Regime
Up through the 1970s, Chinese trade took place
within the context of a planned economy.The State
Planning Commission’s import plan covered more
than 90 percent of all imports. Its export plan was
similarly comprehensive, specifying physical quanti-
ties of more than 3,000 individual commodities.
Prior to 1978, a handful of foreign trade corpora-
tions owned and controlled by the Ministry of
Foreign Trade were responsible for carrying out the
import and export plans. In this context, neither
exports nor imports were sensitive to exchange rates
or relative prices.1 Furthermore, the composition of
Chinese trade appears to have diverged from
Chinese comparative advantage, with capital-inten-
sive goods, including refined petroleum products,
playing a large role in Chinese exports into the early
1980s. As a consequence, the volume of Chinese
trade, relative to world trade, declined sharply from
1.5 percent in 1953 to 0.6 percent in 1977.

Import tariffs on a number of commodities actu-
ally went up in the early years of the reform period.
By 1982, the average statutory tariff rate was a rela-
tively high 56 percent.This was reduced to 43 percent
in 1985,but that level was maintained throughout the
next seven years. Beginning in 1992, however, tariff
levels fell in a series of adjustments that brought the
average tariff level down by two-thirds, to roughly 15
percent on the eve of World Trade Organization
(WTO) accession. In addition to tariffs, the Chinese
government increasingly restricted trade by imposing
import quotas and import license requirements. By
the end of the 1980s China restricted nearly half of
all imports through the use of licenses or quotas.
However, these restrictions also were dramatically cut
in the 1990s. Import commodities subject to quotas
or licenses fell to 18 percent of total imports by 1992
and to 8 percent by 2001.

In addition to reducing tariff and non-tariff bar-
riers, the Chinese government liberalized the right
to engage in foreign trade.This was reflected in the

rapid and substantial expansion in the number of
domestic firms granted trading rights, as shown in
Table 1. The initial 12 firms directly controlled by
the Ministry of Foreign Trade expanded to about
800 firms by 1985. A decade later, the number of
trading firms stood at 12,000. By 2001 the govern-
ment had granted trading rights to 35,000 firms,
including a large number of private firms.With such
a large number of potential suppliers of trading serv-
ices, it is likely that the market for such services had
become reasonably competitive by the mid 1990s.

China’s openness to imports expanded even
faster than the decline in formal barriers might sug-
gest. A major reason was the special privileges the
government extended to firms involved in export
processing. Initially, this legal framework provided
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Table 1. Growth in Companies Authorized 
to Conduct Foreign Trade

1978
1985
1986
1988
1996
1997
1998
1999
2000
2001

12
800

1200
5000

12000
15000
23000
29258
31000
35000

Year Number of Companies

Sources: Nicholas R. Lardy, Foreign Trade and Economic Reform in
China, 1978–1990 (Cambridge University Press, 1992), 39: Zhang
Yan,“Access to Trade Rights Expands,” China Daily, February 23,
2000, 5; Editorial Board of the Almanac of China’s Foreign
Relations and Trade, Almanac of China’s Foreign Economic Relations
and Trade 1987 (Hong Kong: China Resources Advertising Co.,
Ltd., 1987), 48; Almanac of China’s Foreign Economic Relations and
Trade (various issues); Ministry of Foreign Trade and Economic
Cooperation, Zhongguo duiwai jingji maoyi baipishu 1999 (China’s
White Paper on Foreign Trade and Economic Cooperation 1999),
192; Chen Yao,“Trade with Northeast Asia Countries Bounces
Back,” China Daily, June 8, 2001, 4; and World Trade Organization,
Draft Report of the Working Party on the Acession of China to
the WTO, rev. 7 (Geneva, July 10, 2001), 21 (www.insidetrade.com
[July 16, 2001]).
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various incentives for the processing of raw materi-
als for export and the assembly of imported goods
to produce finished goods for export. In 1987, the
government expanded these incentives to provide
for duty-free import of all raw materials, parts, and
components used in the production of goods for
export.This represented an extension of the right of
joint ventures and wholly-owned foreign companies
to import capital goods duty-free, which was estab-
lished early in the reform period.As an increasingly
open FDI regime brought in more foreign invest-
ment, this allowed a larger and larger fraction of
China’s imports to escape the formal trade barriers.
Finally, in the late 1990s, the Chinese government
began to exempt certain categories of domestic
firms and other organizations from import duties.

By the first half of 2000, less than 40 percent of
imports were subject to any tariff.Thus, actual tariff
revenues have been far lower than the average statu-
tory rates would suggest.As shown in Figure 1, tariff
revenues as a fraction of the value of imports peaked
in the mid 1980s at 17 percent and fell steadily there-
after, reaching a low of less than three percent by
1994.Tariff revenues relative to the value of imports
did tick upward briefly starting in 1999, apparently as
a result of a crackdown on widespread smuggling.
But by 2004 tariff revenues were only slightly more
than two percent of the value of imports. This
decline to such an extraordinarily low level reflects
the combined effect of expanding foreign direct
investment, the increasing importance of export pro-

cessing, and the exemption of selected industries and
organizations from import tariffs altogether.

Foreign Exchange Policy
The expansion of foreign trade was also abetted by
changes in foreign exchange and tax policy. Prior to
reform, the regime maintained an overvalued
exchange rate in order to subsidize the import of
capital goods that could not be produced domesti-
cally. Overvaluation led to excess demand for for-
eign exchange, necessitating an extensive system of
rigid controls. Key elements of this control system
included a 100 percent foreign exchange surrender
requirement for exporters, tight limitations on the
rights of individuals to hold foreign currency, and
strict controls on the outflow of foreign capital.

Over the course of the reform period, all of
these restrictions were relaxed. The official
exchange rate was devalued in stages, from an offi-
cial exchange rate of RMB 1.5 to the dollar in
1981 to 8.7 in 1994. Following a modest apprecia-
tion, the exchange rate was effectively fixed at
RMB 8.3 to the dollar in 1995. The International
Monetary Fund (IMF) estimates that the Chinese
currency lost about 70 percent of its value against
the dollar in real terms over this period, substantial-
ly enhancing the international competitiveness of
China-based export operations. In addition to sub-
stantial real devaluation, Chinese exporters were
allowed to retain part of their foreign exchange
earnings, individuals have been allowed to hold for-

Figure 1. Tariff Revenues as a Fraction of Import Value, 1978–2004

Source: Lardy, Integrating China in the Global Economy (Brookings Institution Press, 2002).
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eign exchange, and controls on capital outflows
have been slightly relaxed.

THE OPENING TO FDI PRIOR

TO WTO ACCESSION

Liberalization of Foreign Direct Investment
China’s policies with respect to foreign direct invest-
ment were dramatically changed in 1979. In that
year a new Law on Joint Ventures was passed, pro-
viding a basic framework under which foreign firms
were allowed to operate. In the same year, four “spe-
cial economic zones” were established in which for-
eign firms were offered preferential tax and admin-
istrative treatment and given an unusually free hand
in their operations.2

These “experiments” in attracting foreign direct
investment were quite successful. In 1984, 14 addi-
tional government units, mostly municipalities on
China’s Pacific coast, were granted similar exemp-
tions from taxes and administrative procedures in a
bid to attract foreign direct investment (FDI).
Known variously as “Open Cities” or “Export and
Technology Development Zones,” these new special
zones were granted authority to approve investment
projects at the local level for FDI projects under $30
million (a threshold later raised to $50 million).The
next major regulatory change in FDI came in 1986,
with the implementation of the so-called “22
Regulations.” These changes represented a major
liberalization which applied throughout China.
“Foreign invested enterprises” were made eligible
for reduced business income tax rates regardless of
location, and were given increased managerial
autonomy.Tight controls on the remittance of prof-
it in foreign currencies were lifted. Finally, and most
importantly, the 22 Regulations designated two cat-
egories of foreign investments as being eligible for
additional special benefits—“export oriented” proj-
ects (defined as projects exporting 50 percent or
more of their production value) and “technological-
ly advanced” projects (defined as projects which
upgrade domestic production capacity through the
use of ‘advanced’ technology).

The Rise, Fall, and Rise of FDI since 1989
The next major shift in FDI in China marked not so
much a regulatory shift as a change in the composi-
tion of foreign investors. FDI in China slowed
briefly after the Tiananmen Incident, but the inflows

resumed and quickly grew in the 1990s. Whereas
FDI in China in the 1980s had been overwhelm-
ingly dominated by Hong Kong and Taiwan-based
investors seeking to exploit relatively low cost labor
in the Special Economic Zones (SEZs) for export
processing, in-flows diversified in the 1990s. Hong
King and Taiwan-based investors continued to play
a very important role, but Japanese, American, and
European firms also increased their FDI into China,
much of it focused on the domestic market. Figure
2 illustrates the growth over time in contracted FDI
and actual foreign investment. Figure 3 shows vari-
ation over time in the number of FDI contracts
approved and in the nature of the entity created. Of
particular interest is the growth in wholly-owned
foreign enterprises relative to equity joint ventures.
Figure 4 breaks down growth in actual investment
flows by the nationality of the investing country.3

As Figure 2 shows, contracted FDI peaked in the
early 1990s and declined sharply for the rest of the
decade. Since these contracts contained multi-year
business plans, there is a lag between the approval of
a contract and the actual investment associated with
it. However, the sharp divergence in these two time
series is greater than that which would be implied
by a simple lag between approval and investment. In
our view, the divergence hints at some problems that
foreign investors in this period, particularly Western
firms with little previous experience in China,
encountered as they rushed to enter the market.We
believe many projects approved during the FDI
surge of the early 1990s were either abandoned or
radically scaled down in subsequent years.

The FDI boom began when China was in the
midst of an unsustainable expansion, brought on in
part by rapid credit creation. Demand growth was
rapidly outstripping supply, leading to a surge in infla-
tion that peaked in 1994, when consumer prices shot
up by one-fourth. Zhu Rongji, then serving as vice
premier and governor of the central bank, initiated
contractionary monetary and fiscal policies that
reduced aggregate demand and moderated price
inflation. By 1996, growth and inflation were down
to more sustainable levels. Then the Asian crisis hit,
leading to yet slower growth in domestic demand, a
dramatic slowdown in export growth, and domestic
price deflation.The scale and number of FDI projects
approved in the early 1990s appear to have been
motivated in part by an extrapolation of the (unsus-
tainable) expansion of domestic demand observed in
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Figure 2. Foreign Direct Investment in China
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Figure 4. Inward FDI in China by Source Country
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Figure 3. Counts of FDI contracts by Contractual Form
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those years. Firms also appear to have been unpre-
pared for the barriers they encountered in attempting
to distribute their goods within China.

In the context of the domestic demand retrench-
ment that followed, it is unsurprising that many
ventures proved to be spectacularly unprofitable.
Most foreign firms targeting the domestic market
were required to form a joint venture with a local
Chinese firm, usually an SOE.The supply of well-
run, effectively managed SOEs was also quite limit-
ed. In their eagerness to set up operations, many
firms forged alliances with enterprises that turned
out to be far less efficient, amenable to Western
direction, or politically connected than they
thought. The survey and interview evidence pre-
sented by Daniel Rosen suggests that many Western
investors were unprepared for the cultural clashes,
administrative difficulties, and operational ineffi-
ciencies created by their “forced marriages” to
Chinese SOEs.4 Figure 3 illustrates a sharp down-
turn in the number of contracts signed and a strik-
ing shift toward wholly owned foreign enterprises,
as this option became feasible in an expanding num-
ber of industries and situations.

Even as actual FDI levels had begun to fall,
reformers in the Chinese government were negoti-
ating terms for WTO accession that dramatically
expanded the freedom with which foreign firms
could operate in China. Prior to the signing of the
agreement, more categories of foreign invested
enterprises (FIEs) were allowed to sidestep joint
ventures entirely and set up wholly owned foreign

enterprises. Interference in supply chain manage-
ment, product development, and operations was
scaled back. The final bilateral agreement with the
U.S., signed in November 1999, signaled a dramatic
change in the Chinese operating environment.
Contracted FDI increased almost immediately, and
levels of actual utilization began to follow suit, as can
be seen in Figure 2.

A pickup in demand growth also spurred FDI.
Chinese export growth rapidly expanded as the
regional economy recovered from the effects of the
East Asian crisis. While the veracity of the official
gross domestic product (GDP) growth rates in the
immediate aftermath of the East Asian crisis have
been called into question, even the most pessimistic
views suggest that Chinese GDP growth was more
resilient than that of other large economies in the
region, possibly inducing firms that might have
invested elsewhere to focus on China.5 The govern-
ment reversed the austerity regime it had put in
place in the mid 1990s after the Asia crisis, the cen-
tral bank cut interest rates several times, state banks
expanded their lending, and the government used a
sizable fiscal stimulus to boost domestic demand.
Export growth slowed sharply again in 2001, with
the worldwide slowdown generated by the
September 11 attacks, but rapidly rebounded in
2002.While difficult to measure with precision, esti-
mates of the profits of foreign enterprises provided
in Figure 5 appear to be consistent with this pattern
as they declined steadily through 1998, and
rebounded sharply thereafter.
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Figure 5. Foreign-Invested Enterprise Profitability, 1994–2003
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Domestic demand was rapidly expanding again by
the end of 2002 as investment spending surged to
high levels.The impact of more expansionary mone-
tary and fiscal policy on the Chinese economy had
been partially offset from 1998 through mid-2001 by
a substantial restructuring of state-owned enterprises
in the manufacturing sector. 36 million state workers,
one-third of the total, lost their jobs, and hundreds of
state factories were shut down. Once this period of
retrenchment ended, however, the economy began
growing at a pace increasingly reminiscent of the
boom of the early 1990s. Even the uncertainty creat-
ed by the outbreak of severe acute respiratory syn-
drome (SARS), a previously unknown and fatal res-
piratory ailment that rapidly spread throughout East
Asia, failed to slow growth in 2003. By late 2003,
however, the Chinese government was once again
taking steps to try to limit overinvestment and exces-
sive growth, primarily through direct administrative
measures rather than higher interest rates or a reval-
ued exchange rate.While these measures appeared to
have had some success as of late 2004, the scale of
expansion in lending and investment suggested that
some of the progress made in scaling back non-per-
forming loans in the late 1990s and early 2000s was
likely undone in the boom of 2002–2004.6

CHINA’S WTO ACCESSION AGREEMENT

AND ITS IMPLEMENTATION: A WATERSHED,
NOT A SEA CHANGE

While negotiations over China’s WTO entry were
ongoing in the late 1990s, a number of studies were
conducted estimating the impact of WTO accession
on Chinese trade, employment, and growth. Some

predicted that China would incur significant restruc-
turing costs in meeting its WTO commitments.7

Other studies forecast fairly dramatic increases in
imports as import tariffs were reduced.There was a
tendency for these studies to overestimate the impact
of WTO, because many were based on conditions
that existed in the mid 1990s, and did not take into
account the dramatic acceleration of reform in the
years immediately preceding WTO entry.

As we have already stressed, China cut tariffs,
broadened trading rights, and liberalized its FDI
regime even prior to formal WTO accession. The
Chinese government also launched a major effort to
restructure state-owned manufacturing industries,
engineering a dramatic decline in SOE manufactur-
ing employment and an improvement in profitabil-
ity. Steps were also taken to eliminate or reduce
import price differentials prior to WTO accession.
The government substantially cut the prices for
wheat and corn in 1999, two years before WTO
accession, driving prices toward international levels,
and starting the process of moving farmers out of
grain and into less land intensive crops. Steps were
also taken to hasten the convergence of prices to
world levels for petroleum products, transportation
services, wholesale electricity, and water and natural
gas. Because the structural change and price conver-
gence the WTO-mandated liberalizations would
generate were already underway prior to formal
accession, the impact of WTO per se, has arguably
been smaller than some might have predicted.

That being said, the combination of pre-WTO
and post-WTO reforms is making China arguably
one of the most open large developing economies.
This view is supported by several metrics. First,
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Figure 6. Chinese Imports as a Percentage of GDP, 1990–2004
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China’s import tariffs provide only a modest degree
of protection for domestically produced goods.
China’s average bound tariff rate across all goods is
10 percent. For Argentina, Brazil, India, and
Indonesia, the figures are 31.9, 31.4, 49.8 and 37.1
percent, respectively. Second, China’s ratio of
imports to gross domestic product, shown in Figure
6, has increased significantly over the past decade or
so and stood at about one-third in 2004. By com-
parison, the comparable ratio for Japan is 9 percent.
Third, China’s FDI regime is one of the most open
and welcoming of any country in the world, as
reflected in China’s status as the world’s largest
recipient of inward foreign direct investment in
2003. Not only are there few restrictions on inward
investment in the manufacturing sector, China has
made liberalization commitments in all of the serv-
ice industries covered by the WTO General
Agreement on Trade in Services. Only a handful of
members come close to meeting this standard.
Former U.S. Trade Representative Charlene
Barshefsky described China’s commitment to liber-
alize its distribution system as “broader actually than
any World Trade Organization member has made.”8

China’s commitments to liberalize financial and
telecommunications services are particularly strong.

ENDNOTES

1. For more comprehensive examinations of the pre-reform
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C
hina’s future rural development faces two
fundamental and inter-dependent tasks.
First, rural development requires changes in

governance. Rural China needs a new framework
for managing fiscal and other governmental matters
to suit the modernizing and increasingly market-
oriented economy. Leaders must instill a new ethic
into local government; officials must become facili-
tators of economic growth and equity rather than
direct actors. Reformers also need to encourage
new partnerships with rural citizen organizations
such as Farmer Professional Associations that can
contribute to the development process and assist
vulnerable groups. Second, a concentrated effort is
still needed to improve the resource base of the rural
economy. Despite the great progress of the past 50
years, many parts of the agricultural sector remain
underdeveloped.There are 50 million more farmers
in China than at the beginning of reform. Farms are
fragmented, small and getting smaller. Other
resources—water and forests—are just as scarce.
Farm prices, at least for certain commodities, will
almost certainly fall as the nation implements its
World Trade Organization (WTO) commitments.
In such an environment the state and its partners
have much to do to help farmers increase their
resource base. China’s most abundant resource, its
rural population, lacks adequate human capital.
Land, water and forests also require large invest-
ments and new institutional arrangements to
increase productivity and raise household incomes.
Millions of people remain at or under the poverty
line; most are poor farmers in remote, mountainous
areas of China’s western provinces.

RURAL DEVELOPMENT PRIORITIES

While rural development has many components, we
restrict our attention to three broad issues: (a) the
nature of China’s new economic landscape and meas-

ures to enhance it, (b) reforms that are needed to
improve rural government and its partnerships with
the rural population, and (c) investments that can
improve China’s resources, including labor, land, cap-
ital, water, forests and the environment of the poor.

Enhancing China’s New Landscape
China’s rural economy stands on the brink of a new
era. Reform has engineered a broad transition from
plan to market, with most inputs in China’s rural
economy now under the control of farm house-
holds. The government can contribute to further
development by redefining key food policy priori-
ties, fostering markets, completing grain marketing
reforms, and continuing to integrate China into
international markets.

Changing Priorities on Food Security. With such a
large population and limited resources, China’s lead-
ers have always placed a high priority on food secu-
rity. Since 1983 China has been a net food exporter.
Even if the nation completely liberalized all trade
(which is beyond its current trade commitments), by
2020 rice and wheat will still be almost fully pro-
duced in China. Although the nation will be a net
importer of maize and soybeans, by 2020 the export
of vegetables, fruits and livestock and aquatic prod-
ucts will grow faster. Given this strength, future pol-
icy should focus on raising rural incomes rather than
maintaining grain self sufficiency. The recent poli-
cies to promote crop diversification are appropri-
ate—as long as the planting decisions are made by
the households themselves. Artificial restrictions on
grain imports are no longer needed. Protectionist
measures not only create international tensions, but
also cause inefficiencies and stifle structural change.
Self sufficiency policies also slow down exports of
labor-intensive, higher-valued products and reduce
rural incomes. Policy attention by China’s leaders to
keep its border open to imports, however, also need
to be matched by efforts to keep the markets of
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other nations open to China’s agricultural exports.
China also could redirect attention from nation-

al food security toward measures that promote
household food security among China’s poor. In fact, it
is arguable that China’s main food problem is that
the poor are not always able to provide their family
members with enough nutrition, health and educa-
tion. Since the problems are essentially those target-
ed by China’s poverty alleviation program, the cur-
rent investment policies in poor areas that increase
the productivity of the resource base and encourages
diversification also will have the secondary effect of
improving household food security.

Fostering Domestic Food Markets. Liberalization of
domestic markets over the past 20 years has deliv-
ered remarkable benefits.The cost of shipping goods
across China has fallen dramatically. The cost of
shipping maize, rice and soybeans across the north-
eastern region or down the Yangtze River is about
equal to the cost of shipping grain down the
Mississippi River in the United States. Markets also
have integrated rapidly.Table 1 shows that by 2002,
prices between almost all pairs of markets across
China–even those as distant from one another as
Xian and Guangzhou or Heilongjiang and
Shanghai–move consistently together for all major
crops. Part of the improvement in domestic market
integration is due to the construction of roads and
improved communications. The improvements in
China’s market also are from rising competition;
since the mid 1990s, thousands of private traders
have entered the commodity markets and arbitrage

away price differences between regions.
Against this background of well-functioning

domestic output markets, experimentation with new
grain policies is vital. Such reforms should observe
principles derived from international experience.
While limited payments to farmers may make sense
to facilitate structural adjustment, farmers quickly
come to view such payments as entitlements that
then become difficult to eliminate. It is therefore

preferable to channel newly available resources into
public goods, especially because China’s agricultural
policies are among the least distorted in the world.
This absence of distortions represents a valuable asset
that deserves careful preservation.

Any direct payments to farmers should have
clearly specified time limits; payments should be de-
linked from production decisions, with targeting
based on easily observable indicators (e.g., county-
level cropping patterns and yields). The entire
process should be highly publicized, simple and use
easy-to-observe criteria to ensure that funds actual-
ly reach their intended recipients.

Deepening Integration Across the Border. Despite con-
cerns about the impact of an increasingly open econ-
omy on China’s farmers, implementing China’s
WTO agreement have created many benefits with
only minimal negative impact.1 Workers gain access
to employment. Consumers benefit from lower
prices. All producers benefit from lower fertilizer
prices. Producers of rice, most vegetables and fruits,
many livestock and aquatic products and other high-
er-valued, labor-intensive goods also benefit as WTO
entry leads to higher exports.While producers of bar-
ley, soybean and other edible oils were hurt by liber-
alization during the 1990s, most of the fall in the
prices of these commodities had already taken place
prior to the WTO agreement, so the agreement itself
had little impact. Only maize, cotton and wheat
farmers are adversely affected.However, because most
farmers are highly diversified and are able to change
products if prices fall, the overall cost is small. The
only groups that need support are poor maize, cotton
and wheat producers in the central and western parts
of the nation. According to Chinese estimates, how-
ever, the annual loss due to WTO to these most vul-
nerable households only averages about RMB50 per
household. A policy that compensates such house-
holds by RMB50 per year for the first several years
after WTO (through direct payments or reduced
tuition and school fees) have offset the negative con-
sequences of WTO accession without introducing
costly economic distortions.

Taking full advantage of opportunities linked to
WTO accession requires complementary policy
efforts.Chief among these is to allow farmers to have
access to the lowest priced and most productive
inputs and technologies from inside or outside
China. The WTO agreement challenges China’s
farmers with competition in output markets from

Table 1. Integration in China’s Markets
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producers in the rest of the world.To compete, farm-
ers need to have access to the same low-cost inputs
and same high-quality technologies.There are many
restrictions keeping seeds and other inputs from
moving around the country. There also are barriers
against the importation of inputs and technologies or
investment by foreign technology firms. These
should be sharply reduced and eventually eliminated
in order to improve the income of farm households.
According to international experience the entry of
foreign seed and technology firms into the country
could lead to both more competition and better
transfer of technology.

Restructuring Rural Government and Partnerships
Reform of public administration can contribute to
rural development. While there are many measures
that are needed, in this brief we limit our comments
to discussions on rural fiscal reforms and policies
that will promote the expansion of China’s emerg-
ing farmer association movement.

Rural Fiscal Policy.The conduct of public finance
is arguably one of China’s biggest problems. The
present fiscal system rests on a design that does not
fit today’s circumstances. The system also generates
inadequate revenues and their poor redistribution,
and fails to provide enough public goods.There are
problems with expenditure and revenue mandates at
the sub-national level and with the implementation
of government transfers. Insufficient provision of
public goods and services for the rural economy
reflects the larger problems afflicting inter-govern-
ment finance in China, a subject that lies outside the
scope of this brief overview.

Role of the State and Rural Partnerships. Reform has
shifted government activity in China’s rural econo-
my toward indirect rather than direct participation.
Further progress in this direction seems likely to
include a comprehensive rethinking of govern-
ment’s role at each level of administration as well as
specific measures to improve the provision of public
goods, to overcome market failure, and to provide
useful services that the private sector is unlikely to
find profitable.

Recent issues surrounding anti-poverty initia-
tives illustrate government’s new role in creating,
implementing and coordinating policies that involve
conflicting goals. Efforts to encourage poor house-
holds to raise goats and sheep in ecologically unsuit-
able areas resulted in serious environmental damage.

Some sub-national governments have taken drastic
but effective measures to manage natural resources
while still helping the poor, but others need better
guidance.

In a modern society in which markets dominate
the flow of commodities and private individuals or
enterprises control most assets and information, effec-
tive development requires close partnership between
state agencies and non-government organizations.
International experience underlines the potential
benefits of developing truly independent Farmer
Professional Associations (FPA) as well as other infor-
mation networks, business support groups, marketing
systems and credit cooperatives. Today such institu-
tions are still weak in China. While there are more
than 60,000 farmer associations, their membership
accounts for only about 2–3 percent of all farmers;
the structure of these associations remains ill-defined.

Although the impetus to meet and act as a group
must come from the farmers themselves, the govern-
ment can contribute by creating a supportive envi-
ronment. The expansion of farm-related organiza-
tions and agencies can benefit from laws and regula-
tions that support the creation of FPAs. Above all
measures are needed to clarify the legal status of
these groups and allow FPAs to enter into contracts.
International experience shows that even with a
favorable legal and regulatory framework, an inde-
pendent catalyst is often needed to get FPA started,
to spark FPA expansion and to improve perform-
ance. China needs rural non-government catalysts
that respond first and foremost to the needs of farm-
ers and farmer groups.

INVESTING IN RURAL CHINA’S RESOURCES

Improving the productivity of resources can directly
improve the welfare of rural residents by raising their
incomes and making them less vulnerable to risk.
Having a better resource base also will provide farm-
ers with the means for making major decisions to
move off the farm, migrate to the city or to make
productive investments.

Raising Productivity on the Farm. China’s research
system has increased productivity for major staple
crops at more than two percent annually during the
reform era,with more than 60 percent of this increase
coming from new technology. These R&D efforts
have already delivered substantial results: productivity
in cotton-growing, for example, has risen by nearly
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25 percent along with reduced use of pesticides,
which has simultaneously improved farmers’ health.

Despite these and other successes, China’s sys-
tem of agricultural research faces great challenges.
Research work, almost totally publicly funded, has
always focused primarily on the major staple grain
crops, which receive over 80 percent of agricultur-
al research funds. Growing fiscal pressures have
made sub-national governments (the chief spon-
sors of agricultural research—a feature that is
unique to China) increasingly reluctant to invest in
research and extension work.As a result, China still
invests less than 0.5 percent of agricultural gross
domestic product (GDP) in R&D, a level far below
other countries.

Given the small size of China’s farms and inten-
sity of post-WTO competition, China needs to
stay at the forefront of technological development
in order to raise farmer incomes. This means a
sharp increase in spending on agricultural technol-
ogy to at least one percent of agricultural GDP
(note that the United States, Canada and Australia,
each devotes two to four percent of agricultural
portion of GDP to farm-related research). While
reserving funds for research designed to benefit
farmers in poor areas, to transfer some research
tasks to the private sector (a common internation-
al practice) can improve results by taking advantage
of the ideas, capital and entrepreneurship of indi-
viduals and businesses. Such transfers, for example,
in developing hybrid maize and horticultural
crops, can help to support the emergence of pri-
vate research and seed firms.

China ranks among the global leaders in agricul-
tural biotechnology. In the late 1990s China invest-
ed more in agricultural biotechnology research than
all other developing countries combined. Its public
spending on agricultural biotechnology was second
only to the United States. Figure 1 summarizes
China’s steeply rising R&D outlays on plant
biotechnology. The outlay for 2003 (not shown)
topped US$ 300 million.

While such investments have created a great deal
of potential, the gains need to be realized.Allowing
scientists to commercialize the results of their
research, for instance the recently-developed vari-
eties of indica rice and wheat, can deliver large
increases in both productivity and farmers’ health.

Recent research shows that Chinese consumers
welcome new technologies; their opinions more
closely resemble those of U.S. consumers, who read-
ily accept scientifically-modified food items, than
those of (more critical) European consumers. The
promotion of new bio-technologies, however, deliv-
ers highest returns when products are channeled
through an effective bio-safety system that allows
commercialization only when they are safe, and keeps
unapproved products off the markets. As in the case
of cotton, China has benefited greatly from the par-
ticipation of foreign firms, and farmers have gained
high returns from using imported technology.

Preparing Labor for Migration Out of Rural Areas.
Development involves more than making the farm-
ing sector more productive. Access to off-farm jobs
is the conduit through which population shifts from
rural to urban occupations and from agriculture to

Figure 1. China Plant Biotech Research Expenditure (million yuan in 1999 prices, 22 institutes)
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industry and services.Although China has been late
in starting this demographic transition, recent years
have witnessed a rapid acceleration of labor flows.
The erosion of barriers to labor mobility in both
rural and urban areas beginning in the mid 1990s
started an unprecedented, and perhaps irreversible,
flow of labor to the cities. Despite the macroeco-
nomic conditions of the late 1990s, the surge in off-
farm employment accelerated after 1995. By now,
almost 80 percent of rural households have at least
one member in the off-farm sector.

Table 2 shows how current labor flows differ from
those in the past. For the first time rural workers
show signs of specialization. Young workers—both
men and women—are much less likely to work on
the farm than older workers. In 2000, more than 75
percent of men and women between 16 and 25
worked in the off-farm sector, almost double the rate
in 1990. Almost all of them live away from home.
Unlike their counterparts a decade ago that mostly
lived at home while working in local enterprises,
most young workers are moving increasingly far
from home. Perhaps most important, many of the
young people that work in off-farm jobs have never
farmed. Firms with migrant workers have much
higher efficiency and exporting firms employ a
higher proportion of such workers than firms pro-
ducing for the domestic market. Employment off the
farm is the main way that rural residents increase
their incomes and that attenuate inequality among

regions and sectors. It is one of the most important
determinants of poverty alleviation.

Despite these rapid changes, the exodus of work-
ers from farming has just begun and many barriers
remain. Because the ability to find a job off the farm
is inextricably tied up with human capital, invest-
ment in education and health can facilitate off-farm

employment. The beneficiaries of human capital
investments are those outside the immediate rural
community (i.e., the factory owners in industry and
consumers of services in urban areas). International
experience shows that the central government must
take responsibility for investment in rural education
and health. In recent decades, however, rural educa-
tion and health in China have been left mostly on
the shoulders of local governments and the poor
households. Complementary policies in both the
rural and urban sectors can encourage the rise of off-
farm employment and contribute to the increase in
productivity that occurs when rural residents move
to urban areas. Examples include investment in rural
health, policies that encourage the expansion of rural
industries, the relaxation of employment regulations
in urban industries, and easier access to urban hous-
ing, education and social services.

Encouraging Land Rental Markets. Secure property
rights and well functioning land markets are impor-
tant catalysts for growth because they make invest-
ment worthwhile and facilitate transfers of land to
the most efficient users. Government actions over
the past decade and the new Rural Land
Contracting Law have improved the security of land
tenure to the point that poor tenure security now
has only minor effects on agricultural investment or
production efficiency. Despite the progress, imple-
mentation and enforcement in some regions still
remain problematic. A large part of the problem
exists due to insufficient dissemination of informa-
tion about salient clauses that affect farmer rights.

The rights environment, however, has improved
enough in recent years to positively affect the rental
market for cultivated land. Figure 2 illustrates the
considerable expansion of rental markets for farm-
land at the national level. Zhejiang is a leader in this
field, with nearly 30 percent of farmland now
transacted in rental markets. Such an expansion is
important as it allows those families that have not
begun to focus their livelihood strategies on cities
to increase access to land resources and improve
their income. The payoff for effective measures to
implement the new Rural Land Contracting Law
and to improve existing mechanisms for land regis-
tration will be very large, because progress in these
areas will allow migrant households to rent their
land out, and enable those who remain in the vil-
lages to gain access to additional land in order to
raise their incomes from farming. International

Table 2. Percent of Rural Work Force Off
Farm by Age Range, 1990 and 2000
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experience shows that land registration can stimu-
late rental market activity and also encourage banks
to accept land as collateral for loans. Land registra-
tion protects farmers by improving transparency in
land transactions. Uniform certification across large
regions can broaden the market and raise the ben-
efits of land registration.

Experimenting with Rural Finance. The develop-
ment of rural finance from the currently low levels
represents another pressing issue. The effective
implementation of many other policies (e.g., to pro-
mote migration) and investments (e.g., to encourage
the dissemination of new technologies) rely on an
effective rural financial system.

Water, Forest and Grasslands Management: Water
shortages pose a serious barrier to growth, limit
efforts to alleviate poverty, and create a major envi-
ronmental problem. Past efforts have not resolved
water shortages because, for the most part, they are
not capable of increasing future supplies and have
not lowered water consumption. Even with “south
to north transfer projects,” there will still not be
enough water to support continued consumption at
current levels.

These circumstances call for new and more
ambitious water policies that can reduce water con-
sumption. First, water savings in irrigated agriculture
need to focus on reducing the water consumed per
unit of crop production. This requires the integra-
tion of improvements in irrigation technology, agro-
nomic practices, and farm water management.
Second, water management agencies need more
authority to make and enforce difficult choices.

Third, a system that endows local residents with
rights for both surface and ground water can con-
tribute to outcomes that achieve true water savings
while avoiding inequitable outcomes. Fourth, estab-
lishing a system of water rights will facilitate efforts
to begin the investments and management shifts that
will allow for volumetric pricing and regulation of
water. Finally, with the institutions and facilities in
place to implement a system of water rights and
charge for water volumetrically, the nation can
begin to raise water prices, promote genuine water
saving technologies such as reduced-irrigation cul-
tivation practices for wheat, and reform manage-
ment institutions in order to achieve more appro-
priate cropping patterns and sustainable levels of
cropping intensity as well as municipal and industri-
al consumption of water.

China has implemented two programs to improve
the environment in the middle and upper reaches of
China’s main river basins. The National Forest
Protection Plan (NFPP) banned logging in many
areas.The Slope Land Conversion Program (SLCP)
pays farmers in cash and grain for converting mil-
lions of hectares of fragile and erosion-prone culti-
vated land into forests and grassland.These programs
are very generous,with average payments per hectare
(in purchasing power parity or PPP terms) more
than 10 times the amount paid to farmers in the U.S.
Conservation Land Retirement Program. Current
policies appear effective, but only as long as farmers
continue to receive compensation that offsets their
lost earnings at least. If payments cease, rural house-
holds seem likely to resume cultivation of the slope
lands. Along with continuation of initiatives to pro-
tect fragile forests and hillsides and to provide farm-
ers with suitable technologies, environmental agen-
cies should work to formulate a comprehensive strat-
egy for developing China’s pastoral areas.

POLICY PRIORITIES FOR RURAL

DEVELOPMENT

This review has focused on illustrating the great
progress that China’s rural economy has made in
recent years. Despite the progress, however, large
challenges remain.The government needs to play a
key role in several policy areas that will influence the
future path of China’s rural economy. Strong and
innovative policy efforts in these arenas can enhance
rural development, help restructure government and

Figure 2. Land Rented-In
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create new partners to share the responsibilities for
development, and improve the productivity of rural
China’s resource base. We see the following as key
policy issues that deserve top priority for the efforts
of policy-makers to guide China’s rural economy
and for researchers seeking to evaluate the outcome
of such efforts: getting the fiscal and financial systems
right; continuing market liberalization; opening up
China’s markets to private-sector investments in seed
and agricultural technology; encouraging truly inde-
pendent Farmer Professional Associations; raising
allocations for R&D to at least one percent of agri-
cultural gross domestic product; and promoting edu-

cation and labor movement to encourage off farm
employment.

ENDNOTE

1. China has promoted international trade, reducing average
tariff rates, removing licensing requirements for many
commodities, reducing the role of state trading and allow-
ing thousands of enterprises to engage in the import and
export of most goods. For example, average tariffs fell from
more than 50 percent in 1991 to around 20 percent by the
end of the 1990s. During this time, the total value of
China’s agricultural trade expanded by about six percent
annually with agricultural exports outgrowing imports.



20

ASIA PROGRAM SPECIAL REPORT

B
eginning with the start of reform in the late
1970s, China’s industry has recorded
impressive growth of output, labor produc-

tivity, and exports as well as dramatic upgrading of
the quality and variety of output.These gains have
occurred in spite of difficulties arising from lethar-
gic state enterprises, weak corporate governance,
excessive official intervention, corruption, and weak
financial institutions.

We see globalization and intensified domestic
competition as the driving forces behind this steady
accumulation of manufacturing capabilities. The
impact of China’s growing interaction with global
markets is widely understood. China has gradually
opened its economy to trade and investment. Unlike
Japan and Korea during their rapid growth phases,
few sectors of Chinese industry escape the direct
impact of international market pressures.

Exports provide the clearest evidence of progress.
At the start of reform, most Chinese manufactures
could not fulfill customer requirements in middle-
or high-income nations. Today, the competitive
strength of Chinese manufactures is a topic of
worldwide discussion.While foreign investment has
contributed to the growing quality and range of
China’s manufactures, recent industrial development

reflects a broad and deep expansion of Chinese pro-
duction and management capabilities.

Domestic competition is more controversial.
Information from provincial input-output tables
and other sources leads some authors to describe
China’s economy as deeply segmented, with local
protectionism imposing stringent limits on domes-
tic trade.1 However, recent surveys show trade bar-
riers in decline.2 Along with official policy efforts,
national advertising and massive improvements in
transport and communication have undermined
barriers to commerce.

The consequences of increasing market liberal-
ization and competition from both domestic rivals
and imports act through multiple channels.3 These
forces typically result in falling prices and increasing
concentration as weak firms exit and stronger
enterprises expand their market share. Where the
returns to investment in product quality and pro-
ductivity are high, and “economies of scope” per-
mit capable firms to capture market share, we
expect higher R&D spending to add to the upward
momentum of market concentration. As competi-
tion intensifies, market turbulence is likely to pro-
duce considerable turnover in industry leadership
and in the ranking of firms.

Chinese Industry After 25 Years of Reform
LOREN BRANDT AND THOMAS G. RAWSKI

Table 1.The Scale of Beer Producers in China (1994–2000)
1994

655

21.6
3

5.4

21
19.9

36
16.6

595
58.1

Number of Firms

Average Size (1000 tons)

Above 
200,000 tons

100,000 –
200,000 tons

50,000 –
100,000 tons

Below
50,000 tons

Number
Share (%)

Number
Share (%)

Number
Share (%)

Number
Share (%)

1995

656

25.1
7

12.1

23
18.6

44
19.1

552
50.2

1996

589

30.6
8

14.5

28
21.8

47
18.2

206
45.5

1997

550

34.3
13

21.4

28
20.9

57
20.1

452
37.6

1998

495

40.2
18

31.3

26
17.1

60
21.2

391
30.4

1999

474

44.3
19

35.2

25
17.1

62
21.1

368
26.6

2000

495

45.1
20

41.8

26
16.7

60
18.9

389
22.6

Loren Brandt is professor of economics at the University of Toronto.Thomas G. Rawski is professor of economics
and history at the University of Pittsburgh.

Source: Zhongguo qinggongye nianjian [China Light Industry Yearbook], 1995–2001.
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These elements figure prominently in the evolu-
tion of individual Chinese industries during the last
twenty-five years. In old industries like beer, for
example, local breweries have crumbled before the
onslaught of large firms (see Table 1), while in new
industries like television, there has been a combina-
tion of increasing concentration and massive leader-
ship shifts during the past decade, as newly domi-
nant firms eclipsed first Nanjing Panda and now
Sichuan’s Changhong.

Television manufacture also illustrates how
Chinese experience replicates classic market-econ-
omy development patterns for new industries.4 An
initial rush to enter this new sector—by 1990 there
were over 100 TV manufacturers in China—led to
a painful interlude of high costs, excess capacity, and
financial distress. Figure 1 shows that 1990 output
of color TV sets lagged far behind the capacity of

production lines installed during 1978–1985 in
every province.

During the ensuing decade, we observe consider-
able shakeout. The number of manufacturers
declines considerably, while several of the sickly
start-ups portrayed in Figure 1 metamorphose into
global export leaders amidst sweeping industry-
wide consolidation. This is evident in Figure 2,
which shows output of color TVs in 2000 in
provinces with the leading firms in industry, i.e.,
Guangdong (TCL and Konka) and Sichuan
(Changhong), well in excess of earlier capacity.

Figure 3 shows a classic “product cycle” pattern
—initial imports followed by a steep rise in exports
that rocketed Chinese producers into a prominent
position among global exporters of televisions.The
equally abrupt decline in the ratio of imported
components to export sales reflects new domestic

Source:Authors’ file Tvbyprov.042605.

Figure 1. China: Investment and Production of Color Televisions By Province (1), 1978–1990
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capacity to manufacture key components formerly
procured from abroad.

Top firms in some leading sectors already
approach world-class performance, while others lag
far behind. Auto parts illustrate both outcomes.
When the new wave of international carmakers
established factories in China during the 1990s, offi-
cial regulations required local sourcing of 70 percent
of all components. With international suppliers to
the global auto majors following their big clients
into the People’s Republic, the top tier of compo-
nent suppliers quickly evolved into a mix of inter-
national and domestic firms. The combination of
extensive foreign penetration and explicit, widely
publicized standards led to a steep rise in product
quality and productivity among first-tier suppliers
who sell directly to First Auto Works, Shanghai-GM
and other leading auto assemblers. In 2004, local
sourcing exceeds 90 percent.

Field research carried out in 2003/2004 docu-
ments some of the improvement in product quality
and productivity. Domestic firms already match
global norms for labor productivity in the assembly
of auto seats. In the case of exhaust systems, a con-
siderable gap in labor productivity remains.
However, the productivity gap is substantially small-
er than the wage differential between China and
high-income countries.

Figures 4 and 5 show both the achievements and
the shortcomings of quality control in China’s auto
parts sector. Figure 4, which tabulates defect rates for
100 first-tier component suppliers to a major car-
maker’s Chinese operations, shows that over half of
these component makers had achieved defect rates
below 100 parts per million (ppm), the international
best practice standard for the global auto industry.
This impressive outcome, however, pertains only to
the top-tier of suppliers. Moving one rung down the
ladder of component makers, Figure 5 shows very
high defect rates for components delivered to a typ-
ical first tier supplier: here the defect rate is measured
as a percentage, rather than ‘parts per million’. First
tier suppliers, typically mid-size firms, are reluctant
to invest in training their own suppliers. They are
more willing than the carmakers to tolerate a higher
level of product defects in return for a lower price
from their own (‘second tier’) suppliers.The result is
a much slower rate of capability building—a pattern
seen also in the United States, Japan and Europe,
though in the Chinese case the gap between first and
second tier suppliers is particularly wide.

Generalized expertise in supply chain manage-
ment is a key determinant of performance across the
general run of manufacturing industries.The devel-
opment of tightly organized and well-managed sup-
ply chains in some segments of the automotive

Figure 3. China’s Trade in TVs and Components 1992–2003 
(US$ million, left scale) and percent
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industry stands in stark contrast with the extreme
vertical integration observed under China’s pre-
reform plan system and with continuing weak sup-
ply chain management in many domestic industries.

Reform has raised both capabilities and wages.
Interconnected upward shifts in capabilities and
wages generate a continuing transformation of
China’s export mix from “unskilled labor-intensive”
to “skilled labor-intensive” and capital- and technol-
ogy-intensive sectors. It is easy to exaggerate the
contribution of low-cost labor to Chinese growth.
To be sure, the initial wave of incoming foreign
investment, much of it from Hong Kong, and to a
lesser extent, Taiwan, reflected foreign producers’
efforts to replicate low-wage environments previ-
ously available in Taiwan and Hong Kong. While
makers of garments, toys and many other products
continue to employ millions of migrant workers in
plants built around labor-intensive processes, foreign
investment is now well into a second stage, in which
it is no longer low wages alone, but rather China’s
unique combination of rising capabilities and mod-
erate labor costs that motivates FDI decisions.

In Figure 6, we use information on the R&D
content of U.S. manufacturing industries from a
unique 1977 survey to calculate the annual “R&D
intensity” of China’s manufactured exports during
the period 1987–2003. The procedure is far from
perfect. Some exports fall outside the available R&D

categories. Imported components often enhance the
technology component of Chinese exports, as
Chinese workers install hard disks from Singapore
and microchips from Taiwan or Korea in electronic
goods destined for overseas markets. Nonetheless,
both the summary figures compiled in Figure 6 and
more detailed breakdowns (not shown) reveal a dis-
tinct shift toward export sectors with increasing
degrees of capital- and knowledge intensity as well
as a gradual erosion of the large but declining export
share of labor-intensive products.

The extreme diversity among China’s disparate
regions adds a geographic dimension to the process of
capability building. Foreign investment, industrial
exports, and expansion of manufacturing capability all
cluster in China’s dynamic coastal areas. As these
regions expand their manufacturing capabilities, ris-
ing wages and land costs compel earlier cohorts of
labor-intensive manufacturers to depart from these
leading areas,5 as occurred previously in Taiwan and
Hong Kong. If China’s interior provinces can provide
a hospitable investment climate to complement mas-
sive new investments in airports, roads and telecom-
munications, firms and industries forced to depart
from coastal locations may find new homes in central
and western China rather than moving overseas.

Foreign technology, imported capital goods, and
cooperation with multinational enterprises occupy
prominent roles in the product innovation and capa-

Figure 4. Defect Rate for 100 Component Suppliers 
to a Multi-national Car Maker
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Figure 5. Defect Rate for 101 Component Suppliers 
to a Chinese Maker of Steering Gear
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Figure 6. R&D Intensity of China’s Exports, 1987–2003

bility expansion described in this essay. But China
has rich entrepreneurial resources. Tim Wright’s
characterization of pre-World War II China as hav-
ing “an abundance of small-time entrepreneurs”
remains valid today,6 when we also observe an ample
supply of big-time entrepreneurs, many with
advanced overseas training and international experi-
ence.This talent pool will enable domestic firms to
seize opportunities to combine new capabilities,
including skills initially monopolized by foreign
firms, to achieve economic gain. Recent develop-
ments in telecommunications, semiconductors,
biotechnology and many other industries underline
the implausibility of claims that Chinese firms will
not challenge “the continued industrial and techno-
logical preeminence of the United States and other
advanced industrial democracies.”7

Looking forward, we anticipate continued
expansion and deepening of manufacturing capabil-
ities in the coastal regions that have dominated
China’s initial achievements, now joined by new
streams of upgrading and innovation, already visible
in sectors like silk and steel manufacture, arising
from the spread of capabilities across sectors and
regions, and by fresh impetus originating in domes-
tic R&D operations.8 Signs of domestic innovative
potential include qualification of nearly 100,000
Chinese firms for ISO 9001 certification by the end
of 2003 and advances in biotechnology, shipbuilding

and other sectors with limited foreign participation.
Mutual interaction among these streams of innova-
tion, reinforced by continuing official efforts to pro-
mote institutional reform, points to continued rapid
development of Chinese manufacturing capabilities,
with market-induced upgrading and enlarged inter-
national competitiveness spreading to a growing
array of industries and geographic regions.

China’s manufacturing achieved remarkable
gains during the first quarter century of reform.
These advances, although costly, uneven, and often
foreign-led, are noteworthy both for their large
scale and for the strong momentum that over-
whelmed seemingly powerful obstacles, including
intrusive and capricious regulation, extensive cor-
ruption, and weak systems of law, management,
finance, and corporate governance.

Our expectation of continuing advance for
Chinese manufacturing does not rule out cyclical
fluctuations, including substantial and painful down-
drafts. However, we see the emergence of the com-
petitive mechanisms driving recent advances in
manufacturing capabilities as a permanent structur-
al change that will survive any cyclical fluctuations.
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P
rivate sector development is an under-
researched topic in the economic and other
social science literature on China. Much of

the microeconomic work has focused on the
reforms of the state-owned enterprises (SOEs), the
rise—and now the fall—of non-traditional firms,
such as township and village enterprises (TVEs), and
the operations of foreign-invested enterprises (FIEs,
in which foreign firms have a substantial equity
interest). Purely private—and domestic—firms have
not received the same level of attention.

By 2005, it is increasingly difficult to ignore the
role of private firms in Chinese economy. By various
measures, purely private firms account for between 20
to 30 percent of non-agricultural GDP. Private entre-
preneurs and investors are now able to invest in a
range of sectors and operate on a scale unprecedented
in the history of reforms. They are also increasingly
taking over the loss-making and defunct SOEs, inject-
ing profit incentives and managerial dynamism into
the sector in a way that twenty-five years of SOE
reforms have failed to accomplish. There is also a
grudging recognition from the top policy makers that
private firms are unquestionably more efficient than
SOEs or TVEs. In the past three years, the Chinese
policy makers have moved to improve the business
and institutional environment for private firms at a
speed comparable to the initial liberalization of the
private sector in the early 1980s.

This essay presents simple, descriptive findings
from a larger book-length project on China’s private
sector development—tentatively entitled, Surviving
through the C-rack: Private Firms in China during the
Reform Era. This research is based on both statisti-
cal/documentary evidence and detailed case studies
of firms.While it is still ongoing, my research raises
questions about the gradualist perspective on
China’s economic reforms, which sees economic
liberalization as a gradual process in China, begin-
ning with baby steps and, in response to the dynam-
ics on the ground, moving toward deeper and sys-
temic reforms over time.

While this logic serves well to explain foreign
direct investment (FDI) liberalization and SOE
reforms, the evidence is mixed at best that this view
accurately describes the private sector policies—espe-
cially financial policies. My own emerging view leans
toward the following portrayal of the private sector
reforms: Much of the private sector liberalization in
fact took place in the early 1980s.This early liberal-
ization of private sector was a byproduct of agricul-
tural reforms, which were not gradual at all.
Agricultural reforms in essence were the Chinese ver-
sion of the “big bang” reforms. Important policy
experiments supportive of private business accompa-
nied the agricultural reforms, some as early as 1981.
These initiatives involved increasing loans to private
firms, interest rate liberalization, permitting private
ownership of rural financial institutions, setting up
regional stock exchanges to cater to private firms, etc.

During the 1990s, the ideological environment
facing private firms improved. For example, small-
scale SOEs and many TVEs were privatized.
Licensing restrictions were eased for private firms
over time. Amidst this improvement, the general
financing treatment did not improve substantially for
private firms.While there is a widespread impression
that the TVE/SOE privatization in the 1990s implies
a liberal environment for private firms, the fact is that
in the late 1990s the share of fixed asset investment
by the explicitly private sector businesses was small-
er than their share during much of the 1980s. In
contrast, the investment share by the collective sector
was much larger throughout the 1990s than it was in
the early 1980s.1

This is still being investigated but there are two
possible and tentative explanations for this lag in the
financial treatment in the 1990s. One is that the lead-
ership in the 1990s implemented policies that had a
substantial urban bias. Private sector activity, much of
which was located in the rural areas, was starved of
financing because the state mobilized resources to
invest heavily in the cities—airports, skyscrapers and
highways connecting cities. (This hypothesis is com-
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patible with the fact that private real estate firms in the
urban areas prospered.) The other hypothesis is that
the leadership in the 1990s pursued an industrial pol-
icy agenda that privileged established, bigger firms,
which tended to be SOEs and/or foreign joint ven-
tures allied with the state (such as automotive firms).
Private firms, which populated labor-intensive indus-
tries, remained credit constrained.

To be sure, private entrepreneurs adopted a range
of ad hoc coping mechanisms to overcome their
financing constraints, some quite successfully. One
reason is the substantial heterogeneity in the financial
policies. Some regions, for whatever reasons, contin-
ued the financial liberalization policies from the
1980s; others did not (or they never liberalized in the
first place).The second coping mechanism, well doc-
umented by Kellee Tsai, is resorting to informal
finance.3 The third mechanism, as I have document-
ed elsewhere, is FDI, especially labor-intensive FDI,
which brought equipment financing to credit-con-
strained private entrepreneurs in the labor-intensive
industries.4

My research on private sector development builds
on and extends these previous lines of inquiry. I do
want to emphasize two points. One is that those
regions where one observes financial innovations were
selected in the 1980s by the pro-reform leaders as sites
of experimentation (Wenzhou being an example).
Thus, a portion of the regional heterogeneity we
observe in the 1990s in fact originated from the delib-
erate policy choices in the 1980s (and some as early as

in 1981). Second, while informal finance and labor-
intensive FDI made up for some of the shortcomings
of a generally inefficient financial system, these substi-
tute mechanisms are not “functionally equivalent” to
an efficient financial system.Their geographic cover-
age is narrow; FDI only reached certain areas of the
country, but not other regions where indigenous
entrepreneurship is most needed. Informal finance
might be sufficient to finance entry of businesses or
small-scale,mom-and-pop operations,but it is not suf-
ficient to finance large-scale, technologically sophisti-
cated, modern operations. This brief paper summa-
rizes my ongoing research on these issues.

THE LAGGING FINANCING ENVIRONMENT

FOR PRIVATE FIRMS

There is a wealth of data illustrating the extreme
financial constraints facing the domestic private firms.
A number of international surveys show that, although
China has one of the biggest banking systems in the
world, its private firms are more financially con-
strained than private firms in other countries.

Let me just cite one study. Geeta Batra, Daniel
Kaufmann, et al. show that, based on survey evi-
dence over 10,000 firms in 81 countries around
2000, China’s financing constraints—as measured by
the subjective perception by the entrepreneurs—are
quite similar to those prevailing in transitional
economies such as Croatia, Czech Republic,
Romania, and Slovak Republic or in poor countries
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Chart 1. Bank Financing of Private Firms in Their Startup Years, 1980–2001
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such as Ghana and Ethiopia. Indian entrepreneurs
fared far better in this study than their Chinese
counterparts. The same study also shows that
Chinese firms relied more substantially on retained
earnings and informal finance than firms in India.

The surveys organized by the Chinese govern-
ment itself point to exactly the same problem. Let
me cite one large-scale survey conducted in 2002 by
the All-China Federation of Industry and
Commerce, which covered 3258 private firms in all
provinces in China. All of the surveyed firms were
selected from the registration lists maintained by the
local bureaus of industry and commerce.Thus, these
firms were explicitly registered as private firms at
the time of the survey, which included some enter-
prises converted from SOEs or collective firms.

The main questions of the survey cover (1) firm
size, status of development, organization, and opera-
tion; (2) management system and decision-making
style; (3) socialeconomic background of enterprise
owners; (4) social mobility and network of owners; (5)
source and composition of employees and employee-
employer relations; (6) self-assessment by entrepre-
neurs on a range of issues related to government-busi-
ness relations, business environment, financing, and (7)
income, expenditures and assets of entrepreneurs.

Prior to the 2002 survey, four other nationwide
private sector surveys showed that private entrepre-
neurs consistently ranked financing as their top con-
straint. Each of these surveys shows that financial
liberalization in the 1990s was tentative at best; each
reflects the presence of policy reversals. Charts 1 and

2 present trends showing the financial treatment of
private firms in the 1990s relative to the average
financial treatment of private firms in the 1980s.

Both charts show no substantial increase during
the 1990s in the percentage of private firms receiv-
ing bank loans in their initial year of operation.
Chart 1 shows that the percentage of private firms
receiving a bank loan during their startup year was
persistently lower in the 1990s (except for 1997–99,
after which this ratio declined again) than in the
1980s. Chart 2 shows that at the end of the 1980s
informal and formal financing already played similar
roles, as measured by the percentage of private firms
receiving loans from formal and informal channels.
During the course of the 1990s, informal financing
substantially overtook the formal financing. Unless
one assumes, unrealistically, that there is a natural
preference for informal over formal financing, this
development suggests that private entrepreneurs
turned to informal financing because they could not
get formal financing.

These data are entirely consistent with the data on
the lending side. As a share of total lending, in fact,
private sector lending in the 1990s was smaller than
in the 1980s. This is in large part because of the
crowding-out effect of TVEs. In the mid-1980s,TVEs
and private firms received about the same shares of
bank lending. (Bank documents in the 1980s repeat-
edly called for equal treatment of TVEs and private
firms.) Beginning in the early 1990s,TVEs, while far
less efficient, substantially overtook private firms in
bank lending, only to fail on a massive scale toward
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Chart 2. Formal and Informal Financing in the Startup Capital, 1980–2001
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the end of 1990s and to accumulate huge non-per-
forming loans on their books in the process.

THE EFFECT OF FINANCIAL DISCRIMINATION

The rapid growth of what is loosely referred to as the
“non-state” sector of the Chinese economy in the
1980s and 1990s has led many to argue that a good
institutional environment is neither necessary nor
sufficient for private sector development. I disagree
with both the blanket characterization of the institu-
tional environments in the 1980s and 1990s as well as
with the normative implications of this statement.

For one thing, China’s institutional environment
pertaining to private firms in the 1980s represents a
quantum improvement over what was prevailing in
the 1970s. Relative to the size and scale of private
firms, this improvement was sufficient to induce
massive entry of private businesses. Although not
ideal, the level of security was good enough to
motivate many private entrepreneurs to ramp up
scale quickly. In the 1990s, at least in the financial
area, the quality of institutional environment did not
noticeably improve until very late in the decade.
One can even argue that there were policy reversals,
whose effect was cushioned partially by the coping
mechanisms described above.

The constraining effect of a poor institutional
environment shows up in the size of private firms,
not necessarily in the size of private sector as a
whole. The reason is simple and intuitive. A poor

institutional environment is defined as one that pro-
tects property rights poorly and one that financially
discriminates against efficient but politically weak
firms (such as private firms in China in the 1980s
and 1990s). Under such an environment, entry can
be still massive. It is difficult for predatory govern-
ments to squeeze small and numerous firms that can
rely on inheritance, savings, and informal finance to
enter into small-scale businesses.The total size of the
private sector can grow as long as the entry of small
firms is relatively unimpeded. Under these circum-
stances, the combination of dynamism among small
private firms and the poor efficiency of SOEs can
lead to a quick rise of the private/state sector ratio.

The rise of this ratio is used by many to illustrate
the improvement of the institutional environment
for private firms but it is important to keep in mind
that this ratio can rise without any institutional
improvement as long as the entry of small firms
continues (and as long as SOEs, which appear in the
denominator, continue to be inefficient). A far bet-
ter indicator of the changes in institutional environ-
ment is the size of individual firms, not the size of
the entire private sector.

Here the evidence is sobering. Based on detailed
official private sector nationwide surveys conducted
in 1991,1993,1995,1997, and 2002 with sample sizes
ranging from 1,400 to 14,000 firms, I have found evi-
dence that the individual size of private firms at the
time of registration remained fairly flat during much
of the 1990s and that the average size of private firms
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Chart 3. Employment Size of Private Firms in Their Initial Year of Operation, 1980–2001
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in the 1980s was surprisingly large.This is especially
true using the most common measure of firm size in
the economic literature—employment per firm.

Chart 3 is based on the private sector survey con-
ducted in 2002. There is a question in the survey
about how many employees were hired in the first
year of the business.We use this question to show the
evolution of firm size over time. A tentative reading
of Chart 3 is that the firm size changed over time in
a highly uneven fashion. Of those firms polled in
2002, the average number of employees during the
initial year of operation for firms established during
the period 1980–1988 already reached 72.5 persons.
From that level, the size of start-up firms declined,
although not linearly, until 1998, when the average
employment for new firms was 92 persons. Thus
between 1988 and 1998, the average size of newly
established private firms was actually smaller than
what was prevailing earlier in the 1980s.

More tellingly, the median size of new private firms
did not change at all. It was 30 during the 1980–1988
period, declined during the 1990s, and only recovered
to 30 in 1997. The size of newly established private
firms has become considerably larger since 1998, in
part because of privatization. Since 1998, some of the
small and medium SOEs were privatized.These SOEs,
although small by the SOE standard, are still quite
large by the standard of private firms.The 2002 survey
shows that privatized firms are much larger than pri-
vately-founded firms. One major improvement in the
1990s over the 1980s is the privatization policy but it
should be pointed out that this policy was adopted
very late in the decade and that there were in fact
some privatization activities in the 1980s as indicated
by the 2002 survey.6

There are complications with this interpretation.
One is the survival bias, i.e., the firms that started
out quite large in the 1980s had a better chance to
survive and therefore to appear in the 2002 survey.
This is a serious sample bias that needs to be tackled
more rigorously but it is not the only reason for this
result. One indicator is that those firms that started
out in the distant past (i.e., before 1985) in fact had
fewer employees than those firms that started out in
the mid to the late 1980s.

The other objection has to do with the con-
founding influences of privatization.The idea here is
that the data may pick up the effect of those firms
originally registered as “red-hat” firms in the 1980s.
Another objection is that the graph may pick up

some industry effect: if industry composition dif-
fered between the 1980s and 1990s, then this differ-
ence could have affected employment size.

These two objections are not borne out by the
data. Here I use data for private manufacturing firms
that were explicitly registered as private firms at the
time of start-up. The average employment was 41
persons for those firms registered before 1985, 71 for
those registered between 1985 and 1989, 59 for those
registered between 1990 and 1995, and 74 for those
registered during 1996–2001. It was only in the late
1990s that the average size of start-up firms surpassed
the levels attained during the mid to late 1980s.

PARTIAL AND IMPERFECT

SUBSTITUTE MECHANISMS

Given the lags in the financial treatment of the pri-
vate firms in the 1990s, many private entrepreneurs
were unable to alleviate their financing constraints
and the individual size of private firms remained
constant.The failure to ramp up scale during a peri-
od of rapid economic growth ought to be extreme-
ly puzzling.

However, some private firms were able to over-
come their financing constraints, not just by resort-
ing to expensive informal financing channels. Here
foreign direct investment played a critical role.
Much of the FDI originating from Hong Kong,
Taiwan and Macao essentially was equivalent to
venture capital in that it funded operations run by
credit-constrained entrepreneurs. This is a topic I
dealt with in great detail in Selling China.

Most China scholars view Hong Kong as a source
of capital and a window onto the world market for
China. In fact, the most important function of Hong
Kong is that it is a substitute mechanism for China’s
poorly functioning financial system. Consider the
case of Lenovo. Many Western analysts herald its
acquisition of IBM’s PC business as a harbinger of the
rising world-class domestic Chinese companies.
Using the success of firms like Lenovo as evidence, a
McKinsey Quarterly article has gone so far as to claim
that China has the “best of all possible models.”

These business analysts are unusually perceptive
except in one detail: Lenovo is a foreign company.
All of the manufacturing, service and R&D opera-
tions of Lenovo in China are legally organized as
subsidiaries of its Hong Kong firm and as such they
are subject to laws and regulations pertaining to
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FDI, rather than those far more restrictive laws per-
taining to domestic private businesses. (Under
Chinese law, as in Britain before 1997, investments
from Hong Kong are treated as FDI.) In 2003, seven
of Lenovo’s Hong Kong subsidiaries were among
China’s 500 largest foreign operations.

There is a good reason for this arrangement. As I
showed in my book, Selling China, one of the sub-
stantial distortions in China is that laws and regula-
tions have treated foreign firms better than domestic
private firms (although worse than inefficient state
firms). This has several effects, one of which is that
Chinese entrepreneurs are motivated to set up
branches in Hong Kong and use them to make
investments in China.This is one of the few ways for
them to ease the massive regulatory restrictions on
their activities.

At the time of its founding, Lenovo was denied a
license in PC manufacturing because it was not a tra-
ditional state firm. It ventured into PC manufactur-
ing only under the legal cover of a Hong Kong firm,
QDI, which Lenovo acquired. While many herald
Lenovo as a rag-to-rich story, with a start-up capital
of only $24,000, the reality is more complicated. Its
subsequent rounds of financing, including an IPO in
Hong Kong, were all quite substantial and they all
came from Hong Kong. (Hong Kong’s IPO raised
about US$10 million.) China’s massive financial sys-
tem had little to do with Lenovo’s success.

Almost all other dynamic entrepreneurial firms in
China have benefited from connections to Hong
Kong.TCL, Galanz, and Kelon, the three most suc-
cessful home appliance firms in China, all have sub-
stantial legal and financial ties to Hong Kong. In
2002,Forbes compiled a list of the most dynamic small
firms in the world. There were thirteen from India
but only four from China and each of these four
firms, although run by Chinese entrepreneurs and
deriving all of their revenues in China, is actually
headquartered in Hong Kong.

The example of Kelon shows the importance of
formal finance. Kelon, one of China’s top refrigerator
makers, went IPO in Hong Kong in 1996 and then
in 1997 issued additional shares, which raised about
US$90 million. Its Hong Kong affiliate also borrowed
$70 million from Bank of America in 1997. These
financing schemes were critical to Kelon as the firm
invested heavily in distribution networks and acquisi-
tion of compressor facilities.7 No informal financing
scheme could have raised this kind of capital.

But doesn’t the success of Lenovo and others
prove that entrepreneurial firms can thrive without
an efficient market-based legal and financial environ-
ment? Not at all.Yes, China lacks good institutions,
but it has access to good institutions in Hong Kong.
Good institutions are vital for economic growth
everywhere in the world and nothing from China’s
experience suggests otherwise.

In this connection, it is important to recognize
how special China is: China has Hong Kong but
many other poor countries do not. McKinsey’s rec-
ommendation of China as “the best of all possible
models” is equivalent to urging other countries to
have their own Hong Kong.This advice is extremely
limited in its utility.

There is another policy implication. Amidst mas-
sive institutional inefficiencies, Chinese policymakers
have done two things vitally right and important.
One is that they have allowed FDI to come in; the
other, which is under-appreciated, is that they have
allowed Chinese citizens to travel abroad since the
early 1980s.This mobility of people is probably the
single most important reason that some of the entre-
preneurs could at least escape from the clutches of a
very bad system.Thus, China’s success has less to do
with creating efficient institutions but with allowing
an escape valve from inefficient institutions.

But this escape valve is not sufficient.What about
would-be entrepreneurs located in China’s vast rural
and interior regions that are distant from Hong Kong
both geographically and culturally? Because they can-
not access Hong Kong’s efficient capital and institu-
tions, FDI can never be a full substitute for good legal
and financial institutions. One can even go further:
China’s need for successful entrepreneurs is even
greater in the interior regions than in the coastal
provinces because the interior is so short of other
conditions for growth.

The concentration of FDI in urban areas demon-
strates a further cost of restricting the potential of
indigenous entrepreneurs. Many of the most
dynamic, risk-taking and talented entrepreneurs in
China reside in the countryside.These rural entre-
preneurs created China’s true miracle growth in the
1980s, first by dramatically improving the agricul-
tural yield and then by starting many small-scale
businesses in food processing and construction
materials. In fact, my research shows that many of
the biggest private firms in the 1980s were located
in the interior regions but that these firms atrophied
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in the 1990s due to the failure of China’s financial
institutions to support them. FDI and Hong Kong
can do very little—and they did very little—to help
entrepreneurs in those regions.

CONCLUSION

China’s poor institutional environment has not hurt
China’s growth to the extent it could have only
because of a set of unique factors, such as the role of
Hong Kong in providing finance to China’s aspiring
entrepreneurs. Institutions matter tremendously.The
good news is that in the last two years, Chinese lead-
ers have begun to address the country’s institutional
gaps, including a Constitutional amendment in 2004
that strengthened private property rights protection.
But they could do far more, including immediately
granting peasants ownership of the land they till, re-
privatizing what were substantially private financial
institutions in the 1980s—rural credit coopera-
tives—and opening China’s financial sector to entry
by both domestic and foreign private institutions.

ENDNOTES

1.As with all statements based on the Chinese data, there are
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W
hat is the role of China’s financial system
in supporting the growth of its economy,
and how will it develop in the future?

Almost every functioning financial system includes
financial markets and intermediaries (e.g., a banking
sector), but how these two sectors contribute to the
entire financial system and economy differs signifi-
cantly across countries.Although there is no consen-
sus regarding the prospects of China’s future econom-
ic growth, a prevailing view on China’s financial sys-
tem speculates that it is one of the weak links in the
economy,and it will hamper future economic growth.

Based on our analysis, including the comparison
between China’s financial system and that of other
countries, we draw three main conclusions about
China’s financial system and its future development.
First, the continuing effort of reforming the banking
system, in particular, reducing the amount of non-
performing loans (NPLs) of the major banks to nor-
mal levels, is probably the most important task for
China’s financial system in the near future. Second,
financial market development needs to be promoted.
Regulation should be improved, domestic financial
intermediaries that act as institutional investors
should be encouraged, new products and services
should be developed, and more financial profession-
als such as accountants and lawyers should be
trained.The large holdings of shares held by various
government entities in listed companies should be
reduced by announcing and carrying out a plan to
sell them off slowly over time.

Third, in a companion paper, we find that the
most successful part of the financial system, in terms
of supporting the growth of the overall economy, is
not the banking sector or stock markets, but rather
other mechanisms including internal finance, non-
bank financial intermediaries and coalitions of vari-
ous forms among firms, investors, and local govern-
ments.1 Many of these channels rely on alternative
governance mechanisms, such as trust, reputation
and relationships and on competition.These meth-

ods of financing have supported the growth of a
“Hybrid Sector” of firms with various types of
ownership structures.2 The growth of the Hybrid
Sector has been much higher than that of the State
Sector (state-owned firms including all firms where
the government has ultimate control) and the Listed
Sector” (publicly listed and traded firms), and con-
tributes most of the growth of the economy. Going
forward, we believe these alternative channels and
mechanisms should be encouraged. They can co-
exist with the banks and markets and can continue
to fuel the growth of the Hybrid Sector.The rest of
the article expands on these themes.

HISTORY AND CURRENT STATUS OF

CHINA’S FINANCIAL SYSTEM

Prior to 1978, China’s financial system consisted of a
single bank — the government owned and controlled
People’s Bank of China (PBOC), which served as
both the central bank and a commercial bank, con-
trolling about 93 percent of the total financial assets
of the country and handling almost all financial trans-
actions.The first main structural change occurred in
1978, when the single bank was split into four state-
owned banks: the PBOC was formerly established as
China’s central bank, the Bank of China (BOC) was
given the mandate to specialize in transactions relat-
ed to foreign trade and investment, the People’s
Construction Bank of China (PCBC) was set up to
handle transactions related to fixed investment (in
manufacturing), and the Agriculture Bank of China
(ABC) was set up to deal with all banking business in
rural areas.The financial sector was further diversified
in 1984. The fourth state-owned commercial bank,
the Industrial and Commercial Bank of China
(ICBC) was formed to take over all commercial
transactions of the PBOC.This period also witnessed
the entry of non-state owned banks, including for-
eign financial institutions (branches and offices), into
the financial system.
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China’s domestic stock exchanges, the Shanghai
Stock Exchange (SHSE) and the Shenzhen Stock
Exchange (SZSE), were established in 1990. These
have been growing very fast since then. However,
the corporate bond market is virtually non-existent.

Financial sector reform has focused on state-
owned banks since 1997, especially the problem of
NPLs. Finally, China’s entry into the World Trade
Organization (WTO) in 2001 marked the begin-
ning of a new era, in which increasing foreign com-
petition and the continuing growth of the non-state
financial institutions are the defining characteristics.

In Table 1 we compare China’s financial system to
those in other countries using the standard classifica-
tion system introduced to the law and finance litera-
ture by Rafael La Porta, Florencio Lopez-de-Silanes,
Andrei Shleifer and Robert Vishny (hereafter LLSV,
1997, 1998), with some measures taken from Asli
Demirgüç-Kunt and Ross Levine.3 The LLSV (1997,
1998) sample includes 49 developed and developing
countries with four legal origins, but excludes China.
It can be seen that China’s banking system is impor-
tant in terms of size, with its ratio of total bank cred-
it to gross domestic product or GDP (1.11) higher
than even the German-origin countries (with a
weighted average of 0.99). However, when we con-
sider bank credit issued (or loans made) to the
Hybrid Sector only, China’s ratio dropped sharply to
0.24, suggesting that most of the bank credit is issued
to companies in the State and Listed Sectors.
Moreover, China’s banking system is not efficient: Its
overhead cost to total assets (0.12) is much higher

than the average of French-origin countries (0.05),
the next highest group of countries.

In contrast to the banking sector, China’s stock
markets are smaller than most of the other coun-
tries, both in terms of market capitalization and the
total value traded as a fraction of GDP. Notice that
“total value traded” is a better measure than “mar-
ket capitalization” to measure the actual size of the
market, because the latter includes non-tradable
shares, while the former measures the fraction of
total market capitalization traded in the markets, or
the “floating supply” of shares in the markets.

In summary, China’s financial system primarily
consists of a large but inefficient banking sector while
stock markets are still quite small relative to GDP.

BANKING SYSTEM:THE PROBLEM

OF NPLS AND REFORMS

China’s banking sector is dominated by four large
and inefficient state-owned banks.The most glaring
problem for China’s banking sector is the amount
of NPLs within the four largest state-owned banks.
A large fraction of these bad loans resulted from
poor lending decisions made for state-owned
enterprises (SOEs), many of which were due to
political or other non-economic reasons, and these
loans accumulated over the years without ever
being resolved.The additional problem is that data
availability on NPLs is limited.This lack of disclo-
sure of NPLs fuels speculation that the problem
must be severe. Many commentators believe that
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Table 1. A Comparison of Financial Systems: Bank-based vs. Market-based Measures 
(Value-weighted approach)

English 
Origin*

0.62

0.04

0.31

0.58

French 
Origin*

0.55

0.05

0.07

0.18

German 
Origin*

0.99

0.02

0.37

0.55

Scandinavian 
Origin*

0.49

0.03

0.08

0.25

Sample
average

0.73

0.03

0.27

0.47

China

1.11

(0.24)a

0.12

0.11

0.32

Measures

Bank credit/GDP

Overhead Cost/Bank Total Assets

Total value traded/GDP

Market Cap/GDP

Notes:All the measures for countries other than China are from Asli Demirgüç-Kunt and Ross Levine, Financial Structure and Economic
Growth: Cross-Country Comparisons of Banks, Markets, and Development (Cambridge, Massachusetts: MIT Press, 2002). Measures on China are
authors’ own calculations using definitions from the same book.
*:The numerical results for countries of each legal origin group are calculated based on a value (GDP of each country)-weighted approach.
a: Numbers in bracket indicate bank credit issued to only the Hybrid Sector (instead of total bank credit).
Source: Almanac of China’s Finance and Banking (Editorial Bureau of Almanac of China’s Finance and Banking, 2000); China Statistical Yearbook
(China Statistics Press, 2000).

 



the true amount of NPLs is much higher than the
officially announced figures suggest.

Table 2, based on the Asian Banker database on
banks, compares the announced NPLs and prof-
itability of the entire banking system (not just state-
owned banks) in China and other major Asian
economies. NPLs, either as a fraction of total new
loans made by all banks or as a fraction of GDP in a
given year, are the highest in China from 2000–2002
(Panel A).The comparison includes the period dur-
ing which Asian countries recovered from the 1997
financial crisis, and the period during which the
Japanese banking system was disturbed by a pro-
longed bad loan problem. In addition, the profitabil-
ity of China’s banking system, measured by the
return to equity or assets, is also among the lowest
in the same group of countries (Panel B).

In recent years, the Chinese government has
taken active measures to solve this problem. First,
four state-owned asset management companies were
formed with the goal of assuming these NPLs and
liquidating them. Second, state-owned banks have

improved their loan structure by increasing loans
made to individual lenders while being more active
in risk management and monitoring of loans made
to SOEs.Third, there has been a boom in the entry
and growth of non-state financial intermediaries
within the banking system, and this trend is expect-
ed to continue with more foreign banks entering
the domestic credit markets in the near future as a
result of China’s entrance into the WTO. All the
above facts taken together can explain why NPLs
have been falling during the period of 2000–2002
(Panel A of Table 2). However, due to the lack of
transparency on the disclosure of bank statements,
the improvement shown here could be significantly
overstated, and thus should be viewed cautiously.

As stated above, we believe that the continuing
effort of reforming and improving the banking sys-
tem is one of the most important tasks for China in
the near future. In fact, China’s central bank has
injected foreign currency reserves into 2 of the big
4 state-owned banks to improve their balance
sheets, so that these banks can go public. Given that
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Table 2. A Comparison of Non-performing Loans and Profitability 
of Banking Systems

1997

n/a

1.3 

n/a

0.3

2.7 

2.9 

2.4 

6.6 

18.7 

17.0

-3.8 

-18.6 

-12.5

11.2

(3)

(0.2)

(5.4)

(5.1)

(3.2)

(0.21)

(1.8)

(0.9)

(-0.3)

(-0.6)

(-0.6)

(0.9)

1998

2.0 

4.3

7.8

11.8

5.1

4.8

3.0

4.0

11.0

9.7

n/a

-19.2

-80.4

9.5

(2.2)

(10.2)

(1.6)

(4.6)

(10.8)

(6.3)

(3.9)

(0.2)

(1.0)

(0.5)

(-0.7)

(-3.0)

(0.8)

1999

9.5

6.3

7.0

8.1

5.3

12.9

4.0

3.2

18.2

14.2

n/a

2.7

-34.0

6.9

(10.6)

(13.9)

(1.6)

(2.0)

(10.9)

(12.9)

(5.7)

(0.18)

(1.6)

(0.7)

(0.1)

(-1.5)

(0.6)

2000

18.9

5.2

6.6 

13.6

5.8

8.0

5.2

3.9

18.8

10.9

15.9

-0.7

-7.0

5.1

(24.9)

(12.6)

(1.6)

(3.2)

(11.5)

(8.6)

(7.6)

(0.21)

(1.6)

(0.5)

(0.3)

(0)

(-0.3)

(0.4)

2001

16.9

4.9

4.6

9.9

9.2

3.4

6.2

3.5

15.7

19.2

9.7

-10.4

15.8

4.0

(22.7)

(12.9)

(1.7)

(2.2)

(15.3)

(3.4)

(9.4)

(0.21)

(1.4)

(0.9)

(0.6)

(-0.5)

(0.7)

(0.3)

2002

12.6

3.7

2.2

4.5

7.4

2.5

4.1

4.16

15.6

19.6

21.1

-14.5

13.1

-5.2

(15.2)

(9.6)

(0.8)

(0.9)

(12.8)

(2.6)

(5.2)

(0.21)

(1.4)

(1)

(1.4)

(-0.6)

(0.6)

(-0.4)

China

Hong Kong

India

Indonesia

Japan

South Korea

Taiwan

China

Hong Kong

India

Indonesia

Japan

South Korea

Taiwan

Notes: NPL is measured as % of total loans made, and as % of GDP (numbers in brackets). Both the loan and NPL are the aggregate of all
banks in a country.The profitability is measure as the return on average Equity (ROAE), and the return on average Assets (ROAA).The latter
is presented in the brackets.
Source:The Asian Banker data center 2003, http://www.theasianbanker.com.

Panel A Non-performing Loans (% of total loans made and % of GDP)

Panel B Banking System Profitability (% return on equity and % return on assets)

 



China’s total foreign exchange reserve at the end of
2004 was US$610 billion while the total amount of
NPLs as of the end of 2002 was 15 percent of GDP
(Panel A of Table 2), or US$188 billion (using the
US$1 = 8.28 RMB exchange rate), the foreign
reserve itself should be more than enough to remove
the NPLs off the books of all the banks in China.

Whether the government will do exactly this
remains to be seen, but it is clear that the ultimate
source of solving the problems of NPLs lies in over-
all economic growth.As long as the economy main-
tains its strong growth momentum so that the gov-
ernment’s potential for raising taxes also increases,
the government can always assume the remainder of
the NPLs without significantly affecting the econo-
my. This is the positive perspective. The negative
perspective is that NPLs may be much bigger than
the official statistics suggest. If the growth of the
economy significantly slows down in the near
future, while the accumulation of NPLs continues,
the banking sector problems could lead to a finan-
cial crisis.This could spill over into other sectors of
the economy and cause a slowdown in growth or a

recession. In this view the NPL problem poses a
serious problem to China’s continued prosperity.

FINANCIAL MARKETS AND LISTED FIRMS:
GROWTH AND IRREGULARITIES

China’s domestic stock exchanges, the SHSE and
SZSE, have been growing very fast since their estab-
lishment in 1990.At the end of 2002, the combined
total market capitalization, including non-tradable
shares, of these two exchanges ranked 11th among
the largest stock exchanges in the world (Table 3).
The Hong Kong Stock Exchange (HKSE hereafter)
ranked 10th. If we rank the combined size of all
stock exchanges in a country, China would rank
fifth, behind only the United States, Japan, the
United Kingdom, and France.

As fast as the growth of China’s stock markets has
been, they are not efficient in that prices, and
investors’ behavior do not reflect fundamental values
of listed firms. In Table 3, “Concentration” measures
the fraction of total market capitalization of an
exchange that is coming from the combined capital-
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Table 3. A Comparison of the Largest Stock Markets in the World (2002)

Stock Market

NYSE

Tokyo

Nasdaq

London

Euronext

Deutsche Börse

Toronto 

Swiss

Italian 

China (Hong Kong)

China (Domestic)

Total Market Cap 
(US$ billion)

9,015

2,095

1,994

1,800

1,538

686

570

547

477

463

463

Concentration 
(%)

61.3

60.6

63.1

84.5

72.3

72.0

67.8

81.2

66.1

83.0

29.4

Turnover Velocity 
(%)

294.8

267.9

159.8*

297.3

153.6

125.1

267.9

138.6

120.7

239.7

224.2

Rank

1.

2.

3.

4.

5.

6.

7.

8.

9.

10.

11.

Notes:
1.All figures (except those relating to China's domestic exchanges) are from http//:www.fibv.com, the web site of the international organization
of stock exchanges.The Chinese data is from http://www.csrc.gov.cn, the web site for the China Security Regulation Committee (CSRC).
2.All figures relate to the period of 01/01/2002 to 12/31/2002.
3. Concentration measures the fraction of total market capitalization of an exchange that is coming from the combined capitalization of the
largest firms ranked in the top 5 percent (by capitalization).
4. Turnover velocity is the total turnover for the year expressed as a percentage of the total market capitalization.
5. (*) The published number for Nasdaq includes double counting.The number shown is half the published number to make it comparable to
the figures for the other exchanges.

 



ization of the largest firms ranked in the top 5 percent
(by capitalization).The dominance of large-cap stocks
in China is the lowest among major stock exchanges
in the world, with its concentration ratio of 29.4 per-
cent less than half of that of Tokyo, which has the sec-
ond-lowest concentration. Stocks are traded extreme-
ly frequently in China, as shown by the highest
“Turnover Velocity,” defined as the total turnover for
the year expressed as a percentage of total market cap-
italization, among the largest exchanges.

The inefficiencies in the Chinese stock markets
can be partly attributed to poor and ineffective reg-
ulation. The current process of listing companies
fosters both a problem of adverse selection among
firms seeking an initial public offering (IPO), and a
moral hazard problem among listed firms. First, the
going public process, including obtaining listing
quota/permission and disclosing information, is
inefficient due to bureaucracy, fraudulent disclosure,
and lack of independent auditing.As a result, certain
non-state-owned firms from the Hybrid Sector
with solid growth potential find it costly to gain
access to the stock market, while the same process of
going public is relatively easier for some large and
inefficient companies from the State Sector.4

Second, once listed, managers in firms with severe
agency problems do not have an incentive to man-
age assets to grow, but rather to rely on the external
capital market to raise funds (mainly through merg-
ers and acquisitions, and seasoned offerings of secu-
rities) to pursue private benefits. If China is to
develop a vibrant high-tech sector with fast growing
companies, it would be helpful if such firms could
have easy access to the public markets.

Another way to improve the efficiency of China’s
stock markets is to encourage the further develop-
ment of domestic financial intermediaries that can
act as institutional investors. Insurance companies,
pension funds, mutual funds, and hedge funds,
which are currently relatively small compared to
those in Europe, Japan, and the U.S., can provide a
level of stability and professionalism that is lacking in
China’s markets.

In terms of the role of financial markets in helping
firms raise funds, both the scale and relative impor-
tance (compared with other channels of financing) of
China’s external markets are not significant. For
example, for the ratio of External Capital (i.e., fund-
ing external to the firm) and gross national product
(GNP), the LLSV (1997) sample average is 40 per-

cent, compared to China’s 16 percent (using only the
floating supply or value traded part of the stock mar-
ket, rather than the total market capitalization); for the
ratio of total debt (including bank loans and bonds)
over GNP, the LLSV sample average is 59 percent,
compared to China’s 35 percent.When we relate and
compare the aggregate financing channels with the
growth of the economy during different growth peri-
ods, we find that the development of China’s markets
as sources of funding external to the firm relative to
its overall economic growth is not dramatically dif-
ferent from other emerging countries. One of the
common patterns emerging from these comparisons
is that the development of external markets trails that
of the growth of the overall economy.This is not sur-
prising given that the development of these markets
requires a minimum efficiency for a country’s institu-
tions including the legal system, accounting standards,
and the development of associated professionals. By
contrast, during the early stages of economic growth,
alternative institutions and mechanisms alone can
support the growth of firms and the overall economy,
as is the case for China based on our evidence.

Firms in the Listed Sector in China issue both
tradable and nontradable shares. The nontradable
shares are either held by the state/government or by
other legal entities, (i.e., other listed or non-listed
firms or organizations), and constitute a majority of
all shares.The standard corporate governance mech-
anisms are limited and weak in the Listed Sector.
Listed firms have a two-tier board structure: the
Board of Directors and the Board of Supervisors.
Rather than being elected by shareholders, a signif-
icant fraction of both boards are officials chosen
from government branches, or executives from the
parent companies, and the nomination process is
usually kept secret.The external governance mech-
anisms are also weak. First, the existing ownership
structure, characterized by the large amount of non-
tradable shares including cross-holdings of shares
among listed companies and institutions, makes it
difficult to carry out value-increasing mergers and
acquisitions (M&As).5 Second, institutional investors
do not have a strong influence on management or
on the stock market, as they are a very recent addi-
tion to the set of financial institutions in China.
Third, ineffective bankruptcy implementation
makes the threat and penalty for bad firm perform-
ance non-credible. Fourth, the government plays the
dual roles of regulator and blockholder for many
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listed firms, including banks and financial services
companies, which can lead to conflicting goals in
dealing with listed firms and weakens the effective-
ness of both of its roles. Finally, based on a large sam-
ple of listed firms, we find that on average Chinese
firms have concentrated ownership (among the state
and founder’s families), tend to under-pay dividends
to their shareholders, and have lower Tobin’s Q,
compared to firms in countries studied by LLSV.

One of the major problems Chinese stock mar-
kets face is caused by the large amount of shares in
listed companies owned by the government and
government entities. This overhang creates great
uncertainty about the quantity of shares that will be
tradable going forward. Investors fear that if prices
go up then the government will sell their holdings
and this will prevent further price rises or even
depress them. This uncertainty has caused share
prices to stagnate despite the very high levels of
growth in the economy. In order to remove this
uncertainty the government should announce a plan
for selling these shares slowly over time. Each year a
small amount would be sold so that the market

could easily absorb the shares. Such a plan might
take several decades to complete. Once announced
the plan should be carried out without any devia-
tion irrespective of the prevailing circumstances.

In summary, the overall evidence on the compar-
ison of China and other countries’ external markets
is consistent with LLSV (1997, 1998) predictions:
With an underdeveloped legal system and weak
investor (both shareholder and creditor) protection,
the fact that China has small external markets comes
as no surprise. Figure 1 compares China’s legal sys-
tem and external financial markets to those of LLSV
countries. The horizontal axis measures overall
investor protection in each country, while the verti-
cal axis measures the (relative) size and efficiency of
that country’s markets for funds external to the firm.
Countries with English common-law systems
(French civil-law systems) lie in the top-right region
(bottom-left region) of the graph, while China is
placed close to the bottom-left corner of the graph.

Finally, going forward, in addition to improving
the regulatory environment surrounding listed firms
and the stock market, China should develop finan-
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Figure 1 compares China’s legal system and external financial markets (i.e., those for raising funds from outside the firm) to those of LLSV countries
(LLSV, 1997, 1998). Following LLSV (1997, 1998), the score on the horizontal axis measures overall investor protection in a country. It is the sum of
(overall) creditor rights, shareholder rights, rule of law, and government corruption.The vertical axis measures the (relative) size and efficiency of that
country’s external markets.The score of a country measures the distance of the country’s overall external markets score (external cap/GNP, domestic
firms/Pop, IPOs/Pop, Debt/GNP, and Log GNP) to the mean of all countries, with a positive (negative) figure indicating that this country’s overall
score is higher (lower) than the mean.

Figure 1. Comparison of Legal and Financial Systems
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cial markets that are diversified and more balanced.
This includes the further development of the bond
market (including both government and corporate
bond markets), the venture capital market so as to
support the growth of high tech firms, and the real
estate market. Moreover, more financial products
such as derivative securities should be introduced to
the market so that investors can form more balanced
portfolios in addition to stocks.

ALTERNATIVE FORMS OF FINANCING

The weaknesses of the banking sector and limited
size of the stock markets raise the question of how
China’s phenomenal growth over the last two
decades has been financed. Our view is that alterna-
tive channels of finance allow firms in the Hybrid
Sector to raise funds and to grow from start-ups to
successful industry leaders. We also examine the
alternative governance mechanisms employed by
investors and firms that can substitute for China’s
weak formal corporate governance mechanisms.

A Comparison of the Hybrid Sector vs.
the State and Listed Sectors 
In terms of the growth of industrial output produced
in the three sectors from 1996 to 2002, the Hybrid
Sector grew at an annual rate of 14.3 percent, while
the State and Listed Sectors combined grew at only
5.4 percent annually during the same period. In
addition, the growth rate for investment in fixed
assets of the Hybrid Sector is comparable to that of
State and Listed Sectors combined, which implies
that the Hybrid Sector is actually more productive
than the State and Listed Sectors. Finally, there has
been a fundamental change among the State, Listed,
and Hybrid Sectors in terms of their contribution to
the entire economy: the State Sector contributed 76
percent of China’s total industrial output in 1980,
but in 1996 it only contributed 28.5 percent; in 1980
individually/privately owned firms, a type of Hybrid
Sector firms, were negligible, but in 1996 they con-
tributed 15.5 percent of total industrial output.

The Hybrid Sector is a much more important
source for employment opportunities than the other
two sectors. Over the period from 1995 to 2002, the
Hybrid Sector employed an average of over 70 per-
cent of all non-agricultural workers, while the
Township Village Enterprises (TVEs, a type of Hybrid
Sector firm) are by far the most important employer

for workers from the rural areas. Moreover, the num-
ber of employees working in the Hybrid Sector has
been growing at 1.5 percent over this seven-year
period, while the labor force in the State and Listed
Sectors has been shrinking.These patterns are partic-
ularly important for China, given its vast population
and potential problem of unemployment.

Discussion on How Alternative 
Financing Channels Work
There are two important aspects to alternative
financing channels in the Hybrid Sector.The first is
the way in which investment is financed.The second
is corporate governance.We consider each in turn.

Once a firm is established and doing well, inter-
nal finance can provide the funds necessary for
growth. We found earlier that about 60 percent of
the funds raised by the Hybrid Sector are generated
internally. Of course, internal finance is fine once a
firm is established but this raises the issue of how
firms in the Hybrid Sector acquire their “seed” cap-
ital, perhaps the most crucial financing during a
firm’s life cycle.We have presented evidence on the
importance of alternative and informal channels,
including funds from family and friends.There is also
evidence that financing through illegal channels,
such as smuggling, bribery, and other underground
or unofficial businesses also play an important role in
the accumulation of seed capital.Though a contro-
versial issue for the government, our view, based on
similar episodes in the history of other developing
countries, is that as long as the purpose of money
making is to invest in a legitimate company, it may
be more productive for the government to provide
incentives for investment rather than to expend costs
discovering and punishing these activities.

Perhaps the most important mechanism for cor-
porate governance within the non-standard financial
sector that supports the growth of the Hybrid Sector
is trust, reputation and relationships.6 According to
the World Values Survey conducted in the early
1990s, China has one of the highest levels of social
trust among a group of 40 developed and developing
countries. Without a dominant religion, one can
argue that an important force in shaping China’s
social values and institutions is the set of beliefs first
developed and formalized by Kong Zi (Confucius).
This set of beliefs clearly defines family and social
orders, which are very different from the western
beliefs on how legal codes should be formulated.
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The second important mechanism is competition
in product and input markets, which has worked
well in both developed and developing countries.7

What we see from the success and life cycles of
hybrid sector firms, such as those in Wenzhou of
Zhejiang province, is only those firms that have the
strongest comparative advantage in an industry (of
the area) that survived and thrived. Based on survey
evidence, we also find that entrepreneurs utilize var-
ious methods to remove entry barriers during their
startup period, which, in turn, leads to more com-
petition in the industries.

SUMMARY AND CONCLUDING REMARKS

We began this article by asking whether China’s
financial system will stimulate or hamper its eco-
nomic growth. Our answer to this question, based
on examining the history and current status of the
financial system and comparing them to those of
other countries, is in three parts. First, the large but
inefficient banking sector has been the dominant
force in the financial system, and has played a cen-
tral role in funding the growth of all types of firms.
However, it is currently plagued by the problem of
NPLs, which, if not corrected properly, may cause
major economic difficulties. Second, the stock mar-
ket has been growing very fast since 1990, but has
played a limited role in supporting the growth of the
economy. However, the role of the financial markets
is likely to change in the near future and they will
play an increasingly important role in the economy.
Third, while the banking sector and financial mar-
kets have done enough not to slow down the growth
of the economy, the alternative financing channels
have had great success in supporting the growth of
the Hybrid Sector, which contributes most of the
economic growth as compared to the State and
Listed Sectors. The non-standard financial sector
relies on alternative financing channels including
internal finance, and on alternative governance
mechanisms, such as those based on trust, reputation
and relationships, and competition to support the
growth of the Hybrid Sector. Going forward, we
believe that these alternative financing channels and
governance mechanisms should be encouraged
rather than replaced.They should be allowed to co-
exist with the banks and markets and continue to
fuel the growth of the Hybrid Sector.

We conclude by pointing out the most significant
challenge for improving China’s financial system:
Economic stability is crucial for the continuing
development of the Chinese economy, and the sta-
bility of the financial system relates to economic sta-
bility in three dimensions.The continuing effort to
reduce and eventually bring down NPLs to normal
levels is important in avoiding a banking crisis, while
the effort to improve the regulatory environment
surrounding the financial markets (including gover-
nance and accounting standards) can certainly help
prevent a stock market crash/crisis.The entrance of
China to the WTO introduces cheap foreign capital
and technology, but free capital inflow and foreign
competition and speculation also bring the risk of a
twin crisis (foreign exchange and banking/stock
market crisis), which severely damaged emerging
economies in Asia in 1997. In order to prevent such
a crisis, policies toward improving the financial sys-
tem must be made along with supportive fiscal and
trade policies.
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T
he most outstanding feature of post-Mao
China is unquestionably its economic
growth. This growth poses a challenge for

any theory that posits a formal legal system guaran-
teeing secure rights of property and contract as a pre-
condition for significant growth, because at least on
the surface China does not appear to have such a legal
system. However, the Chinese experience may show
support for a theory that development induces law.

This essay examines the relationship between law,
institutions, and property rights in China. It shows
on the one hand that Chinese legal institutions are
unquestionably weak, such that it is hard to imagine
them playing a major role in inducing economic
growth.At the same time, however, it finds that eco-
nomic actors use legal institutions such as courts to
a perhaps surprising degree. It also finds that legal
institutions, while generally weak, are stronger than
they were in pre-reform China.

It concludes that while the Chinese experience
casts considerable doubt on the thesis that a formal
legal system guaranteeing rights of property and
contract is necessary for substantial growth, the
Chinese legal system does appear to have some role
to play in the country’s economic life and is not
simply ignored by economic actors.

THE RIGHTS HYPOTHESIS

Economic growth requires that economic agents
believe that the politico-socio-economic equilibrium
is such that they can expect a reasonable return from
their investments in property and that they can rea-
sonably expect that agreements made with other eco-
nomic agents will be fulfilled. Therefore, in under-
standing the determinants of a country’s growth per-
formance, a central question is which mechanisms fos-
tered the appropriate expectations among property
owners and those making agreements.

The emphasis in the recent economics literature,
echoed in the pronouncements of the World Bank

and similar organizations, is on formal institutions or
the rule of law as crucial in fostering the appropri-
ate expectations among property owners and among
those undertaking transactions.1

The emphasis on the rule of law follows an
important school of thought in institutional eco-
nomics dating back to Max Weber (which we shall
here call the Rights Hypothesis). This holds that
economic growth requires a legal order offering sta-
ble and predictable rights of property and contract.
A typical formulation can be found in the work of
Douglass C. North, who asserts that “impersonal
exchange with third-party enforcement . . . [via an
effective judicial system] has been the crucial under-
pinning of successful modern economies involved in
the complex contracting necessary for modern eco-
nomic growth”2 and that “the inability of societies
to develop effective, lowcost enforcement of con-
tracts is the most important source of both histori-
cal stagnation and contemporary underdevelopment
in the Third World.”3

THE CHINESE LEGAL SYSTEM

Economic reform in China was marked from the
beginning by a recognition that law had a new and
important role to play.4 Yet this role was not at first
the role contemplated by those who would stress the
importance of formal institutions in the process of
economic development, which is essentially a claim
about how healthy private economic activity is fos-
tered. Early Chinese reform policy did not contem-
plate a major role for the private sector in econom-
ic life—it was essentially about running the state
sector better—and therefore was not concerned
with what might encourage entrepreneurship. The
role for the legal system in the early reform era was
one of bringing order and stability to political and
social life after the chaos of the Cultural Revolution.
In particular, a key ambition of those promoting legal
reform was to bring regularity to operations of gov-
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ernment and the policy-making process as a cure for
excessive devolution of power from the center and
the resultant policy inconsistencies and outright con-
tradictions.5 While predictability was praised as a
virtue in law, such discourse was largely confined to
the realm of substantive criminal law and not linked
to economic growth.

In the economic realm, law was intended to be a
mechanism for regulating the operation of state-
owned enterprises that would replace the particularis-
tic bargaining regime of the past—a regime associat-
ed with soft budget constraints and wastefulness—
with a regime of strict, impersonal, and universalistic
rules that would impose discipline on enterprise man-
agers and force them to operate more efficiently. A
prime example of this type of mechanism is the
Bankruptcy Law, passed in 1986. According to con-
temporary commentary, “the threat of bankruptcy
urges all enterprises and people on and will turn mud-
dleheaded people into shrewd ones and lazy people
into diligent ones.”6 The important point to note is
that prior to the Bankruptcy Law, the state already had
the power to close down loss-making enterprises in
the same way that General Motors has the power to
shut down an inefficient factory.Thus, the Bankruptcy
Law and other similar enactments were as much
efforts by the state to effect policy in a new way as
they were new policies in and of themselves.

Only more recently have policymakers begun to
think about the legal system as a guarantor of expec-
tations of non-governmental actors, and thus as a
promoter of entrepreneurship and investment. Yet
China’s current system has a number of problems
that make the achievement of this goal difficult.
Prominent among these is the bewildering array of
bodies that have the right or the practical power to
make rules of varying degrees of binding effect, cou-
pled with the absence of an effective system for
resolving conflicts.

The Constitution and relevant statutes assign status
levels to different types of rules, and make clear that
rules of lower status must yield before rules of higher
status.The problem is that there is no effective system
either for enforcing jurisdictional and subject-matter
limitations on any particular body’s lawmaking power
or for resolving the conflicts that must invariably arise.
Various bodies such as the National People’s Congress
(NPC), its Standing Committee, and the State
Council may review and invalidate legislation passed
by lower-level bodies. To date, however, the NPC

Standing Committee is not known to have over-
turned a single administrative or local regulation.7

To be sure, conflicting rules and over-ambitious
claims of jurisdiction do not come self-labeled and
unambiguous, and it is difficult to expect any institu-
tion to find such problems in the abstract. Yet the
institution that would appear ideally suited to look at
such claims in concrete situations, the court system, is
equally unsuited for the task. Although higher-level
rules are in theory superior to conflicting lower-level
ones, courts are prohibited from invalidating legisla-
tion. This prohibition, operating together with the
principle of local control over court personnel and
finances, means that in practice courts must generally
uphold the conflicting lower-level rule, at least when
it issues from the level of government that controls
the court in question. This principle works against
unity within the legal system.

Moreover, despite the stunning increase in the
sheer volume of legislation, much less has changed in
the institutional structure for implementing NPC leg-
islation.This is not to say that such legislation cannot
be implemented (although that is sometimes true); it
is to say that the legal system as a mechanism for
implementing legislation has changed relatively little.

Courts, for example, are recognizably the same
institution they were at the outset of reform. Both at
the outset of the reform era and now, court personnel
are appointed locally, such appointments being as a
practical matter within the jurisdiction of the local
Party organization department.Then as now they are
subject to local financial control.The general level of
legal training of judges remains low, although it is sig-
nificantly higher than before in large cities.

Courts remain not a source of overarching author-
ity, but simply one bureaucracy among many.When
the Supreme People’s Court issues an instruction to
lower courts on matters such as enforcement of judg-
ments where the cooperation of banks is needed, the
instruction must be co-signed by the People’s Bank of
China in its capacity as regulator of the banking sys-
tem if it is to have any hope of being effective.Courts
have their own particular sphere of competence and
jurisdiction, but it cannot be assumed that any partic-
ular law contemplates court involvement in case of
violation, or that court involvement would be effec-
tive even if contemplated.

Indeed, Chinese legislation is often remarkable for
its lack of institutional anchoring. Like the policy
documents it has come largely to replace, it is often
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evidently intended more for edification than for liti-
gation, and continues, a quarter of a century into the
reform era, to contain broad statements of policy and
legally unenforceable norms.The July, 2004 draft of
the revised Company Law, for example, provides
more duties for directors and officers than the current
Company Law, enacted more than a decade earlier,
but little more by way of remedies for shareholders
and others injured by a breach of those duties. So lit-
tle consideration is given to institutional context that
the entire section on fines and other state-imposed
sanctions on companies for breaches of the law neg-
lects (in both the original version and the draft
revised version) to specify which state organ has the
authority to impose such sanctions.

In short, reform-era China has seen a great many
policy initiatives that are clearly different in content
from the pre-reform era, and many of those policy
initiatives have been embodied in legislation.
Moreover, it seems clear that many of those policy
initiatives, from decontrol of pricing in large sectors
of the economy to the lowering of barriers to mar-
ket entry, have contributed mightily to economic
growth. But this is not the same thing as saying that
the legal system as such has promoted this growth.
That claim must be supported by an analysis of the
institutions of the legal system, and more particular-
ly by a showing that the policy changes expressed in
legislation were made meaningful through institu-
tions that did not exist (at least in any important
way) before the reform era.

MAKING SENSE OF THE CONUNDRUM

The experience of China clearly poses a challenge
for the Rights Hypothesis, with its emphasis on the
importance of a well-functioning legal system.
There are, however, several possible solutions to the
conundrum.

One is the unfalsifiable proposition that China
would have grown even faster with secure property
rights. However interesting this conjecture, not
much more can be said about it.

There are, however, other more tractable
hypotheses. First, it could be that although courts
and other formal legal institutions do not effective-
ly enforce rights, rights are enforced somewhere else
in the system through some other mechanism.There
are many mechanisms for the vindication of claims
arising out of contractual relationships that do not

involve the court system—for example, social or
business networks. It is also possible that while cer-
tain types of rights are not well protected, other
types of rights are, and it is the latter that are impor-
tant for economic growth.8

Consistent with this view is one line of reasoning
that has been particularly influential in economics:
China’s reform has been characterized by a series of
arrangements that have been second-best substitutes
for the more formal institutions envisaged by the
Rights Hypothesis.9 Thus the dual-track pricing sys-
tem meant that administrative methods of contact
enforcement would be effective for a while in large
spheres of the economy, giving enterprises and
entrepreneurs time to develop newer methods of
contract-enforcement that were consistent with
market-based exchange. Stronger managerial incen-
tives in state-owned enterprises can also be inter-
preted as an institutional substitute, providing an
impetus toward greater efficiency at a time when
private ownership with effective corporate gover-
nance was not politically palatable. Similarly, effec-
tively decentralizing property-rights to local gov-
ernments and allowing anonymous bank accounts
can be viewed as mechanisms for an overly power-
ful central government to bind itself, when formal
legal institutions cannot possibly play that role.

Second, it could be that the Rights Hypothesis is
simply wrong: the system does not provide rights
but significant growth occurs, and therefore there is
not an important connection between the two.Both
China and the Soviet Union managed considerable
growth through planning.10 McMillan and Woodruff
document a thriving private sector in Vietnam,
although virtually none of the enterprise managers
they interviewed believed that courts were of any
value in dispute resolution.11

It could also be that growth does not strictly
speaking require that the legal system provide
enforceable rights that is, the actual ability, in certain
special circumstances, to choose to invoke the coer-
cive power of the state in support of one’s personal
interests. All that is needed is that the system oper-
ate in a predictable manner. Therefore, the Rights
Hypothesis could be wrong in focusing so strongly
on the particular institution of rights provided by
the formal legal system.

Another approach to understanding the relation-
ship between China’s data on growth and the Rights
Hypothesis is to disaggregate the general notion of
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“rights” into property rights and contract rights, and
to hypothesize that the institutions that matter are
not so much those that enable private contracting
between citizens as those that protect investors
against unpredictable or excessive expropriation by
government.We could call the former “contracting
institutions” and the latter “property rights institu-
tions” as a convenient shorthand. The key is that
there is a difference between institutions that protect
expectations vis-à-vis private parties and those that
protect expectations vis-à-vis government.

The basis for distinguishing these institutions is the
fact that they differ in the availability of substitutes
and in the amount of economic activity that depends
on institutions for which there is no good substitute.
There are many substitutes for formal legal institu-
tions in the realm of contract: informal and social
sanctions, trusted middlemen, networks such as
guilds, reputation (in a repeated-game context), and
self-enforcement mechanisms such as hostage-taking.
These mechanisms can all, it would seem, go far.

Effective property rights institutions as defined
here, however, have few if any substitutes. How can
one protect one’s self informally from government
seizures? Moreover, the absence of effective proper-
ty rights institutions (whether formal or informal
substitutes) makes difficult or impossible a much
larger class of activity than the absence of effective
formal contract institutions: any economically
rational investment whose payoff is significantly
deferred into the future.

This intuition finds empirical support in a recent
paper by Acemoglu and Johnson, who unbundle
“institutions” into institutions that support contract
rights and institutions that support property rights, and
find proxies for each.12 Their ultimate finding is that
while contracting institutions do affect some things
such as the form of financial intermediation (debt
contracts, because easier to enforce, are used more
often that equity contracts where contracting institu-
tions are poor), it is property rights institutions that
matter for investment and long-run economic growth.

The relevance of this work for the Rights
Hypothesis as applied to China is that it suggests
that the various shortcomings of China’s legal insti-
tutions insofar as they protect contract rights may
not matter very much, provided that the political
structure in a sufficient number of places provides a
reasonable degree of certainty to investors, both
public and private.

This kind of predictability does indeed appear to
exist, at least in some places. Public investors include
various departments of the central government as
well as local government. Such investors do not
generally fear expropriation. First, local govern-
ments in practice have fairly robust rights to their
assets against the central government.Although such
rights have no basis in China’s legal and constitu-
tional system—China is unitary state, and local gov-
ernments could no more maintain ownership
against the central state than the Chevrolet division
could maintain ownership against General Motors
—they are generally respected in practice. Second,
the individual officials who make investment deci-
sions on behalf of state agencies are not in general
personally harmed by a decision of a superior
agency to appropriate the benefits of the invest-
ment. Consequently, even if they expect some
degree of appropriation, they still have an incentive
to make the investment if its success would result in
personal benefits (for example, promotion).Third, as
Whiting has shown, local governments can and do
encourage or discourage growth through the pres-
ence or absence of investment-protective policies.13

THE ROLE OF LEGAL INSTITUTIONS:
DISPUTE RESOLUTION AMONG

BUSINESS FIRMS

A case study may demonstrate the complexity of the
history of legal institutions in post-Mao China. It is
not a simple story of one-directional development,
but neither is it one of stagnation. Contract law and
court enforcement have been of significance among
businesses. This is surprising given the customary
notion of law as unimportant in this realm, whether
in traditional or modern China, and whether in the
Mao era or the post-Mao era.

Data drawn from a World Bank survey of 1500
Chinese firms show that in the year 2000, 31.1 per-
cent of firms had at least one “major dispute” with
clients, while 21.9 percent of firms had at least one
major dispute with suppliers.14 Once enterprises
encounter disputes, what mechanisms do they rely
upon to resolve these disputes? This section exam-
ines the dispute resolution mechanisms employed
by Chinese firms and finds that the courts play a
moderately important role in the strategies firms
employ.The importance of the courts likely reflects
a number of factors, including the relative absence
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of alternative mechanisms. The following para-
graphs address mediation, arbitration, litigation, and
the ability of to enforce judgments.

Negotiation and mediation
Negotiation directly between the contracting par-
ties is the norm for resolving contract disputes in
China. In a study of firms in Shanghai and Nanjing
conducted by Whiting, 92.8 percent of firms typi-
cally relied on direct negotiation to resolve dis-
putes. In the World Bank survey, 87.1 percent of
firms used negotiation in the final resolution of dis-
putes with at least one client, while 93.2 percent
used negotiation in the final resolution of disputes
with at least one supplier. The Shanghai and
Nanjing study differentiates direct negotiation and
negotiation employing a third party. In the latter
case, only 11.8 percent of firms typically turned to
a third party.

Self-enforcement, in which two parties bargain
to attain a long-term cooperative solution based on
the anticipated value of future contracts, is an
important mechanism in contractual relations with
Chinese firms. In the study of businesses in
Shanghai and Nanjing, 90.6 percent of firms
reported that in the event of a serious dispute, their
guanxi (here, the long-term reciprocal relations
grounded in social ties) with a supplier or contrac-
tor would be broken.

Furthermore, reputation also functions within
business circles to help police contractual relations.
In Shanghai and Nanjing, 74.2 percent of firms said
that other businesses would know about it if a dis-
pute arose between the firm and one of its suppli-
ers. Economic (as opposed to strictly social) 
networks are important sources of information for
both the search for contractual partners and infor-
mation on their business practices. This is particu-
larly true in the absence of institutions such as cred-
it evaluation services.

Arbitration 
The Arbitration Law went into effect only in 1995
(before that year, similar functions were handled by
the Industrial and Commercial Bureau).The arbitra-
tion commission in Nanjing, the capital of one of
the wealthiest coastal provinces, was not even estab-
lished until 1998. In the first five years following
passage of the law, all domestic arbitration commis-
sions accepted only 17,000 cases, involving RMB

25.7 billion.15 This compares with 1,329,020 strictly
economic contract disputes involving RMB 413
billion handled by courts in 1998 alone.

In Whiting’s Nanjing/Shanghai survey, some
respondents had arbitration clauses in their con-
tracts, but many fewer used them. These clauses
apparently still allowed parties to choose to seek
relief in court. In the Shanghai part of the sample,
most respondents (domestic firms) had little aware-
ness or understanding of the potential role for arbi-
tration and perceived it as less authoritative than the
courts despite the fact that they could apply for
enforcement of arbitral decisions by the courts in
the same way that they could for court decisions.
Comments such as “where is there an arbitration
commission” were common.

Litigation
Between 1983 and 2001, economic disputes, broad-
ly defined, accepted by courts of first instance (as
opposed to courts hearing appeals) increased at an
average annual rate of 18.8 percent, peaking in
1999.16 Put in wider domestic context, civil disputes
increased at less than half that rate on average—8.3
percent per year—while criminal cases grew at only
4.7 percent per year over the same period.While it
is difficult to specify a meaningful metric for evalu-
ating the pace of growth, the courts appear to play a
significant role during the reform period.

Contract dispute litigation in particular, which
accounts for the lion’s share (more than 90 percent)
of all economic dispute cases accepted by the courts,
increased at an average annual rate of 20.1 percent
between 1983 and 2001. Data on the average value
of disputes is available only through 1998. From
1983 to 1998, the total value of disputes grew 40.9
percent per year on average, while the average value
of disputes grew at 11.9 percent per year on average.
In 1998, the average value of a contract dispute
heard in the courts nationwide was 310,167 RMB.
The average value of arbitrated cases was much larg-
er, but the number of disputes heard by arbitration
commissions was minuscule in comparison.17 In
China, as elsewhere, litigation of contract disputes is
rarely the first resort.18 Nevertheless, in a World
Bank survey of 1500 firms in the year 2000, 38.8
percent of firms used litigation in the final resolu-
tion of disputes with at least one client, while 29.8
percent used litigation in the final resolution of dis-
putes with at least one supplier.
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CONCLUSION

Courts play an interesting role in the Chinese polit-
ical economy in transition; they are seen as authori-
tative (despite problems with enforcement) but not
necessarily fair. According to one private business
owner interviewed in Nanjing, “Going to court is
not because it’s fair but rather because it’s authorita-
tive.” Strikingly, an intermediate court judge echoed
this sentiment:“You need an authoritative person to
handle [the dispute], and the resolution of the most
authoritative person is the easiest to accept. It’s not
necessarily the fairest solution, but fairness isn’t the
standard.The key is whether it solves the problem.”
Somewhat surprisingly, the rating by business peo-
ple of the legal system as a whole is solidly average:
56.3 percent of respondents in Shanghai and
Nanjing rated the legal system as average, while 25.3
percent found it to be low or very low, and 18.3
percent found it to be high or very high.The con-
trast with their assessment of trustworthiness in con-
tracting is noteworthy, since it is more negative—
42.9 percent of respondents found it to be average,
while 53 percent found it to be low or very low, and
only 4.1 percent found it to be high or very high.
Thus, there does appear to be a need for a neutral,
third-party arbiter, yet such services appear to be
undersupplied by informal and formal non-state
institutions.The formal legal system clearly plays an
important role, albeit an imperfect one.
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A PUZZLE

Between 1978–2000, China experienced a real rate
of growth in gross national product (GNP) of 7.1%
per capita. On a per worker basis, GNP increased at a
slightly lower real rate of 5.1%.1 This puts China’s
experience more or less on par with that for South
Korea and Taiwan at a similar stage in their econom-
ic development. Most analyses of the Chinese econ-
omy since reform have focused on the role of the
non-agricultural sector (mainly manufacturing and
services) in explaining this growth.2 However, GNP
per worker in the non-agricultural sector has grown
at an annual rate that is actually significantly less than
that in the aggregate, 3.3% versus 5.1%.This observa-
tion prompted Alwyn Young to comment: “To the
degree that the reforms have improved efficiency,
these gains may principally lie in agriculture.”3

GNP per worker in the primary sector (largely
agriculture) has increased more rapidly than that in
the non-agricultural (4.5 versus 3.3 percent), but the
growth is still less than that observed overall in the
economy (5.1 percent).This suggests an alternative
source of growth in the Chinese economy over this
period: the reallocation of labor from agriculture to
the non-agricultural sector, or the process of struc-
tural transformation.

Growth from this source arises because labor pro-
ductivity is much lower in the agricultural sector than
it is in the non-agricultural sector. In the late 1970s
and early 1980s, for example, the difference in aver-
age labor productivity may have been on the order of
4:1–5:1.Thus, the reallocation of labor from the low
productive to the high productive sector contributes
to an increase in output per worker in the aggregate.
Since the late 1970s, the percentage of the labor force
with their major source of employment in the pri-
mary sector has fallen from over seventy percent to
well less than fifty percent, while the number of indi-
viduals working in the non-primary sector has near-
ly tripled from 120 million to almost 360 million.

THE ROLE OF STRUCTURAL

TRANSFORMATION

The contribution of each of these three sources to
the growth in GNP per worker in the economy can
be quantified through a simple accounting decom-
position. In this accounting, the contributions of the
primary and non-primary sector are measured by the
growth of labor productivity in each sector, weight-
ed by their respective shares of GNP.The contribu-
tion of the reallocation of labor, or structural trans-
formation, is equal to the growth in non-agricul-
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ture’s share of total employment weighted by the gap
in labor productivity between the two sectors meas-
ured as a percentage of aggregate labor productivity.
For example, if the gap in productivity is equal to
200 percent, an increase in the share of employment
in non-agriculture by 10 percent implies an increase
in output per worker of 20 percent.

In Table 1, we report the results of these calcula-
tions for the period between 1978–2000, and sever-
al sub-periods. What do we learn? Over the entire
period, growth in labor productivity in the non-
agricultural sector was the source of slightly more
than 45 percent of the overall growth (2.4/5.1) we
observe in output per worker. Labor productivity
growth in agriculture accounted for a quarter of the
growth, while the reallocation of labor from the less
productive agricultural sector to the more produc-
tive non-agricultural sector contributed thirty per-
cent. Performing the same decomposition over sev-
eral sub-periods, we learn that the role of the real-
location was larger the first 15 years of reform than
the last 10 years (40 percent versus 25 percent).

The important quantitative role of structural trans-
formation raises a question fundamental to any inter-
pretation of the growth process in China during
reform: what determines the pace of structural trans-
formation, and the rate at which labor leaves the farm
to work in the non-agricultural sector? With slightly
less than half of the labor force still primarily work-
ing in the agricultural sector, this also has obvious
implications for China’s future growth dynamics.

From a theoretical perspective, three separate fac-
tors could explain how rapidly labor leaves agricul-
ture for non-farm employment. In the traditional
structural transformation story, low productivity in
agriculture and high farm prices inhibit growth in
the non-agricultural sector.Thus, a fall in the price of
agricultural goods relative to non-agricultural goods
arising from more rapid total factor productivity
(TFP) growth in agriculture relative to non-agricul-
ture could encourage out-migration from the vil-
lages. Second, an increase in the rate of total factor
productivity growth in manufacturing and services
relative to agriculture with no offsetting effects on
relative prices, i.e., the price of agricultural goods rel-
ative to non-agricultural goods, which increases the
demand for labor in the non-agricultural sector.
Finally, a decline in barriers or market distortions that
reduce the productivity gap between the two sectors
will hasten the rate of structural transformation.These

barriers can arise from such factors as restrictions on
migration from the countryside to the cities;4 the lim-
ited capacity of villagers to obtain the human capital
required to work in the non-agricultural sector; or
the local red tape and capital market imperfections
that restrict the ability of rural households to start and
expand their own businesses.

How can we determine which of these three were
important in China? There are two things we know.
First, over the last 25 years, the price of manufactured
goods relative to agricultural goods has been relative-
ly constant. Second, the ratio of average labor pro-
ductivity in non-agriculture relative to agriculture
has also been relatively constant. In a fuller version of
this analysis, we show that long-term stability in the
ratios of non-farm to farm product prices and output
per worker enables us to pinpoint changes in the ratio
of non-farm to farm TFP as a key determinant of the
rate of China’s structural transformation.5 In other
words, the driving force behind the reallocation of
labor from agriculture to non-agriculture has been
the more rapid growth of total factor productivity,
which measures output per combined unit of all
inputs (including not just labor, but also land, capital,
energy and materials) in China’s non-farm sector.6

This also suggests that TFP growth in non-agri-
culture has both a direct and an indirect effect on
growth in China, and thus, a larger overall role in
China’s development process.The direct effect comes
in the form of an increase in output per worker in the
non-agriculture sector; the indirect effect occurs
through the effect of more rapid growth in total fac-
tor productivity in the non-agricultural sector on
labor absorption from the agricultural sector, or the
rate of structural transformation in the economy.

CHINA’S OTHER TRANSFORMATION

Any analysis of productivity growth in China’s non-
agricultural sector must factor in China’s other impor-
tant transformation, namely, that involving the state
sector. At the outset of reform, the non-agricultural
sector, especially in the cities,was predominantly state-
owned. For example, in 1978, 80 percent of total
urban employment was in the state sector. In industry,
76 percent of the gross value of industrial output
(GVIO) was produced by state-owned enterprises.7 It
is generally acknowledged that over much of the
reform period, total factor productivity growth in the
state-sector lagged considerably that in the non-state
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sector, perhaps by as much as a 2:1 ratio.8 Moreover,
despite market liberalizing reforms that allowed entry
of new firms into most sectors and freed up input
markets through the dual-track system, the state sector
continued to absorb enormous amounts of resources.9

Overall, for example, the state sector was the benefici-
ary of nearly two-thirds of fixed investment in the
economy up through the early-to-mid 1990s, much
of which was financed through the banking system,
which continues to direct its lending primarily toward
state-sector clients. Even as late as 2003, half of fixed
investment was in the state sector.

Until the massive layoffs beginning in the last half
of the 1990s, this investment helped to support
employment growth and a wage premium in the state
sector in spite of the sector’s lower TFP growth and
declining share of both output and value-added in
the economy.We observe the drag of the state sector
in the growth process in the highly cyclical behavior
of the economy up through mid 1990s. Periods of
higher growth are associated with more rapid growth
in output and employment in the non-agricultural,
non-state sector.10 Central to this expansion is the
“leakage” of credit from the state financial system to
the non-state sector. Periods of declining growth
rates, on the other hand, are associated with financial
repression, and tight administrative control over the
flow of financial resources to the non-state sector.

The state sector’s important role and its long-last-
ing negative influence on total factor productivity
growth in non-agriculture and on the process of
structural transformation are also visible in the size-
able differences we observe in growth rates across
China’s provinces. On average, GNP per worker in
non-agriculture increased 3.3 percent in real terms
per annum, but this conceals enormous heterogene-
ity. In Guangdong, Fujian, Zhejiang, and Jiangsu, for
example, output per worker in non-agriculture
increased almost two times the national average. At
the other end of the continuum are provinces such as
Gansu, Guizhou, and Jiangxi, which experienced
growth in non-agricultural GNP per worker of only
0.6, 1.7 and 2.4 percent, respectively.

Significantly, we observe very strong positive cor-
relations between growth in GNP per worker in the
aggregate and GNP per worker in non-agriculture,
GNP per worker in agriculture, and the pace of
structural transformation, as captured by the rate of
increase in the non-agriculture employment. These
relationships are graphed in Figure 1. Moreover, each

of these growth rates is negatively correlated with the
initial size of the state sector, as reflected in the share
of the state-sector in non-agricultural employment
early in the reform period (see Figure 2). In other
words, provinces that entered the reform period with
the largest share of their economies occupied by the
state sector tended to experience the lowest rates of
labor productivity growth (in both agriculture and
non-agriculture) and the lowest rates of labor force
reallocation during the ensuing twenty-five years.
Finally, Figure 3, which plots provincial data showing
the state sector’s share in non-agricultural employ-
ment for 1978 and for 2000, demonstrates the per-
sistence and resilience of the state sector in China’s
provincial economies.

This persistence is suggestive of strong entrenched
state sector interests at the provincial level that mat-
tered significantly for credit allocation, for policy
toward the non-state sector, as well as for agriculture
(through the need to feed the urban population, etc.).
Figure 4, displays the clearly positive relationship
between the average share of investment going to the
state sector between 1982 and 2000 and the state sec-
tor’s initial share of employment.

China may have succeeded in “growing out of the
plan” by the end of 1980s, but has found it much
harder to grow out of the state sector.11 The legacy of
the state sector has lingered much longer through
access to credit for the non-state sector and the lags
with which much needed economic and institution-
al reforms have been carried out. More generally, the
size of the state sector mattered for the entire trajec-
tory of economic and institutional reform at the
provincial level.

Much is often made of the “natural” advantages
that the coastal provinces have experienced during
economic reform.These are certainly there. But also
significant is that for historical reasons—largely relat-
ed to China’s pre-1978 development strategy—the
state sector never obtained the same prominence in
these provinces prior to 1978 as it did in others.
Interestingly, Guangdong, Fujian, Shandong, and
Zhejiang ranked 11th, 14th, 17th and 23rd in terms of
per capita GDP in 1978. Jiangsu ranked a much more
respectable 6th. By 2000, these five provinces were
ranked 4th-8th, behind only the three provincial-level
municipalities of Shanghai, Beijing, and Tianjin in
GDP per capita.Whereas the weak pre-reform devel-
opment of the state sector seems to have accelerated
reform-era progress in China’s coastal regions, the
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Figure 1. Growth Rates in Chinese Provinces, 1978–2003 (percent per annum)
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Figure 2. State-Owned Enterprise (including State Farms) Employment vs. Growth 
in Chinese Provinces, 1978–2003
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huge levels of investment related to the development
of the Third Front in the 1960s and 1970s strength-
ened the state sector in interior provinces, which
influenced in turn resource allocation, policy and
growth since 1978.Related, several scholars argue that
the level of FDI in a province is negatively correlated
with the size of the state sector, and link this to local
protectionist policies in support of state firms.12

LOOKING FORWARD

With a sizeable gap in labor productivity between
agriculture and non-agriculture, and roughly 40–45

percent of the working-age population still primarily
working in agriculture, there remain significant future
gains from structural transformation.Total factor pro-
ductivity growth in the non-agricultural sector will
continue to play a major role in determining the
speed of this process, and in the overall rate of growth
in the Chinese economy through its indirect and
direct effects.

In this regard, the allocation of credit and invest-
ment will be critical determinants of the size of non-
agriculture’s future contribution to growth. More
than forty percent of Chinese GNP currently goes to
capital formation, which continues to be highly
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Figure 3. Persistence in the State Sector (including State Farms) in 21 Provinces
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skewed towards the state sector (more than one-half
in 2003). Continued inefficiency in the allocation of
this investment, as well as the allocation of working
capital and fixed investment loans, will only slow the
growth of non-agricultural total factor productivity,
and thus the rate at which labor leaves the farm.The
major culprit here is the significant level of invest-
ment financed by the intermediation of funds
through the highly inefficient state-dominated finan-
cial system. By all indications, China’s two significant
transformations will continue to be linked in the
near-to-distant future.
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China’s Growth Prospects
THOMAS G. RAWSKI

F
ollowing 25 years of extraordinary growth
that raised every indicator of material wel-
fare, lifted several hundred million from

absolute poverty, and rocketed China from near
autarchy into unprecedented global prominence,
there is no shortage of predictions about China’s
growth prospects. Forecasts run the gamut from
unbridled optimism to announcements of impending
disaster.1 Such variation is not surprising. The first
quarter-century of Asian booms, beginning with
Japan from 1955, Taiwan from 1960, Korea from
1965, and China from 1978, includes many com-
monalities, among them rapid growth of output, sav-
ings, investment, education, productivity, incomes,
exports, and global trade share.This is the “East Asian
Model”—the core phenomenon underlying the
World Bank’s “East Asian Miracle” study.2 Subsequent
experience in Japan,Taiwan, and Korea shows Asia’s
high performance economies diverging sharply after
the first quarter-century of accelerated growth.

This essay seeks to illuminate the likely trend of
China’s economic performance over the coming
decades. It ignores short-term instability as well as
the possibility that growth itself, or dissatisfaction
with unemployment, inequality and other concomi-

tants of economic change could incite disruptive
political upheaval.

Examination of Chinese data and economic
structures in the context of cross-national studies of
long-term performance reveals a strong case for
continued rapid growth.Table 1 summarizes factors
that loom large in the explanation of growth among
OECD economies. Comparison with current
Chinese realities is uniformly favorable. Indeed, we
might reasonably expect China’s economy to out-
perform projections based on extrapolation from
multi-country studies.
n The systems, knowledge, and policies undergird-

ing high growth in coastal areas now reside inside
China’s economy. Tens of thousands of managers
and administrators know exactly how the coastal
regions prospered. Successful implementation of
this new knowledge in China’s interior regions
could enlarge future growth momentum.

n Benefits from China’s rich legacy of entrepre-
neurship will expand with the continued erosion
of barriers to private business. The explosion of
rural enterprise after 1978 despite decades of anti-
market, anti-profit education and propaganda
confirms historian Tim Wright’s characterization
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Table 1. Implications of Endogenous Growth Perspective for Chinese Economic Prospects

Chinese Situation

Rapid increase - high literacy, secondary & tertiary education growing

Enormous increase - steep rise in trade ratio; #1 destination for FDI

Inflation variability low despite episodes of moderate inflation

Enormous growth; capital formation approaches 40 percent of GDP

Level rising steeply; GDP share now above 1 percent; Multinational
firms bolster China-based R&D activity

Burden for households low (urban) but high (rural); enterprise burden
-moderate (formal rates); moderate to low (actual payment); expect
rising tax burdens due to urbanization and welfare demands.

Low since 1995

Source: OECD growth drivers from Peter J. Nicholson,“The Growth Story: Canada’s Long-run Economic 
Performance and Prospects,” International Productivity Monitor, No.7 (fall 2003), 3-23.

Drivers of OECD Growth
(Declining order of impact)

Average years of education

Trade exposure

Inflation variability (negative)

Physical capital

R&D spending

Tax burden (negative)

Inflation level (negative)

 



of China as a nation with an abundance of “small-
time entrepreneurs.”3 Inflows of entrepreneurial
talent from overseas Chinese and returned stu-
dents will continue to reinforce the large and
growing domestic stock of business acumen.

n China benefits from competent public administra-
tion sharply focused on economic performance.
Several important but perhaps underemphasized
features of public administration deserve attention.
• Despite various forms of corruption, malfea-

sance, and cover-up of official wrongdoing, the
chief objective of official activity is getting the
job done.This contributes to China’s status as a
favored client of international agencies.

• Chinese officials focus on economic perform-
ance.4 National leaders have repeatedly jetti-
soned elements of ideology and tradition that
interfere with economic objectives. With their
career prospects dependent on quantitative
scores that emphasize indicators of economic
performance, local officials promote economic
growth to a degree rarely matched in other
low-income nations.

• The experience of multiple economic down-
turns has taught Chinese leaders at all levels to
respond aggressively to negative surprises.
When difficulties arise (as in the 1998 econom-
ic downturn), leaders examine the situation, act
forcefully to cope, and adjust policy if the ini-
tial response fails.

We conclude that there is ample reason to expect
Chinese growth to continue.

What factors might disrupt China’s enviable
record of sustained growth?  We ignore short-term
fluctuations, which are certain to arise and impossible
to predict, and focus on longer-term trends.The list
of weaknesses that may impose substantial costs on
China’s economy is formidable: it includes inequality,
unemployment, pollution, resource scarcity, corrup-
tion, risk-laden banks, and an inadequate social safety
net, as well as problems in public health, rule of law,
and corporate governance.These defects are not new.
None has stalled China’s remarkable growth spurt.
Economies with strong growth momentum can surge
ahead while dragging considerable excess baggage.
China’s steep economic advance may continue unless
some obstacle cuts to the heart of the growth process
rather than merely imposing costs.

China’s economic growth of the past 50 years,
both before and during the current reform era, rests

on a foundation of high saving leading to massive, but
often ill-conceived investments. This pattern is not
sustainable.The share of national product channeled
to directly productive investment is likely to decline.
If this happens, overall growth rates will move down-
ward if long-standing patterns of low investment
returns continue.We see the entire complex of issues
contributing to low returns, which includes extensive
official involvement in investment decisions, weak
and pliable financial intermediaries, and differential
access to capital markets favoring state enterprises, as
the leading threat to the continuation of China’s rapid
economic gains.

East Asia’s dynamic economies all depend on high
levels of domestic saving.The public sector served as
the main source of saving during China’s plan era.As
reform unfolded, household savings, largely chan-
neled through the banking system, emerged as the
leading source of investment finance. Governments,
burdened by the legacy of unfunded pension obliga-
tions and unrepayable bank loans as well as costly new
responsibilities for environment, infrastructure, and
social welfare, will continue to consume rather than
generate savings. The ratio of saving to income for
Chinese households, already very high, is unlikely to
rise and may well decrease in response to the grow-
ing proportion of elderly citizens, rising education
and health care costs, and greater availability of con-
sumer credit. Any reduction in the extraordinarily
high growth of incoming foreign investment would
reinforce the anticipated slowdown in the growth of
funds available for domestic investment.

Regardless of trends in the supply of savings, we
can expect a decline in the share of saving channeled
into factories, equipment, business facilities, and other
directly productive assets. Similar declines have
occurred elsewhere in East Asia because of increased
investment shares for housing, urban infrastructure,
environmental remediation and other public goods.5

In addition, China’s desire to assume a major role in
the global economy, along with its growing need to
import natural resources, ensure that growing
amounts of domestic savings will support overseas
rather than domestic investment.6

Growth depends both on the GDP shares of sav-
ings and of directly productive investment, and on
returns to investment projects. Like other socialist
economies, China achieved poor investment returns
under the aegis of central planning. R apid growth
occurred because large investments overcame the
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drag of low returns.The persistence of the same pat-
tern during the reform period has stimulated com-
plaints that China relies on “extensive” growth
achieved by adding more resources to the production
process rather than “intensive”growth based on high-
er productivity.

Despite vigorous reform efforts and the hugely
beneficial impact of direct foreign investment, the
overall investment picture reveals a surprising persist-
ence of Soviet-style outcomes.This is strikingly evi-
dent in Table 2, which shows little change from
Soviet-style seasonality in investment spending, with
huge fourth-quarter spurts giving way to protracted
slowdowns in the first half of the new year.7 Figure 1
shows the aggregate consequences of wild swings in
investment spending: seasonal fluctuations in China’s
GDP dwarf comparable variations in neighboring
economies. Despite a quarter-century of reform,
these seasonal patterns confirm the ongoing depend-
ence of investment spending on the annual cycle of
investment plans, credit quotas, and budgetary appro-
priations inherited from the pre-reform decades.

Officially managed investments typically generate
low returns. China’s recent GDP growth is only two
to three percentage points above India’s, even though
the share of investment in China’s GDP tops compa-
rable Indian figures by 15 percentage points. Zhang
Hanya, Secretary-General of the China Investment
Association, confirms the implication of low invest-

ment returns in China, noting a 50 percent failure
rate for investment projects during 1958–2001. For
the 8th Five-Year Plan period (1991–95),Zhang puts
the failure rate for medium and large-scale projects at
42 percent.8 Recent complaints of excessive invest-
ment and ineffectual decision-making echo criti-
cisms articulated before reform began,often using the
same language.9
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Table 2. Competed Investment in Fixed Assets 
Monthly Share of Annual Total (percent)

1975

6.4
5.1
6.0
7.2
9.1
7.4
7.3
8.9
8.0
9.8

24.8
33.8
42.6

1990

3.4
4.9
5.2
6.2
8.6
7.5
7.2
8.7
8.7
9.5

30.1
28.3
48.3

2000

3.9
5.3
5.7
6.7
9.5
7.6
7.5
9.4
9.1

10.3
25.0
31.1
44.4

2002

4.3
5.6
6.5
7.5
9.8
8.2
8.3
9.9
9.4
9.9

20.7
33.7
39.9

2003

4.5

6.0

6.5

7.8

10.5

8.6

8.5

9.7

9.3

9.7

18.8

35.3

37.8

Jan/Feb

Mar

Apr

May 

June

July

Aug 

Sept

Oct

Nov

Dec

Q1 & Q2

Q4

Source: China Statistical Yearbook on Investment in Fixed Assets 1950–1995, 77. China
Monthly Economic Indicators, No. 1 (2001), 36; No.2 (2003), 32; No. 12 (2003), 32,
and http://www.stats.gov.cn/was40/detail, accessed on March 25, 2004.

Source:Author’s file Comp. GDP&FKF.seasonal.040104.

Figure 1. Nominal GDP: Quarterly Fluctuations in Four East Asian Economies
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Source:Author’s file steeltop37.Trmod.062103.

Figure 2. Scale vs. Returns at Large Chinese Steel Plants in 2000 
(RMB 100 million and percent)
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Figure 3. Henan Large/Medium Cement Plants: Scale and Returns in 2000
(RMB 10,000 and percent)
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Comparisons of firm size and profitability in the
national steel industry (Figure 2) and in the cement
industry of Henan province (Figure 3) illustrate the
typical negative association between investment
scale and financial returns. In both cases, the data
display a clear pattern in which larger firms earn
lower profits.The association between state owner-
ship of industry, official management of investment
spending, and dizzying seasonal gyrations leaps out
from Figure 4, which uses provincial data for 2000
to illuminate the strong positive association
between high levels of state ownership and large
seasonal fluctuations in regional output.

These observations cannot surprise Chinese econ-
omists and government leaders. As former Premier
Zhu Rongji explained in his annual government
work report for 2002, “We need to formulate and
implement plans for the reform of the investment and
fund-raising systems as quickly as possible.”

There is no easy blueprint for investment
reform. Two options are available. Table 1 and
Figure 2 confirm that past reform efforts focused
on improving investment performance in the state
sector have yet to deliver substantial benefits.
Recognizing this unwelcome reality, current
reform initiatives emphasize sweeping reduction in

the size of public-sector industry, development of
new systems for managing state assets, dilution of
remaining public ownership of banks as well as
non-financial firms, gradual expansion of private
sector access to funds available through the banking
system and the stock exchanges, and continuing
strengthening of corporate governance in the state
sector (where most of the bad investment occurs).

We see the outcome of these new reform efforts
as a key determinant of China’s growth trend over the
coming decades. Continued high growth depends on
the capacity of current reform initiatives to erode
long-standing obstacles to raising the returns on
domestic investment spending.

Although the difficulty of reforming investment
system is apparent, recent developments include ben-
eficial and potentially important changes, such as:
n Continued efforts to reform the financial system,

now bolstered by modest but expanding outposts
of foreign capital and ownership.

n New systems for managing state assets, including
accelerated privatization of state firms outside the
196 large companies directly controlled by the
central government, which eliminated nearly
90,000 state enterprises between 1998 and August
2004.10
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Source:Author’s file China_GDP_Q.040704

Figure 4. Quarterly GDP Fluctuation vs. State Sector’s Share in Industrial Output for 30
Chinese Province-level Units during 2000
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n Growing prominence of private business, which is
gradually gaining access to sectors (railroads, avia-
tion) and funding sources previously reserved for
state enterprises.

n New cooperative efforts to plan regional infrastruc-
ture investments,11 suggesting that local govern-
ments have begun to curtail their long-standing
addiction to promoting what Chinese observers
castigate as “blind” and “duplicative” projects.
Interactions among these reform efforts can mag-

nify beneficial outcomes. Further downsizing of the
state sector has the potential to reduce the current-
ly endemic conflict between efforts to fully com-
mercialize bank lending and the responsibility of
local governments to maintain employment in
foundering state enterprises. Better alignment of
interests between local bank branches and local gov-
ernments could quickly reduce the flow of soft
lending and thus ease the task of bank reform.

We conclude that China dynamic economy
retains a strong potential for continuing the recent
trend of rapid economic growth. Among numerous
potential obstacles to continued economic advance,
only the difficulties surrounding the process of for-
mulating and implementing investment projects
appear capable of disrupting the core mechanism of
Chinese growth. Japan’s recent descent from high

growth into near-stagnation, which analysts now
attribute to “the unholy alliance between zombies
[meaning “companies that are competitively dead,
but, sustained by their banks, continue to walk the
Earth and give healthier firms nightmares”] and
banks has proved to be one of the most durable, dis-
torting and debilitating compacts in modern eco-
nomic history.”12 

A similarly “unholy alliance” between shambolic
banks and loan-gobbling zombie borrowers could
tip China’s dynamic economy into a Japanese-style
quicksand of declining growth. Chinese economists
understand the danger and recognize that rapid and
thorough reform of institutions surrounding China’s
investment system offers the surest defense.
Although institutional change is notoriously diffi-
cult to track, we can offer a simple metric for fol-
lowing the course of Chinese investment reform.

Seasonal indicators offer the best guide to reform
outcomes. Reform success will dampen quarterly
fluctuations in national investment spending and
GDP. This has already occurred in provinces that lead
China’s move toward a market system,with beneficial
consequences at the national level. Figure 5, which
plots percentage changes in quarterly nominal GDP
at the national level from 1995–1 to 2005–1, shows
considerable reduction in both the fourth-quarter
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Source: China Quarterly Gross Domestic Product Estimates 1992–2001 (Beijing, 2003) and subsequent official announcements.

Figure 5. Quarterly Growth of Nominal Chinese GDP 1995–1 to 2005–1 
(Percent change from previous quarter))
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peaks and the first-quarter troughs in GDP growth
during the past decade. Despite some backsliding in
the past two years, recent results show smaller fluctu-
ations than during 1995–98 (for fourth-quarter
peaks) or 1995–99 (for first-quarter troughs).

China’s economy has achieved truly remarkable
gains during the past quarter-century. Even so, the
range of future outcomes remains wide. While con-
tinued growth seems likely, the survival of Soviet-style
investment patterns opens the door to less attractive
possibilities. Obscure statistical indicators, especially
measures describing the seasonality of output and
investment, may offer the best guide to expectations
about the future of China’s giant economy.
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S
ince virtually the beginning of China’s eco-
nomic reform, analysts have been puzzled by
the co-existence of China’s authoritarian

political system and its dynamic economy. How did
it happen that sustained economic reforms and vig-
orous growth were compatible with only modest
alterations in the political system?  Today, although
China’s bureaucracy has become much more profes-
sional and capable, and institutions have become
more open and responsive to public opinion,
China’s political system is still fundamentally
authoritarian and hierarchical. Yet despite China’s
closed political system, economic growth has
remained robust. Will China’s continued economic
growth be possible in the context of this authoritar-
ian system, or will economic restructuring begin to
force more fundamental political changes?

The large questions about the relation between
economic and political change, and the ultimate
compatibility of economic and political systems are
beyond the scope of this short essay. Instead, I
emphasize some of the specific short-run economic
challenges that China faces today. I argue that China
has reached a kind of turning point in the relation-
ship between economic and political change.When
we look back over the past twenty-five years of eco-
nomic reform, we can identify a number of factors
that made China’s authoritarian system compatible
with economic reform—indeed might even have
made an authoritarian system more effective in car-
rying out reform than a democratic system.
However, most of these factors have now disap-
peared, and China instead faces a number of imme-
diate and troublesome challenges that are not very
tractable to top-down policy solutions. Three of
today’s most urgent economic challenges—broad-
ening and diversifying the financial system, restruc-
turing fiscal resources, and improving corporate
governance—all require both better institutions of
local economic governance, and a further loosening
of central political controls in order to achieve such
institutionalization.

LOOKING BACKWARDS

During its first fifteen years, Chinese reform con-
sisted primarily of the decentralization of authority
and resources almost wholly within the context of
the existing hierarchical structure.The existing rules
on the exercise of power and property didn’t change
much, but space was opened up for market-orient-
ed and entrepreneurial activity. Incentives were
made stronger and more market-oriented through-
out the system, but Communist Party leaders main-
tained some control over the overall incentive sys-
tem. Most embedded interest groups were protect-
ed, and overall, the 1980s reform was a “reform
without losers.” Under this reform model, contin-
ued authoritarian political control at least did not
stifle reform, and might even have contributed to
economic growth by providing continuity and sta-
bility for investors, and preventing some kinds of
egregious rent-seeking and corruption.

By the early 1990s, this model of reform had run
out of steam, having achieved about all that it could.
A shift in reform policy-making, during 1993-94,
began to restructure the rules and institutions that
governed economic activity.This new policy regime
achieved important successes, especially in the fiscal,
financial, and corporate governance spheres.
However, in nearly all cases, these achievements
were dependent upon a recentralization of political
power. During the 1990s, the authority of the
Communist Party hierarchy was used to restore
credibility and decisiveness to aspects of economic
policy that had lost those attributes. Measured
recentralization was carried out, and its objectives
generally achieved. The authority of the political
system was used to impose new rules on powerful
interest groups—for example, in the fiscal reforms of
1994, and the banking sector reforms of 1998-1999.
An even broader social impact was seen as previous-
ly protected groups were forced to bear the costs of
economic restructuring, with state enterprise work-
ers the group most obviously affected. The new
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openness to competition forced on China by the
December 2001 accession to the World Trade
Organization marked the logical culmination to this
sequence of top-down commitments.

The recentralization and dynamic use of political
authority so evident during the 1990s also planted
the seeds of its own failure. By drawing power
toward the political center—and in particular, by
strengthening the Communist Party’s ability to
intervene directly in economic management—eco-
nomic reforms after the mid-1990s achieved suc-
cesses but also created new obstacles for further
reform. Few really independent agencies were creat-
ed; the assignment of secure property rights to those
who controlled public resources did not proceed
very far; and the attempt to restructure the manage-
ment of public assets did not achieve breakthrough
success. Progress today requires a deeper process of
institutionalization that leads to reversal of at least
some aspects of the 1990s recentralizing package.

FINANCIAL BROADENING

The most widely recognized shortcoming of the
contemporary Chinese system is the feeble condi-
tion of its financial institutions. In the simplest pos-
sible terms, the Chinese government wants financial
institutions to stand on their own two feet. It there-
fore seeks to give them the financial resources they
need to escape the legacy of the past, but must then
credibly commit to neither intervene excessively in
their future decision-making, nor to bail them out if
they fail. Although important steps in this direction
have been taken, the fundamental independence of
these institutions from political control has not yet
been achieved. More broadly, China’s financial sys-
tem is not very diversified: we can characterize
China’s financial system as “deep but narrow.”

Financial deepening implies that a larger volume
of savings (relative to income) has been transformed
into investment through the intermediation of
financial institutions. China achieved a rapid
increase in the “depth” of its banking system, as
measured, for example by the ratio of M2 to gross
domestic product.At year-end 2003, household sav-
ing deposits were 89 percent of GDP; M2 was a
remarkable 189 percent of GDP. Financial broaden-
ing, on the other hand, means that the variety and
number of both financial market participants and
financial market instruments have increased. Here,
China’s progress has been much more modest.
Financial broadening implies that there is greater
choice for savers and for investors and this allows the
financial system to more efficiently match up differ-
ent uses with various source of funds. China’s finan-
cial system is still dominated by banks, and in par-
ticular by state-owned banks.

Indeed, the dominance of banks is actually becom-
ing more unbalanced. Table 1 shows the transfer of
funds through the formal financial sector during the
past four years. Not only is the share of total funds
transferred through the banking system extraordinari-
ly large, that share has actually increased annually over
the past four years, from 73 percent to 85 percent.
Growth of the stock market has stalled since 2001,
while bank lending has boomed with a new influx of
funds into the banking system. These are the symp-
toms and causes of the thus-far failed diversification of
the Chinese financial sector.

To be sure, important efforts have been made to
diversify the ownership structure of the banking sys-
tem itself.Most recently, both the Bank of China and
the Construction Bank have been authorized to
begin a process of Initial Public Offerings (IPOs).
These two—the best of the so-called “Big Four”
state-owned commercial banks—succeeded in low-
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Table 1. Sources of Funds Raised in Domestic Financial Market
Bank Lending

72.8%

75.9%

80.2%

85.2%

Treasury Bonds

14.4%

15.7%

14.4%

10.0%

Corporate Bonds

0.5%

0.9%

1.4%

1.0%

Stocks

12.3%

7.6%

4.0%

3.9%

2000

2001

2002

2003

Source: PBC, 2002 China Monetary Policy Report, 30; 2003 Report, 13.

 



ering their NPL ratios and improving their internal
auditing and supervision procedures.As a result, they
“qualified” for an injection of capital from the gov-
ernment. The newly-created Huijin Corporation
invested $45 billion from the state’s foreign exchange
reserves and thereby became the owner of these two
banks. Subsequently, the Huijin holding company
reorganized itself, and sought additional strategic
partners, on the way to finding strategic internation-
al investors, and then listing on domestic and foreign
stock exchanges.The restructuring of Bank of China
and Construction Bank are certainly positive devel-
opments that contribute to the diversification of the
financial sector.This process has also been repeatedly
delayed as weak accounting controls and recurrent
scandals have continued to shake the banks. Listing
has been delayed, and is now scheduled for some
time in 2005, but only provisionally, and on condi-
tion of improvement of controls.

Despite some movement, then, the financial sector
remains deeply troubled. Overall, the state-owned
banks possess a very large burden of non-performing
loans (NPLs), even after many successive rounds of
loan write-offs and capital injection.The risks posed
by the high share of NPLs are substantial, primarily
because overall the banking sector is so large in rela-
tion to the Chinese economy. Because China’s bank-
ing sector is so “deep,” the burden of funding needed
to fix the problem is large indeed. Since 2002,
Chinese banks have classified their loans according a
new system, which approximates international stan-
dards. While the numbers are big, the trends look
good, at first glance—overall, NPLs declined from 25
percent to 21 percent as a share of GDP between
2002 and 2003.They further declined in 2004, with
the Bank of China and Construction Bank turning in
especially impressive performances (down to 5.1 per-
cent and 3.7 percent respectively). However, upon
closer inspection, the danger is that the rapid growth
of total lending not only produces an illusion of
progress, it also creates a misleading indicator.A larg-
er proportion of total lending today consists of recent
transactions (since loan growth accelerated after
2002). It takes some time for lending to go sour; a
larger share of new lending inevitably correlates with
a low NPL ratio.Moreover, the abrupt shift in macro-
economic policy and the administration restrictions
placed on investment projects during 2004 will have
a significant impact on NPLs. Inevitably, those events
will increase the total volume of NPLs, even as they

cause the growth in total lending to decelerate. NPL
ratios will tend to rise again, creating further prob-
lems for Chinese policy-makers and regulators.At the
core of the problem is the lack of diversification in
the banking and financial systems.This lack of diver-
sification is related to the slow progress in providing a
regulatory framework and secure property rights for
financial transactions.

RESTRUCTURING FISCAL RESOURCES

China faces substantial long run fiscal challenges.
The two most significant future obligations are the
funding required to recapitalize the financial system,
and funding necessary to pay for implicit pension
liabilities. However, the total magnitude of future
obligations is not the greatest challenge that China
faces. Indeed, following the first round of fiscal
restructuring, China’s fiscal resources have rebound-
ed nicely since the low point in 1995, when they
were only 11 percent of GDP following the fiscal
reforms of the previous year. Fiscal revenues as a
share of GDP have increased by almost a percentage
point per year since that time, breaching 20 percent
in 2004. Moreover, the economy is growing rapidly.
The combination of a healthy revenue base and
rapid growth means that overall fiscal adequacy can
be achieved with modest effort.

Instead, the main challenge is to further institu-
tionalize the fiscal system.The fiscal reforms of 1994
made some progress in distributing authority over
revenues and tax rates to different levels of govern-
ment, and different functional systems. Those
achievements were important in putting China’s
budget on a stable and sound basis. However, they
took place more than a decade ago, and progress has
been much less dramatic in recent years.The clear-
est example is funding local government activities.
The budgetary reforms of 1994, while increasing
central control, clarified the division of resources
between central and provincial governments. But
the 1994 reforms were not designed in way to pro-
vide adequate funds for the base-level rural govern-
ments at the bottom of the budget hierarchy, espe-
cially in poor areas. Particularly in rural areas, the
supply of funds to carry out state-mandated pro-
grams such as education, local infrastructure, and
poverty alleviation have never been adequate.

In recent years, the Chinese budget has devoted a
sharply increasing share of budgetary resources to
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transfers to targeted regions and rural areas in gen-
eral. First, the Western region development pro-
gram, which began in 2000; and subsequently the
Northeast revitalization program, by late 2003, have
accounted for a rapidly increasing share of total
expenditures. Moreover, as the Hu Jintao-Wen
Jiabao leadership has made increasing efforts to assist
farmers—left behind by China’s booming urban-
based economy—legitimate taxes on farmers are
being sharply cut back.Twenty-two of China’s thir-
ty-one provinces are eliminating the agricultural tax
in 2005.To account for the increased expenditures,
and decreased local revenue capacity, the fiscal sys-
tem has become substantially more redistributive.
The central government transfers large amounts of
funds to the localities. However, the current system
is quite incomplete. Central to local transfer are
rarely rule-driven, but rather correspond to the
short-term needs of central policy-makers.Thus, of
total Central-local Transfers in 2002, 41 percent
were rebated taxes, 55 percent were discretionary, ad
hoc payments from center, and only 4 percent were
rule-driven, systemic transfers. Many of these discre-
tionary payments are earmarked for good purposes,
but that, in a sense, is precisely the problem. These
good purposes—including local level education,
social security, and government employee wages in
poor areas—need to have a stable source in regular
revenues. Much of the funding in the Western
Development Program, for example, goes to plug
holes in ordinary administrative and educational
funding in poor Western provinces. This creates
undesirable incentive effects for localities (it is better
to be poor and get national government support),
and leaves the funding difficulties of moderately
advanced regions completely unaddressed. Recent
reductions in the agricultural tax have lightened
burdens on farmers, but have left the unsolved the
question of how to put rural local finance on a
healthy footing.

The other large future liability is related to pen-
sion costs.Today, the national social security system is
scarcely reflected in budgetary figures at all.The lack
of funding of the pension system matters because
implicit pension liabilities are quite large, due to two
extraordinary factors. First, China’s draconian birth
control policies have created a compressed demo-
graphic transition, and will result in accelerated pop-
ulation aging after about 2015. Thus, the share of
aged in China population will increase very rapidly,

and well before China reaches the upper income lev-
els usually associated with an aging population.
Second, China’s urban pension system has actually
become more generous over the past decade, because
early retirement has become a primary tool to
reduce the work force at down-sizing state-owned
enterprises. In 2001, the average age of retirement
was fifty-one!  China’s fiscal system requires substan-
tial further restructuring. Long-term needs for local
government financing, restructuring financial assets,
and funding pensions press on the current system. In
each of these cases, development of deep and diver-
sified capital markets would permit more efficient,
lower cost financing of these obligations. The pay-
back to such reforms would be exceptionally large.A
clear legal and regulatory framework is necessary to
move away from the current system, which relies too
much on discretionary power.

STRENGTHENING CORPORATE GOVERNANCE

AND PRIVATIZATION

China is now privatizing. For decades, China pur-
sued the transition to a market economy without
carrying out significant privatization. But since
about 1999, the momentum of privatization has
accelerated dramatically. According to official fig-
ures, from 1998 through the end of 2003, the num-
ber of state-owned and state-controlled enterprises
in all sectors declined from 238,000 to 150,000,
through a combination of privatization, bankruptcy
and merger. The privatization wave is a positive
development for the Chinese economy, and appro-
priate to the stage of market transition China has
now reached. However, privatization thus far has
been hampered by the lack of clear guiding princi-
ples or a legitimate, publicly recognized rationale.
The privatization process, in other words, has gone
forward without any clear institutional framework.
The result has been a process that is still too slow,
non-transparent, and guided by insider interests
rather than publicly-enunciated principles.

The main government body today shaping the
privatization process is the State Asset Supervision
and Administration Commission (SASAC). SASAC
was authorized at the 10th National People’s
Congress in March 2003, with the mission to “fully
realize [the government’s role as] investor and owner
[tixian chuziren daowei].” Its mandate from the 16th
Party Congress (November 2002) was to establish a
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“new state asset management system in which
authority, duty, and responsibilities are united, and in
which management of assets, personnel, and affairs is
unified.”1 SASAC sees its primary mission as the pro-
tection of the public interest in the administration of
government assets. SASAC’s mission has been seri-
ously compromised by two main factors. First, it has
been unable to articulate a rationale for privatization,
and therefore indirectly contributes to a prolonged
and complicated privatization process that in the end
creates more opportunities for asset-stripping, insider
privatization, and other value-destroying activities.
Second, in its attempt to exercise unified control the
remaining government assets, it runs directly into the
traditional control over managerial appointments that
is exercised by the Communist Party. This prevents
SASAC from uniting the different features of the
owner’s rights and responsibilities in a single body.

Among all the areas where SASAC struggles to
define its role, the most difficult and sensitive is in
relationship with the Communist Party in sharing
authority over personnel decisions. When it was
established, SASAC was assigned the power to
appoint and remove the managerial staff in its super-
vised state enterprises. But in fact SASAC has never
achieved unambiguous control of the personnel
appointment process.

Moreover, even when SASAC exercises appoint-
ment power, it is unclear whether it is acting as an
agent of the Communist Party, or has some kind of
autonomous decision-making authority.This is not
surprising, since the control over personnel is the
most fundamental instrument of power exerted by
the Communist Party. But this control of personnel
reflects a fundamental shortcoming in the reform of
governance in the public sector, or in the privatiza-
tion process. Reformed corporate governance
means that the owners, as owners, select the man-
agers of firms.They select managers that will carry
out owners’ interests.

By contrast, the Communist Party tries to man-
age career paths in a way that encourages commit-
ment to the broader goals of the Chinese govern-
ment, and the Party itself. The Party promotes
careers that span individual companies or bureaucra-
cies precisely for this reason.We see many examples
of these cross-company career paths in China today.
During 2004, top executives at the big three state-
run airlines in China were changed.All three chiefs
were retired at the same time, and new heads

appointed, sometimes from different airlines. In the
telecom sector, top managers among the three top
firms, China Telecom, Unicom, and Netcom, were
shuffled among firms. Clearly, all these managers
answer to the same principal, and that principal, ulti-
mately, is the Communist Party. These are not sim-
ply isolated personnel choices adopted to cope with
immediate challenges:This inter-weaving of profes-
sionals from various sectors into a single national
career path is deeply embedded in the Party’s strat-
egy for the current period.The most recent formal
Party meeting (the Fourth Plenum in September
2004) stressed the need to improve the Party’s gov-
ernance capability.While this indicates a willingness
to make Party personnel decisions somewhat more
open, more competitive and more professional, it is
coupled with a determination to continue Party
control over the personnel process.

CONCLUSION

All the above issue areas share a common feature.
Progress in each area requires further institutionaliza-
tion of the rights and responsibilities which have
already partially devolved to local actors. In each
area, past progress has relied on a relatively informal
and non-institutionalized mode of policy-making
that is increasingly out of step with China’s more
sophisticated economy. Complex corporations and
financial institutions increasingly demand clearer
lines of accountability, disclosure, and reward. China’s
policy-makers are challenged to provide those rules
and regulations and thus far have responded only
partially and not yet adequately. What obstructs
progress?  In part, of course, progress is slowed by the
reluctance of individuals and interest groups who
have achieved substantial wealth and power within
the existing system. In part, it is the absence of a clear
legitimating principle for wealth and power inde-
pendent of Communist Party rule that makes it hard
to articulate a set of principles supporting a regula-
tory framework. This is particularly obvious in the
privatization process: although the Communist Party
long ago lost its zeal for public ownership, it has been
reluctant to acknowledge any competing rationales
underneath an ownership system.

If the political system is unwilling to impose lim-
its on its own discretionary power, then it is difficult
to see how China can create robust economic insti-
tutions that it needs. In the financial area, there is a
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significant and widely recognized danger of disrup-
tion to China’s long-term growth process.The good
news is that strong economic arguments in favor of
limiting discretionary power and establishing more
secure property rights may indeed persuade Chinese
leaders to accept checks on the power of the
Communist Party. Repeatedly over the last twenty-
five years, the needs of economic development have
been given priority when it was absolutely neces-
sary to do so. As Deng Xiaoping famously said,
“Development is the only hard truth.” Moreover, if
progress is made, it will be mutually reinforcing, and
move China rapidly toward a more efficient, middle
income developed market economy. What is at
stake is the creation of a virtuous circle at a level of
sophistication much higher than China’s economy
today: broader, more diversified and more transpar-

ent financial markets; stronger, more diverse, inter-
national competitive corporations; resolution of fis-
cal obligations.These changes are required to vault
China to the top ranks of world economies.

ENDNOTE

1.“Li Rongrong tan guoziwei jigou shezhi yu zhineng”
(Li Rongrong discusses the creation of the State Asset
Commission structure and capabilities), Xinhuawang
(New China net) (transcript of press conference), May
22, 2003, http://finance.sina.com.cn/g/20030522/
1413343503.shtml; see also the Implementing
Regulations at PRC State Council,“Qiye guoyou zichan
jiandu guanli zhanxing tiaolie” (Temporary regulations
on the supervision and management of state-owned
enterprise assets), State Council Order 378, May 13,
2003, http://www.sasac.gov.cn/zcpg/zcpg_0003.htm.
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