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FOREWORD

This book contains the edited papers presented by Chinese and
American scholars and practitioners at the second of four annual
conferences organized by RAND in Santa Monica, and the China
Reform Forum (CRF) in Beijing. The second conference was held at
RAND on November 9–10, 1999, with about 30 participants including
the authors and their discussants. The list of participants appears at
the end of this volume.

The second CRF–RAND conference and the editing and other requi-
sites for readying the original papers for publication could not have
been accomplished without the generous support of several organi-
zations and individuals. These include—besides the China Reform
Forum and RAND—the Committee of 100 and Henry Tang, the
Hoover Institution and John Raisian, the Capital Group Companies
and Gina Despres, Lombard Investments and Joseph Chulick, the
UCLA Center for International Studies and Richard Rosecrance, the
Zhejiang Gateway International Investment Company and James
Bitonti, and the Overland Group and Fred Liao.

It is a pleasure to acknowledge and express our appreciation for their
support. It goes without saying that none of these organizations or
individuals bears any responsibility for the content of the wide-
ranging views and policy suggestions presented in the book.

Charles Wolf, Jr.
Santa Monica, California
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Chapter One

CHINA, THE UNITED STATES, AND THE GLOBAL
ECONOMY: INTRODUCTION AND OVERVIEW

Shuxun Chen and Charles Wolf, Jr.

ABOUT THIS BOOK

From 1998 through 2000, the China Reform Forum (CRF) in Beijing
and RAND in Santa Monica have jointly organized an annual confer-
ence of experts from China and the United States, focusing on eco-
nomic and security subjects of mutual concern. Venues of the three
conferences alternated between Beijing and Santa Monica, and con-
ference participants included practitioners as well as scholars from
both countries.

This book contains the papers delivered at the 1999 conference in
Santa Monica, California, whose theme, “China, the United States,
and the Global Economy,” provides the book’s title.1 The conference
agenda and list of participants appear at the end of this volume.

The broad theme was deliberately chosen to provide ample scope to
address both economic and security interests and concerns of the
United States and China. While the theme was overly ambitious, it
allowed participants to address both quantitative and qualitative as-
pects of the subject: quantitative data relating to trade and invest-
ment, both bilaterally between China and the United States, and
multilaterally between them and the rest of the world; and qualita-
tive considerations such as those relating to China’s (and Taiwan’s)

______________ 
1The subject of the conference held November 16–17, 2000, in Beijing was “The
Challenges of Globalization.”
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membership in the World Trade Organization (WTO), as well as the
convergent and divergent security interests of China and the United
States.

The principal objective of the 1999 CRF–RAND conference was to
compare analysis and judgments from both sides about the eco-
nomic outlook for each of the three entities referred to in the confer-
ence title—China, the United States, and the Global Economy.
Associated with but subsidiary to this aim, the conference papers
and accompanying discussions considered the extent to which the
economic outlook in each of the three entities is dependent on, or
independent of, that for the other two.

OVERVIEW OF THE CHAPTERS

In Chapter Two, Dr. Gary Hufbauer examines the outlook for the
global economy. He projects relatively rapid growth in some coun-
tries and regions, but not in others. These differences he ascribes to
four principal “drivers”: macroeconomic stability, the rule of law,
privatization and the market economy, and international trade and
investment. Hufbauer’s “bottom-line” assessment is that East Asia is
likely to be the world’s most rapidly growing region, while the rich
Organization for Economic Cooperation and Development (OECD)
countries will sustain reasonably good rates of growth, (about 1.8
percent per capita per year). He concludes that “one thing that will
not happen . . . is a blissful convergence between rich and poor
countries.” Some of the poorer countries in East Asia will move to-
ward convergence, but most will not.

It is no surprise that Dr. Hufbauer finds that sustained growth and
prosperity in the American economy will redound to China’s benefit
through its stimulus to China’s exports to the United States.
However, he also suggests that China’s economic development will
be more affected by factors other than the buoyancy of the American
economy: for example, by streamlining and genuinely privatizing
China’s state-owned enterprises (SOEs), extending the rule of law,
and enforcing property rights and contracts. In turn, the economic
outlook in the United States is likely to depend much more on do-
mestic factors—for example, sustained productivity improvements,
stable monetary and fiscal policy, and high employment rates—than
on developments in China. Most economists would also assert what
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Dr. Hufbauer’s balanced evaluation only implies: China’s economic
prospects are much more likely to be influenced by the U.S. econ-
omy than is the U.S. economy to be influenced by that in China.

Dr. Cao’s contribution in Chapter Three on “World Economic
Restructuring and China’s Economic Transformation” envisages
three principal challenges facing China’s economy: rural industrial-
ization, modernization and restructuring of urban industry, and
“developing its knowledge economy.” His chapter is principally con-
cerned with how these challenges will be affected by, and may in
turn affect, the global economy. His discussion anticipates increased
“globalization” and opening of China’s economy, its exposure to in-
tensified international competition, the effects of these trends on the
restructuring and reform of China’s economy, and its comparative
advantages in international trade.

In Chapter Four, Dr. Gail Fosler, poses a critical question: “Can the
United States’ Economic Status Continue”? Her answer is strongly
affirmative. Although acknowledging “these very optimistic conclu-
sions may appear to be Panglossian,” she grounds them in the buoy-
ancy of consumer incomes and consumption demand, rather than in
the enhanced technology and productivity of the high-tech eco-
nomic sectors in the United States.

In Chapter Five, Dr. Yeh reviews “China’s Economic Growth: Recent
Trends and Prospects.” He notes and dissects the myriad problems
and puzzles presented by China’s economic statistics. He concludes
from this analysis that, while the aggregate size of China’s economy
has been underestimated, its economic growth has probably been
overestimated by at least 2–3 percent! Dr. Yeh contends that China’s
problem of sustaining an adjusted economic growth rate of 6–8 per-
cent is likely to be an “arduous challenge.” He concludes that the
long-term growth rate is in fact likely to be somewhat lower: “How
much lower will depend largely on the pace, direction, and effective-
ness of economic reforms.”

Professor Angang Hu’s Chapter Six, “The Chinese Economy in
Prospect,” assesses China’s near-term and longer-term growth
prospects. In the near-term, he emphasizes the importance of anti-
deflationary policies in the economy to offset the deflationary ten-
dencies engendered by the downsizing of SOEs and the accompany-
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ing increases in urban unemployment and the losses of pension,
health care, and other social benefits that typically have been pro-
vided by the SOEs to their employees. For the longer-term, Professor
Hu’s package of recommended policies is far-reaching, dramatic,
and daunting. The package of reforms includes reducing the burden
of taxes and fees on investors, canceling direct and indirect subsidies
to the SOEs, building an efficient “social safety net,” establishing
transparent competitive bidding procedures for production and pro-
curement contracts, reducing or canceling tariffs and nontariff barri-
ers, and repealing current policies and practices that discriminate
against or in favor of foreign investment.

If President Jiang Zemin and Premier Zhu Rongji were to give these
policies the explicit imprimatur of China’s government, such nega-
tive consequences as might ensue from them in the short-run would
be swamped in the medium to longer-term by the gains for China,
the United States, and the global economy.

In Chapter Seven, Professor Yasheng Huang presents a provocative
analysis of “The Role of Foreign-Invested Enterprises in the Chinese
Economy,” employing what he refers to as an Institutional and Policy
Factors Approach (IPF). He acknowledges the importance of foreign
direct investment (FDI), and the relatively rapid growth of foreign-
invested enterprises (FIEs) as sources of both gross national product
growth and of real investment in fixed assets, compared with the
contributions of the SOEs. Addressing the question of why FDI and
FIEs are ascribed special importance in China’s economic growth,
Professor Huang devotes about equal attention to two issues: rebut-
ting the standard explanations and advocating his own novel
explanation. In the first category, he finds the conventional
explanations—enhanced productivity, export performance, bridging
savings-investment gaps, and importing technology and improved
management techniques—to be unconvincing.

In the second category, Professor Huang describes a new approach
to explaining the FDI/FIE phenomenon in China—an approach that
places principal emphasis on institutional and policy factors. In
brief, IPF focus on the imperfections and inefficiencies in China’s
domestic product and financial markets. These inefficiencies, he ar-
gues, result from China’s slowly changing legacy of central planning,
and of non-market-based mechanisms for resource allocation: for
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example, the favoritism still accorded to SOEs in access to capital
and their protection from import competition. The result is discrimi-
nation against domestic start-ups and competitive markets. The in-
stitutional and policy factors approach also includes China’s juris-
dictional decentralization, which inhibits those Chinese provinces
that are short of savings access to capital in other provinces that have
excess savings.

In Chapter Eight, Dr. Xiaomin Shi considers “China’s Macro-
economy: Expanding Domestic Demand and Interim Reforms,”
focusing on the “structural contradictions” that inhibit China’s
growth and modernization. He emphasizes the “contradiction”
between the efforts of financial and central ministerial management,
on the one hand, and the operation of market mechanisms in allo-
cating resources, on the other. To reduce if not remove these
contradictions, Dr. Shi urges that the division between government
and market responsibilities should be more rigorously defined.
Government should retreat “from areas in which government
interference is improper,” while increasing its “presence” in areas
where Dr. Shi believes the market does not function well. He en-
visages a concentration of government efforts to “promote and
perfect market mechanisms,” while supervising the behavior of mar-
ket players to prevent monopoly and abuse.

In Chapter Nine, Professor Henry Rowen elaborates China’s “Short
March from Isolation to Major Player.” He charts the “march” in
terms of China’s growing shares of international trade and global
foreign investment, according particular attention to the important
facilitating role of Hong Kong and prospectively of China’s accession
to WTO.

John Despres presents in Chapter Ten a broad overview of “American
Interests In and Concerns with China.” Among the main U.S.
interests that he cites are preventing wars in Asia, ensuring that
China’s relations with Taiwan remain peaceful, and sustaining
growth in both the Chinese and American economies. More specifi-
cally, he notes China’s economic growth is of importance to the
United States—“not just to large multinational firms like Boeing,
Microsoft and Motorola,” but to American workers, farmers, and
small businesses, as well. The importance of these interests will ex-
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pand as China’s markets open further as a result of WTO member-
ship.

He points out that China also registers as a U.S. security concern in
connection with Taiwan’s peaceful future, and in China’s evolving
relations with “nuclear-armed South Asia.” In Mr. Despres’ view, U.S.
concerns also extend to China’s “one-party dictatorship,” and the
constraints it imposes on human rights, noting that “openly criticiz-
ing such strict constraints . . . will continue to be an essential ex-
pression of American ideals.”

Dr. Xianquan Xu addresses “Sino-U.S. Economic and Trade
Relations” in Chapter Eleven, concentrating on two key issues: the
U.S. bilateral trade deficit with China and China’s accession to WTO.
Concerning the first of these issues, he contends that U.S. estimates
of the bilateral trade deficit are based on erroneous data and, in any
event, “the United States should not view its trade deficits with China
as a serious problem.” It might be noted in passing that while many
American economists would demur on the statistical part of this
contention, most would concur with Dr. Xu’s quoted conclusions
about trade deficits and especially the bilateral U.S. trade deficit with
China.

Turning to China’s accession to WTO, he suggests this will propel
economic reform, enhance China’s economic openness, and
strengthen the rule of law in the economy and society at large.

Finally, in Chapter Twelve, Dr. Hui Wang provides a broad overview
of U.S.-China relations—bonds and tensions. Among the “bonds” he
cites regional security and prosperity, “business ties,” bilateral trade,
and preservation of the global environment. Among the “tensions,”
he emphasizes the status and future of Taiwan—citing “the contra-
dictions,” as he sees them, in U.S. policies toward Taiwan, as well as
the bilateral trade imbalance and ideological divisions (including
human rights in China). Dr. Wang concludes with the admonition
that emphasis on the bonds in the U.S.-China relationship, rather
than the tensions, is plainly advisable because “if the United States
treats China as a friend, China is likely to act like one.”

So much, then, for a brief overview of the diverse contributions to the
1999 conference between RAND and the China Reform Forum in-
cluded in this volume. Particularly noteworthy is the diversity among
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the papers presented by senior Chinese scholars and members of the
bureaucracy. Notwithstanding their diversity, several common
themes emerge. These include, for example, the multiplicity of de-
velopments in the global economy encompassed by the term
“globalization,” including especially the frequent attention in several
of the chapters to global capital flows, the importance of foreign di-
rect investment, technology transfer, and enhancement of economic
openness. Underlying these themes is agreement among both
Chinese and American authors concerning the substantial benefits to
be realized by China from these developments.

Indeed, these common themes were in large measure responsible for
our decision to focus the third annual CRF–RAND conference in
Beijing in November 2000 on “The Challenges of Globalization.”

THE CHALLENGES OF GLOBALIZATION: COMMENTS ON
THE BEIJING CONFERENCE IN 2000

While the emphasis accorded in both the American and Chinese pa-
pers to globalization is important to note, the term’s precise meaning
as reflected in the various chapters that use it is ambiguous. The mil-
lions of words and the dozens of books that purport to describe and
define “globalization” recall the observation of an 18th century
American philosopher, Benjamin Franklin: “A flood of words, and a
drop of reason,” as well as those of an anonymous 17th century poet:
“Where words most abound, much sense beneath is rarely found”!

At a simple, nontechnical level, globalization may be defined as “the
act, process, or policy of making something worldwide in scope or
application.”

A narrower definition focusing on economic openness, might be ex-
pressed in these terms: “globalization represents the increased
speed, frequency, and magnitude of access to national markets by
nonnational competitors.” Moreover, this definition is intended to
cover all markets including social, cultural, recreational, intellectual
property, literature, film, music, and sports as well as those for mer-
chandise and commercial services.

Globalization has struck all the countries of the world like a turbulent
wave, capturing attention by politicians, scholars, entrepreneurs,
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workers, farmers, and voters around the globe. Some see it as a good
fortune for global economic development, and some consider it a
dangerous threat, if not a disaster. In any event, the issue is impor-
tant. People from different countries with differing points of view
should seek to strengthen mutual understanding.

The 2000 conference in Beijing on “The Challenges of Globalization”
addressed the following aspects of globalization:

1. Meaning and measurement of globalization.

2. Experience, lessons, and implications of globalization across
countries and historically since the mid-19th century.

3. Issues facing the United States and China in relation to globaliza-
tion including issues of the recent trends of the U.S. economy, the
recent explosive development in the information technology in-
dustry and the role of innovation, and empirical examination and
implications of economic integration across the Taiwan Strait.

The annual CRF–RAND conferences offer scholars and practitioners
a forum to demonstrate and exchange views and ideas from their
broad and diverse backgrounds. It provides a platform for scholars
and officials to explore and explain current and future issues and
policies—in the process enhancing mutual appreciation and under-
standing.



Part I

OUTLOOK FOR THE GLOBAL ECONOMY
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Chapter Two

TRENDS AND PROSPECTS IN THE GLOBAL ECONOMY
Gary Hufbauer

The global economy is a big subject, with numerous dimensions and
conflicting currents. My observations are addressed to long-term
scenarios—change over the next 20 years. The longer the time hori-
zon, the greater the spectrum of possibilities. Rather than present an
array of outcomes, my scenarios are ones that I regard as most likely.
More optimistic perspectives on the world economy over the next 20
years can be found in the 1997 Organization for Economic
Cooperation and Development (OECD) publication, The World in
2020: Towards a New Global Age.

LONG-TERM GROWTH: A BACKWARD VIEW

For those of us near the end of our careers, the year 1980 seems re-
markably close and the year 2020 seems awfully distant. But the two
years are equally spaced from this conference. Before speculating on
unknown prospects in the murky future, it may be useful to under-
score familiar trends in the clearer past.

Since 1980, two regions in the world economy have performed well:
the rich OECD nations, which on average had good growth, and East
Asia (including China, but excluding Japan), which had spectacular
growth. Between 1980 and 2000, per-capita gross domestic product
(GDP) in the rich OECD area (excluding Mexico and Korea) grew by
about 1.4 percent annually, reaching $28,000 (at year 2000 prices in
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purchasing-power terms).1 Per-capita GDP in East Asia grew by
about 5.8 percent annually, reaching $4,600 (again in purchasing
power). The world population in 2000 is about 6.1 billion, of which
0.9 billion live in rich OECD countries and 1.8 billion live in East Asia.
For these 2.7 billion, the last two decades have, on the whole, been
good years.

The same is not true elsewhere in the world. After a terrible decade in
the 1980s, Latin America was struggling with modest growth in the
1990s. Over the past two decades, per-capita GDP has grown about
0.9 percent annually, reaching $7,200. India has gained ground, with
annual per-capita GDP growth of about 3.1 percent. But in absolute
terms, India remains very poor, with per-capita GDP of about $1,900.

Most of Africa, Russia, much of the former Soviet Union (FSU), Iraq,
Iran, Afghanistan, Pakistan, Bangladesh, and Burma have endured
disaster after disaster. All told, the population of these troubled
countries numbers 1.9 billion. They have a wide range of per-capita
GDP figures, but the average is probably around $2,800. Average per-
capita GDP figures do not convey the extent of grinding poverty. In
many countries, more than half the population exists on less than $2
per person per day. One out of three Russians lives on $1 per person
per day.

Underlying the disparate trends in the world economy are four broad
themes, or economic “drivers,” that distinguish between winners
and losers.

Macroeconomic Stability

A necessary condition for satisfactory long-term economic perfor-
mance is macroeconomic stability. This means low inflation (under
10 percent per year); modest fiscal deficits (under 4 percent of GDP)
or even fiscal surpluses; and an exchange rate that does not fluctuate
wildly (average absolute real appreciation or real depreciation of
more than 20 percent annually qualifies as “wild”). Nearly all the
OECD countries and East Asia observed these conditions. During the

______________ 
1All dollar amounts are in 2000 prices in purchasing-power terms unless otherwise
noted.
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1980s, these conditions were violated in most of Latin America; in the
1990s, they have been missing in Russia and many countries of the
FSU; and for the last two decades, they have been absent in most of
Africa and parts of the Middle East.

Once a country has experienced five or ten years of macroeconomic
instability, it is hard to restore order. By that time, powerful interests
(such as the military, industrial oligarchs, or strong unions) have
acquired a grip on public spending and central bank credit, and it is
terribly difficult to curtail their demands. Only with a social revolu-
tion were these forces defeated in Latin America. They still dominate
in Russia, most of the FSU, most of Africa, and many other impover-
ished countries.

By the same token, after five or ten years of macroeconomic stability,
powerful interests spring up to defend the status quo—a combina-
tion of pensioners, civil servants, others on fixed incomes, salaried
employees, and most financial institutions. These forces are evident
in Japan and the European Union—regions that value low inflation
and fiscal prudence, even though their economies endured subpar
performance in the 1990s.

Rule of Law

A contributing condition to satisfactory economic performance is the
rule of law, especially as it applies to commercial dealings: property
rights, contract rights, and honest administrative and judicial sys-
tems. The conceptual opposite to the rule of law is the rule of power.
Under the rule of power, the person, company, or ministry with the
upper hand appropriates most of the economic gain. In its crudest
form, the rule of power is simply the rule of the military, as in the
Congo, where the ownership of mines shifts with the fortunes of bat-
tle. In more subtle forms, the rule of power revolves around the
minister who dispenses valuable licenses and permits, as in
Indonesia.

Most countries lie along the spectrum between the rule of law and
rule of power. The writing of economic laws (e.g., regulation, taxa-
tion, bankruptcy, etc.) is usually an exercise in political power rather
than dispassionate public policy. Even in the “law-abiding” United
Kingdom, the administration of justice reflects power in the sense
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that court litigation is expensive and the loser must bear the entire
cost of both parties. While the role of power can never be abolished,
economic performance is better favored by the rule of law. There are
two reasons for this proposition.

First, societies that prize the rule of power devote substantial re-
sources to the acquisition and defense of power—money for armies
and police, money for political position, money for bribes. From a
social standpoint, these resources are wasted, but from a private
standpoint, the payoff can be enormous. In extreme forms—as in
Russia, Congo, Afghanistan, Burma, and Cambodia—resources de-
voted to the acquisition of power literally devour the nation’s eco-
nomic base.

Second, societies that prize the rule of power erode the incentive to
save and invest. Why should anyone build up a business when it may
be taken away (by the police), taxed away (through bribe payments),
or regulated away (through permits denied)? This question is
especially acute for a small or medium firm, or a foreign firm without
much political power. Weaknesses in the rule of law help explain why
large conglomerates have thrived—at the expense of small and
medium firms—in such countries as Korea and the Philippines. In
these environments, even a lucky firm that escapes direct predators
will suffer, because its capitalized value will be low, reflecting the un-
certainties facing any prospective new owner.

In extreme forms, a weak rule of law takes a heavy toll on human
capital. Why should a family invest long years and heavy expense in
educating a child to become an accountant, chemist, or engineer
when society’s prizes are awarded to military officers and politicians?
These distortions help explain the weak technical education of elite
students in such countries as Vietnam and Venezuela. They also ex-
plain why talented and trained individuals head for the United
States, Canada, or Europe.

Privatization and the Market Economy

Countries that have done well in the past two decades have turned
their productive sectors over to private firms. These countries ob-
serve the basic tenets of a market economy; hence price controls and
quota requirements are infrequent. In addition, successful countries
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generally expose their firms to competition, both domestically and
internationally, thereby curtailing the power of private monopolies
and oligopolies. A few countries permit an active market for corpo-
rate control, both through friendly mergers and acquisitions and
through hostile takeovers.

Privatization and free markets mean that vast swaths of the economy
are no longer subject to the power of public officials. This represents
a major break, because public companies can award jobs to political
supporters, and regulated markets can favor key constituencies.
Moreover, once open competition is allowed, in corporate control as
well as product markets, upstart companies can overthrow estab-
lished business firms.

To sitting officeholders, the “costs” of privatization, deregulation,
and a market economy are substantial; but to the economy, the
payoff in terms of growth is ample. A functioning market economy
invests scarce capital more rationally between competing uses. The
result is to lift the return to capital economywide. For example, two
economies may both save and invest 15 percent of GDP annually. In
the economy with large elements of public control, the annual return
to investment may be as low as 5 percent; in an economy with func-
tioning markets, the annual return may be as a high as 15 percent.
The difference in returns translates into gains of 1.5 percent of GDP
annually. This is not a fanciful calculation. Recent econometric work
suggests that the growth difference between a country with a closed
and monopolistic financial system to an open and competitive
financial system is 1.3 percent to 1.5 percent annually.

International Trade and Investment

Successful countries have, for the most part, opened their economies
to international trade in goods and services and to international di-
rect and portfolio investment. An economy that is open to interna-
tional trade enjoys the “static” benefits of aligning its productive
structure to prices prevailing in world markets: It imports goods and
services that it produces less efficiently, and exports goods and ser-
vices that it produces more efficiently. Beyond these static benefits,
an economy that is open to international trade experiences the
“dynamic” benefits that accrue when the market power of local mo-
nopolies is weakened and local firms are spurred to adopt best-
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practice management and technology. The combination of static and
dynamic benefits increases GDP growth (for countries that start with
a closed economy) by up to 2.0 percent per year.

A country that takes the further step of allowing international direct
and portfolio investment in a wide range of productive sectors can
do even better. Direct investment usually brings the fastest applica-
tion of best-practice management and technology. Portfolio invest-
ment—if accompanied by strict regulation and surveillance of fi-
nancial institutions—can serve to narrow the gap between domestic
and international interest rates and introduce new forms of financial
innovation to the domestic economy. Plausible estimates suggest
that foreign direct investment (FDI) can add up to 0.8 percent to an-
nual GDP growth, and financial innovation can add another 0.2 per-
cent.

Postscript: Savings and Investment; Innovation and
Diffusion

My list of economic “drivers” does not include savings and invest-
ment nor innovation and diffusion. These elements are critically im-
portant. However, in modern times, they are more the result than the
cause of a successful political and economic environment.

Macroeconomic stability and the rule of law are the drivers that fos-
ter high rates of personal savings and investment. Personal savings
usually take the form of education, housing, and retirement plans
(especially for advanced industrial countries, and for emerging
countries that have followed the Chilean example of reforming their
social security systems). When properly measured, personal savings
rates should include both retained corporate earnings (hence corpo-
rate investment) and the acquisition of human capital through better
education. Higher savings rates promote higher GDP growth rates.
When savings rise by 5 percent of GDP, the GDP growth rate is prob-
ably boosted by 0.5 percent annually. However, there is little a gov-
ernment can do through targeted measures (such as tax incentives or
public campaigns) to increase private savings and investment.
Instead, the government enhances private savings and investment
largely by implementing sustained macroeconomic stability and the
rule of law.
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Much the same is true of innovation and diffusion. Here, the key
drivers are privatization and the market economy, together with in-
ternational trade and investment. At the frontier of basic research,
government funding can sponsor pioneering innovations. Advanced
discoveries in genetics and disease, computers, the Internet, new
materials, and much else have sprung from public laboratories. Most
innovations, however, emerge from industrial research and de-
velopment, driven by the possibility of private profit. Nearly all dif-
fusion occurs in response to market competition, both domestic and
international. Laggard firms that lose markets are driven to embrace
new technology and management practices.

LONG-TERM GROWTH: A FORWARD VIEW

If my list correctly identifies the four drivers of long-term growth,
then my forecasting task has been simplified. The question for each
region is the extent to which it will embrace the four drivers over the
next two decades. For convenience, I have organized my exposition
in terms of six regions: the rich OECD countries (excluding Mexico
and Korea), East Asia (including China but excluding Japan), Latin
America (including Mexico and the Caribbean), India, and finally
Africa, Russia, and other troubled countries.

In terms of population, the rich OECD countries may grow by 100
million persons over the next two decades, to reach about 1.0 billion
in 2020. The East Asian nations may grow by 300 million to reach 2.1
billion. Latin America may grow by 100 million to reach 0.6 billion.
India may grow by 300 million to reach 1.3 billion. The poor and
desperate countries in Africa, Russia, and elsewhere may grow by 800
million to reach 2.7 billion. All told, in 2020, world population may
reach 7.7 billion (or somewhat more), a population growth of 1.6 bil-
lion in 20 years. Nearly 95 percent of the population growth will take
place outside the affluent OECD nations.

Rich OECD Countries

The rich OECD countries have, with some exceptions, incorporated
the four drivers in their political and economic systems. As a conse-
quence, the next 20 years should be good, with average GDP per-
capita growth of about 2.0 percent per year, a faster rate than the
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past twenty years. At this rate, per-capita GDP will reach $42,000 in
2020. Flaws in the four drivers are more interesting than the overall
optimistic trend.

The biggest threat to macroeconomic stability is the rising fiscal bur-
den of health care and social security benefits associated with aging
populations. In 2020, more than 40 percent of the population in
continental Europe and Japan will be 65 years of age or older. The
number of grandparents will exceed the number of grandchildren.
Grandparents are expensive in terms of health care and pensions.
Moreover, they vote.

The threat to macroeconomic stability is greater in continental
Europe than Japan, because Europe has a longer and deeper com-
mitment to public pensions and health care. Unless Europe and
Japan find politically acceptable means of curtailing pension and
health expenditures, or raising taxes (which are already very high in
Europe), per-capita GDP growth could be depressed by 0.5 percent
per year.

Both continental Europe and Japan must change to acquire “full”
market economies in the Anglo-Saxon sense. In particular, they must
foster markets for corporate control—both voluntary mergers and
hostile takeovers. Europe is well on the way, with the annual volume
of corporate mergers, acquisitions, and takeovers in Europe now
about the same as in the United States. Japan is far behind, but
change is on its way. With freer markets for corporate control, many
benefits will ensue: restructuring, better management practices,
adoption of new technology, and more efficient use of the workforce.

The biggest threat to international trade and investment is the
antiglobalization, especially strong in the United States but evident
throughout the OECD. The backlash camp will not succeed in
erecting new barriers to world markets. But it may succeed in slowing
down or blocking new liberalization initiatives. This would retard
international economic integration, but for the OECD countries the
worst-case toll on per-capita GDP growth would probably be less
than 0.2 percent annually. Trade and investment restrictions such as
tariffs, quotas, and reserved sectors are generally low. Integration
over the next 20 years will thus be driven by market forces already at
play: linked capital markets (where barriers hardly exist), sharply
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falling telecommunications and computing costs, and lower trans-
portation charges (especially air cargo).

If the backlash forces secure a political foothold in the United States
and Europe, the real losers will be emerging countries that are be-
ginning to adopt the international growth drivers. First, they will
loose because historic U.S. and EU barriers to exports from develop-
ing countries will endure that much longer – exports of textiles and
apparel, specialty agriculture, light manufactures and processed
foods are all at risk. Second they will lose as “me-too” resistance to
liberalization takes hold within developing nations.

East Asia

My scenario calls for 5.0 percent annual per capita GDP growth in
East Asia over the next two decades, somewhat less than since 1980,
but still the best in the world. At this rate, East Asian per-capita GDP
will reach $12,000 in 2020. This is an optimistic figure, and entails
much greater policy transformation in East Asia than in the rich
OECD area.

East Asia currently has full command over only one of the drivers:
macroeconomic stability. The V-shaped recovery now under way in
the aftermath of the 1997/98 financial crisis largely reflects good
macroeconomics. The principal macroeconomic weakness in East
Asia is China’s large central budget deficit. When correctly measured
to include subsidies to state-owned firms and the annual interest lost
on nonperforming loans held by state banks, the figure probably
amounts to 9 percent of GDP annually. This is much too high.

The other macroeconomic weakness in East Asia is the long habit of
pegging currencies to the U.S. dollar, or to a basket of currencies
heavily weighted by the U.S. dollar. In the wake of the crisis, most
countries (excluding China) have sensibly abandoned their pegs in
favor of a free float. Over the next 20 years, if East Asian countries are
prepared to build very large foreign exchange reserves, and to reform
their financial systems dramatically, a return to dollar pegs may
prove feasible. Alternatively, East Asia could create its own regional
money, but to survive the new currency would need even stronger
disciplines.
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East Asia has partially installed two of the other economic growth
drivers: privatization and the market economy, and international
trade and investment. High per-capita GDP growth critically de-
pends on fully embracing these two drivers over the next 20 years. In
some East Asian countries (for example, China and Vietnam), large
segments of the economy remain to be privatized. In many East
Asian countries, monopoly and oligopoly firms dominate the econ-
omy, and effectively limit external as well as internal trade and in-
vestment. This is widespread in Korea and Indonesia, but also char-
acterizes segments of the economy in Thailand, the Philippines, and
China. Equally important, the market for corporate control barely
exists throughout East Asia. An optimistic, high-growth scenario de-
pends on extensive mergers, acquisitions, and takeovers.

Over the past 20 years, East Asian countries have generally liberalized
their trade and investment regimes, both unilaterally and in the
context of multilateral negotiations. But barriers still exceed OECD
levels by a wide margin. East Asian bound tariff rates are often above
20 percent, even though applied tariff rates are usually in the range of
10 to 15 percent. While inward investment has been liberalized,
many countries still require formal or informal consent before allow-
ing foreign firms to establish operations. In the next 20 years, East
Asian nations will necessarily rely more on their own unilateral and
regional initiatives, and less on multilateral World Trade
Organization negotiations, to acquire open trade and investment
systems. There are two reasons for this proposition: The OECD coun-
tries are less enthusiastic about policy-driven liberalization, and they
have fewer reciprocal concessions to offer.

East Asia’s greatest weakness is in the rule of law. This was painfully
illustrated by financial malfeasance that set the stage for the 1997/98
crisis and continues to play out in the prolonged resolution of insol-
vent banks and bankrupt corporations. Elevating the rule of law
means diminishing the rule of power. My optimistic outlook for East
Asia is based on the assumption that, over the next 20 years, a suc-
cession of reform leaders will look beyond the personal benefits that
could accrue from exploiting their office and instead build institu-
tions that create a rule of law.
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Latin America

My scenario calls for Latin American per-capita GDP to grow 3.0 per-
cent annually over the next two decades, reaching $13,000 in 2020.
For Latin America, this is a highly ambitious figure and will require
major reforms.

Latin America has a recent and somewhat fragile commitment to
macroeconomic stability. Until the early 1990s, high inflation, large
fiscal deficits, and wild exchange rates wracked most Latin American
countries. In the 1980s, Chile started the parade toward macroeco-
nomic stability, followed a decade later by Argentina. Other countries
later joined the stability camp, most importantly Brazil. While
stability has brought prosperity to the top 20 percent of employees,
most workers have seen little improvement over two decades. Hence
fragility, especially in the Andean countries and parts of Central
America. Yet with each passing year the stability coalition gains po-
litical power. Over the next two decades, most Latin American na-
tions will likely follow the Argentine example, anchoring their cur-
rencies to the U.S. dollar and backing their anchors with prudent
fiscal and monetary policies.

The rule of law is making headway in Latin America. The region has a
tradition of civil codes, covering all aspects of commercial life. The
problem has been honest implementation. But the courts and regu-
lators are improving. The biggest threat is the flood of drug money,
bringing with it urban violence, rural guerrillas, and corruption of
politicians, police, and judges. These side effects deter foreign in-
vestment specifically and economic progress generally. The Andean
countries, together with parts of Central America and the Caribbean,
are blighted and could miss out on economic growth.

Apart from a few sectors (e.g., petroleum and electric power), Latin
America has embraced privatization and the market economy. It is
pursuing integration with world trade and capital markets. Chile has
unilaterally opened its economy. As a North American Free Trade
Association (NAFTA) member, Mexico has instituted a regime of
open trade and investment. Over the next decade, most of Central
America and the Caribbean will become de facto associates of
NAFTA. Brazil still has extensive protection, but barriers are rapidly
coming down in the Mercosur context. Continued economic liberal-
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ization is critical for Latin America to achieve sustained per-capita
GDP growth of 3.0 percent.

India

My long-term scenario calls for Indian per-capita GDP to grow by 3.5
percent annually, only a slight improvement over the past 20 years.
At a 3.5 percent growth rate, Indian per capita GDP will reach $3,800
in 2020. India is so poor that, with modest reforms, it should achieve
that rate. The wrenching reforms achieved in China, Chile and a few
other countries seem out of reach for the Indian political and social
structure. Instead, modest reforms look like an upside limit.

Macroeconomic stability in India (as in Brazil) is threatened by the
claims of civil servants, pensioners, and assertive states. It is further
threatened by extensive reliance on foreign exchange controls, rather
than monetary discipline, as a means of regulating the exchange rate.

These foreign exchange controls, buttressed by extensive tariff and
nontariff barriers, insulate India from international trade and in-
vestment. Much of the economy is either state-regulated or domi-
nated by large firms that are intertwined with political parties. In
formal terms, India is governed by the rule of law, but the adminis-
trative and judicial machinery is notoriously slow and corrupt. All
this is changing, but even reform governments seem constrained to
move at a slow pace.

Africa, Russia, the FSU, Iran, Pakistan, etc.

The outlook for these countries is bleak, both in economic and social
terms. In Africa, AIDS is rampant. In desperate Russia, male life ex-
pectancy has dropped to 58 years. These countries will be lucky if
per-capita GDP grows at 1.5 percent per year, reaching an average of
$3,800 in 2020. Two decades ago, many of these countries were richer
than India. Two decades hence, they will be lucky to keep up with
India. Prospects are so bad among these troubled nations that the
World Bank, the IMF and the OECD search for the smallest rays of
hope. But in fact none of the growth drivers are evident.
Macroeconomic policy is in shambles and trade barriers are extreme.
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Production and distribution are controlled either by the state or by
crony capitalists. The rule of law is a farce.

As everyone knows, but is too polite to say, these economies are run
on predatory principles. Economies based on predatory principles
have been with us throughout history. Predatory principles inspired
feudal wars in Europe during the Middle Ages. In the colonial era, the
principles were exported to Latin America, Asia and Africa. The
surprise is not the persistence of predatory principles, but their oc-
casional displacement by growth drivers.

These days we hope that the World Bank and International Monetary
Fund will displace predatory principles in afflicted countries. But at
most these institutions can bring macroeconomic stability. They can
do little to create a true market economy in the face of kleptocratic
leaders and criminal enterprises. They cannot create a benign colo-
nial corps of police, regulators, and judges.

Nor can the troubled nations rely on larger flows of official assis-
tance. As a share of GDP in the rich OECD countries, official assis-
tance is headed towards the vanishing point. Moreover, the politics
of international institutions and major OECD donor countries ensure
that official assistance largely goes to countries with strategic impor-
tance, and the rest is spread thinly across the spectrum of claimants.
Hence it is difficult to reward, with official support, those few coun-
tries that spontaneously replace predatory principles with growth
drivers.

Despite the hostile internal and external environment facing this
group, some countries will manage to break from the predatory
mold. Which ones? Egypt? Ghana? Uganda? Ukraine? Kazakhstan?
Pakistan? Bangladesh? The few countries that escape will first grow
their economies at home and then find support in the private inter-
national economy. New trade opportunities will emerge and invest-
ment will begin to arrive.

SUMMING UP

Enormous changes will characterize the next 20 years. The popula-
tion profile in rich OECD countries will become older. The relative
importance of non-OECD countries will increase, both in economic
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and strategic terms. Countries will abandon their national currencies
(in fact if not in name) and anchor to the dollar, the euro, the yen—or
a weighted combination of the major currencies. Capital markets will
become highly integrated. Large firms will equate labor productivity
and compensation across many regions of the world. E-commerce
will blossom. A huge proportion of services trade will be conducted
over the Internet. Retail firms will supply whole regions, through
Internet orders, not just metropolitan areas.

But one thing that will not happen, according to my scenario, is a
blissful convergence between rich and poor countries. In the year
2000, the ratio between per-capita GDP in the OECD and the per-
capita GDP in the bleakest group of countries is about 10 to 1,
$28,000 to $2,800. In the year 2020, the ratio will probably increase to
about 13 to 1, $40,000 to $3,000—an absolute difference of $38,200
per person per year. Absolute differences in real per capita income
are already enormous and they will become even more staggering.
To be sure, the gap between OECD and East Asia will close. But on
the whole, absolute income differences 20 years hence will widen,
and relative income ratios will not narrow.
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Chapter Three

WORLD ECONOMIC RESTRUCTURING AND CHINA’S
ECONOMIC TRANSFORMATION

Yuanzheng Cao

Since 1978, China’s economic system has undergone a 20-year-plus
market-oriented reform. Over that period, economic evolution and
structural transformation were mostly driven by domestic factors;
now however, they are increasingly influenced by economic global-
ization and worldwide industrial progress. For the 21st century, it is
likely that Chinese economic development will be increasingly influ-
enced by the world economy, especially the economies of other
Asian nations. The Chinese economy will rest on China’s strategy for
involvement in this process. It is an interactive process. Under-
standing this process will help in creating a better world economic
structure. This chapter provides a brief analysis of economic global-
ization and worldwide economic structural improvements, an
analysis and illustration of challenges and choices facing China, and
focuses on possible Chinese economic developments.

INTEGRATION AND RESTRUCTURING OF THE WORLD
ECONOMY

Compared with the past, new factors are influencing the structure of
the world economy. The driving forces are transformation of former
centrally controlled economies into market economies; transforma-
tion of import substitution in developing economies into export-
oriented development; use of transnational management strategies
and global expansion of large corporations in developed countries;
flows of commodities, services, personnel, and capital increased by
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modern science and information technology advances; and a stable
political environment brought about by détente that encourages
international capital flows.

These new factors interact with each other, making the world market
develop at a rapid speed and promoting the integration of national
economies. This integration is manifested as growth of international
trade in excess of that of domestic production, growth of interna-
tional investment in excess of that of international trade, and growth
of short-term capital in excess of long-term capital among various
forms of international capital flows (see Figure 3.1).

Rapid integration of financial markets is particularly remarkable.
Transaction volume per day in foreign exchange markets is as high as
$1.5 trillion, 100-odd times over world trade volume. This amount is
higher than the sum of foreign exchange reserves in all countries.
Therefore, several strong economies joining forces would not be able

RANDMR1300-3.1

World GDP

World trade

Foreign direct
investment

Transnational
banking business

Global exchange
transactions

Transnational
securities

transactions

0 15105 25

Percent

SOURCES:  Author, China Reform Forum.

20

Figure 3.1—Indices of Economic Globalization: Rates of Growth in 1996
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to interfere with exchange rates. In 1980, international security
transactions by American investors were only 9 percent of the GDP;
however, it rose to 135 percent in 1993, and the growth rates in
Germany, Britain, and some other countries were even higher.
According to some estimates, global financial market capitalization
will reach $83 trillion in 2000, three times that of the GDP of OECD
countries.

Economic globalization helps perpetuate the integration of national
economies. Therefore, each country’s economy is a link in the chain
of the global economy. Accordingly, the efficiency of traditional and
independent economic policy is waning, which is mainly reflected in
“independent” monetary policies, freedom of capital accounts, and
pegged exchange systems being harder to balance simultaneously.
Thus it is necessary to form a common view of the international po-
litical and economic order and then build a framework for interna-
tional political and economic order based on this common view.

Economic globalization translates into fierce competition. In parallel
with economic globalization are dramatic changes in the economic
order backed by industrial restructuring and modernization and ex-
tensive use of new technologies, primarily information technology
(IT). World economic restructuring and industrial modernization re-
quire that human capital related to knowledge and technology be-
come increasingly important in economic performance. According
to estimates, high-tech industries contributed 27 percent to the in-
creased GDP from 1993 to 1996, far higher than the 14 percent from
the construction industry and 4 percent from the auto-making
industry. In addition, American enterprises and residents spend
more on IT hardware than for new houses, new cars, and auto parts.

An internationalization of labor division, driven by globalization, has
created a worldwide production chain from knowledge-intensive in-
dustry to capital-intensive industry to labor-intensive industry.
Restructuring and transnational industrial transfer are accelerated,
creating unique features in the world economy.
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TRADITIONAL INDUSTRIES ARE FACING THE PROBLEM OF
OVERCAPACITY WORLDWIDE

Great changes took place in economic and technological bases in the
1990s. IT development is expanding and concluding the third indus-
trial revolution. The life cycle of technology and products is shorter—
many new technologies enter standardized scale production soon
after they come out. The expanding speed of new product generation
is greater than that of their markets. So overproduction, especially
overproduction in traditional industries, is more serious than at any
other time in history. In the past, overproduction was caused by high
prices, but, since it is now caused by rapid product generation, it is a
comprehensive problem. In fact, some industries have no economic
value, because their price elasticity tends to be zero. This problem is
spreading to other industries. For example, in the auto industry pro-
duction capability in 1996 was 68 million vehicles, but actual pro-
duction was only 50 million vehicles. By 2000, global auto production
capability is expected to reach 80 million vehicles, but the actual de-
mand will be less than 60 million vehicles. Of course, not only the
auto industry—including leading industries in the first industrial
revolution such as textiles, but also signal industries in the second
and third industrial revolutions such as steel, chemicals, and televi-
sion manufacturers—are confronting the same problem. Large-scale
overcapacity results in fierce market competition. Against this back-
ground, a new round of transnational mergers spread across the
whole world, involving almost all traditional industries. The scale of
these mergers is growing. Heated worldwide competition is forcing
enterprises to take measures to cut costs in order to increase pro-
duction efficiency. These measures sacrifice employment for market
share in the face of weakened global consumption, resulting in global
market deflation.

SERVICE INDUSTRIES HAVE BECOME A MAJOR SOURCE OF
ECONOMIC GROWTH

Science and technology progress has considerably improved pro-
duction efficiency, expanding production capability in excess of
market consumption, causing marketing and market expansion to
become the focus of competition. In the future, industries will find
more profitability in after-sale services, and the products’ impor-
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tance will diminish, becoming a lure for customers to enjoy after-sale
services. Thus, a combination of high value-added products and
services will become a new economic growth engine, drawing pur-
chasing power and employment opportunities to these sectors. In
America, the production value of service sectors accounted for 75
percent of its GDP in 1996, and employment opportunities were 80
percent of the total.

Rapid development of service sectors has promoted upgrading of in-
dustrial structures, including unidimensional growth of the total vol-
ume economic indicator and transformation of traditional economic
cycles. Agriculture is the leading industry of agricultural societies,
with the main cause of economic fluctuation being good or poor har-
vests. Mechanical mass production in capitalistic societies results in
the separation of production and consumption, making economic
fluctuation inescapable. However, in service industry–based
economies, in which production and consumption occur simultane-
ously, the usual characteristics of economic fluctuation are changing.
In America, for example, 1999 was the ninth consecutive year of
American economic growth. The boom has lasted longer than any of
America’s booms after World War II and will likely outlast the booms
of the “Japanese miracle” and the “German miracle” following World
War II. The economic academic community uses the term “new
economy” to explain why U.S. corporations have been very profitable
and the reasons behind recent favorable inflation experience.

REDEFINITION OF LEADING INDUSTRIES IS LEADING TO
DRAMATIC CHANGES IN THE WORLD ECONOMIC ORDER

A country’s leading industry has two interrelated features: first, the
industry plays an important role in the country’s industrial structure;
second, the industry is in line with the future direction of the world
economy. Currently, the candidates for lead industries are those re-
lated to high-tech fields, i.e., computer (software, hardware, and
service), telecommunications, and information (including publishing
and entertainment). At present, most countries are pursuing scien-
tific and technology advances, in addition to industrial adjustments,
to stay firm in the fierce competition among leading industries. It
appears that the United States has taken the lead in the competition,
outpacing Japan, Western Europe, and other countries.
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Recently, American economic growth has been characterized by
rapid development in high-tech industries. The United States has a
clear advantage in the raw materials market for computers and semi-
conductors, while maintaining a good reach in key components and
software development. It also has the leading edge in technology-
intensive industries, including electronics, telecommunications, op-
tical instruments, aviation and space flight, and new technologies.
Since the 1980s, American enterprises have invested more than $100
billion per year in IT and related fields. Generally speaking, the
United States has reversed the declining trend of its competitiveness,
compared with Japan and Western Europe, and regained its com-
petitive edge in international markets.

With the backdrop of globalization and dramatic adjustment and
improvement of the world economic industrial structure, we may
gain a deeper understanding of the Japanese economic decline fol-
lowing the evaporation of its bubble economy and of the Asian eco-
nomic crisis in 1997. Viewed with this deeper understanding of the
global overcapacity of traditional industries, the Asian financial crisis
reveals itself to be essentially the result of industrial restructuring
that has lagged far behind the world economy.

The East-Asian economic model features placement of technological
introduction before technological development, use of comparative
advantage, and adoption of export-oriented strategies to promote
economic growth. Historically, these approaches made sense and
were greatly successful. However, if a nation does not emphasize
technology development after reaching a reasonable degree of eco-
nomic development, then it will not be able to raise its status in the
international division of labor—likely getting locked into the lower
echelons of the international production chain and being subject to
economic shocks during global industrial restructuring and modern-
ization. For example, Japan’s technological export volume relative to
its import volume was 0.007 in 1953, 0.13 in 1970, and only 0.38 in
1989, far lower than the U.S. ratio of 5.26 and the British ratio 0.92 in
1987. In addition, from 1950 to 1996, the Japanese received only four
Nobel Prizes in physiology, physics, chemistry, and economics, while
Americans received 178, and the British 46. These differences show
Japanese weakness in basic research. In the 1990s, this weakness has
lead to its failure to succeed in high-tech industry. A similar example
can be seen in South Korea, which maintains an image as a high-tech
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producer, yet the country’s actual production capability remains low.
The top-selling and well-known Hundai, likely the most famous ex-
port product of South Korea, is an imitation of an Italian body de-
sign, and its motor is designed and manufactured by the Japanese
Mitsubishi Corporation. In addition, 85 percent of South Korea’s
color TV parts are manufactured in Japan. And, although South
Korea is the fifth largest PC exporter, it actually manufactures only
computer disks. High dependence on foreign capital, markets, and
technology leaves the rest of the Southeast Asian economy in a very
vulnerable position. Southeast Asian nations depend on cheap land
resources and cheap labor, but if either is lost, foreign capital and
even domestic businesses will leave these countries. Also, if foreign
capital or technology markets levy restrictions on these countries,
they will lose their basis of survival and development.

Since industrial modernization of Asian countries has lagged behind
that of other nations, Asian industries have no competitive advan-
tage in the world economy. Thus, to maintain and expand their
quota of the market, they must reduce their prices, which in turn
tends to cause Asian currencies to depreciate. Other developed na-
tions adopt industrial modernization quickly, making their competi-
tive advantage more evident compared with that of Asian nations,
and the currencies of these countries tend to appreciate. As men-
tioned above, since currencies of Asian countries are softening, while
European and American currencies are hardening, the pegged ex-
change system of many Asian nations is hard to maintain, and fi-
nancial crisis is inevitable.

CHALLENGES FOR THE CHINESE ECONOMY

Based on the preceding text, it appears that the most prominent
conclusion to be drawn is that the only way for emerging Asian
economies to adapt themselves to economic globalization is to speed
their economic and industrial restructuring, which has proven to be
a severe challenge.

However, the challenge of industrial modernization is more severe
for China.

Since the founding of the People’s Republic of China, especially since
1978, China’s transformation from a traditional agricultural society
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to a modern industrial society has been accelerated by industrial re-
structuring. China’s industrial structure evolved around the objective
of industrialization; therefore, the proportion of primary
(agricultural) industries in China has steeply declined, the proportion
of secondary (manufacturing) industries has continually ascended,
and the proportion of tertiary (service) industries has only marginally
increased (see Table 3.1).

The trends shown in Table 3.1 generally accord with the industrial
structure transformation of all countries during the industrializing
process. However, China’s industry structure is still in an interim de-
velopment phase, compared with the development of other indus-
trialized countries. Three attributes confirm this level of industrial-
ization. To begin, the proportion of primary industries in China
dropped from 50.50 percent in 1952 to 18.39 percent in 1998; also,
the proportion of secondary and tertiary industries increased from
49.50 percent in 1952 to 81.61 percent in 1998. Nonagricultural in-
dustries, including service industries, have become the pillar of
China’s economy. In addition, the end products of some important
industries in China have become number one sellers across the
globe. Such pillar industries as auto making and housing have devel-
oped by leaps and bounds, showing that China’s industrial system is
being perfected and tends to be mature. Lastly, China’s most impor-
tant export products are machinery and electrical appliances, and its
most important import products are raw materials. Thus, China is
purchasing raw materials from around the world and shipping its in-
dustrial products across the world (see Table 3.2).

Although China’s industrial structure has followed the regular pat-
terns of industrialization for other countries, the differences, as

Table 3.1

China’s Industrial Structure (1952–1998)
(in percentage)

Industries 1952 1965 1978 1985 1989 1992 1995 1997 1998
Primary Industry 50.50 37.94 28.10 28.35 25.00 21.77 20.51 19.09 18.39
Secondary Industry 20.88 35.09 48.16 43.13 43.13 43.92 48.80 49.99 48.73
Tertiary Industry 28.62 26.97 23.74 28.52 31.95 34.31 30.69 30.93 32.88

SOURCE: China Statistical Yearbook, 1999.
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Table 3.2

Structure of China’s Foreign Trade
(in percentage)

1985 1990 1995 1997 1998
Structure of exports

Primary goods 50.6 25.6 14.4 13.1 11.2
Manufactured goods 49.4 74.4 85.6 86.9 88.8

Structure of imports
Primary goods 12.5 18.5 18.5 20.1 16.4
Manufactured goods 87.5 81.5 81.5 79.9 83.6

SOURCE: China Statistical Yearbook, 1999.

compared with the patterns of industrialization of other countries,
are obvious.

First, urbanization lags far behind industrialization. While nonagri-
cultural industries are a mainstay of the national economy, the agri-
cultural sector still employs a large proportion of the labor force—
disproportional to its output (see Table 3.3).

In 1998, the proportion of employees in primary industries was 49.8
percent, but their output was only 18.4 percent of the national econ-
omy. The secondary industrial sector employed only 23.5 percent of
the labor force, but its output accounts for 48.7 percent of GDP. The
relative labor productivity of the former was 0.37 (only 18.7 percent

Table 3.3

Employment of China’s Population Compared with the Sector’s Proportion
of the National Economy (in percentage)

Industries 1985 1990 1995 1996 1997 1998
Primary

Employment 62.4 60.1 52.2 50.5 49.9 49.8
Proportion of the national economy 28.4 27.1 20.5 20.4 18.7 18.4

Secondary
Employment 20.9 21.4 23 23.5 23.7 23.5
Proportion of the national economy 43.1 41.6 48.8 49.5 49.2 48.7

Tertiary
Employment 16.7 18.5 24.8 26 26.4 26.7
Proportion of the national economy 28.5 31.3 30.7 30.1 32.1 32.9

SOURCES: China Statistical Yearbook, 1999, and A Statistical Survey of China, 1999.
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of the latter) and was also far less than 1.23 of the tertiary industry
sector. These percentages reveal the dualistic nature of China’s eco-
nomic structure. Vast differences between productivity and income
of all industry sectors, as described by Simon Kuznets, are a result of
excessive labor supplies to nonmodern sectors and impeded pro-
ductivity rises of these sectors. If this situation lasts persists, the pro-
cess of further industrialization will be blocked and social stability
will be threatened.

Therefore, China’s nonagricultural industries’ value amounts com-
pared with the main body of the national economy, but proportion of
employees in the first class dominated the worker forces at present
and will do in the future. The conflict of a dual economic structure
will likely remain into the future. It will be reflected in the enlarged
income gap between industry and agriculture, rising from 2.12 in
1991 to 5.25 in 1995, and estimated to reach 5.62 in 2005 (see Table
3.4).

Second, while primary industrialization still requires a further boost,
the trend of heavy industrialization is making remarkable strides.

The process of industrialization is usually characterized by a gradual
shift from labor-intensive light industries to capital- and technology-

Table 3.4

China’s Industrial Structure Compared with a Forecast for 2005
(in percentage)

Primary
Industry

Secondary
Industry

Tertiary
Industry

Proportion of value of output in 1991
Proportion of labor force
Income gap between industry and agriculture

primary industry

26.6
51.8

2.12

46.1
21.4

27.3
18.9

Proportion of value of output 1995
Proportion of labor
Income gap between industry and agriculture

primary industry

20.0
50.5

5.25

48.9
23.5

31.1
26.0

Proportion of value of output 2005
Proportion of labor
Income gap between industry and agriculture

primary industry

15.5
42.5

5.62

52.0
25.32

33.5
33.18

SOURCES: China Statistical Yearbook, related years.
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intensive heavy industries. Since light industries are labor intensive,
they easily absorb redundant labor from primary industries, but
heavy industries are not as capable in absorbing redundant labor. In
China, however, the proportion of heavy manufacturing industries’
output has risen from 35.5 percent shortly after the founding of
Peoples’ Republic of China to 50.7 percent in 1998 (see Table 3.5).
Although development of heavy industries is difficult in late stages of
industrialization, it will be doubly hard on the Chinese labor force,
which has a large number of rural laborers that may be left behind in
a surge toward rapid growth of heavy industries.

Third, although China’s industrial structure has a high level of manu-
facturing, it is far from what it ideally should be.

Since 1978, the proportion of low-level manufacturing sectors’ out-
put (in light industry with agricultural products as raw materials and
in mining sectors of heavy industry) has greatly decreased. However,
low-level expansion and repetitive construction in some of these in-
dustries and sectors are causing serious economic problems. Product
quality lags demand, leading to the national economy’s dependence
on imports of high-level manufactured goods (see Table 3.6).
Horizontal expansion of low-level manufacturing industries has in-
creased domestic competition in these sectors, including high con-
sumption of energy and raw materials. This in turn has caused in-
flated demand for energy and raw materials and has further delayed
modernization of industrial structures (see Table 3.7).

In general, the Chinese industrial system relies on low-level technol-
ogy, and high-tech industries are still in the seedling phase. This sta-
tus is evident in major industrial sectors, which use low-level tech-

Table 3.5

Proportion of Light and Heavy Industries in China

1952 1957 1978 1980 1985 1990 1995 1998
Heavy industries 35.5 45.0 56.9 52.8 52.9 50.6 52.7 50.7
Light industries 64.5 55.0 43.1 47.2 47.1 49.4 47.3 49.3

SOURCE: China Statistical Yearbook, 1999.
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Table 3.6

Proportion of Heavy Chemical Industries and Light Industries in China

1985 1990 1995 1998
Light industry

Using farm products as raw materials 70.83 69.72 68.40 63.27
Using non-farm products as raw materials 29.17 30.28 31.57 36.73

Heavy industry
Mining and quarrying 12.57 12.11 10.75 10.46
Raw materials industry 37.70 41.59 41.39 39.12
Manufacturing industry 49.73 46.31 47.88 50.42

SOURCES: China Statistical Yearbook, related years.

Table 3.7

Proportion of Raw Materials Industries and
Manufacturing Industries in China

Value Added (year)
Five countriesa 17.9 (1989)
United States 13.7 (1990) 21.0 (1980) 28.8 (1965)
Japan 16.7 (1989) 26.6 (1965) 32 (1953)
South Korea 17.9 (1988) 24.1 (1979) 29.1 (1971)
Brazil 31.5 (1989) 34.5 (1974) 39.6 (1961)
China 35.6 (1993)

SOURCE: Adapted from “Reflection on China’s Industrial
Structure in New Era,” Management World, February 1997.
NOTE: Raw materials industries include chemicals, quarry
products, glass products, nonmetal mineral products, nonfer-
rous metals, and steel.
aThe five countries are the United States, Japan, France,
Germany, and the United Kingdom.

nologies and are unable to supply their own equipment. Large-scale
IC (integrated circuit) chips account for only 40 percent of all IC
chips made in China, and foreign enterprises supply 80 percent of
the telecommunications equipment needs in China. The average life
span for more than 2,000 leading products from China is 10.5 years,
3.5 times greater than that of the same products made in America.
The other evidence is that, back in 1967, 45 percent of American
workers were employed in information sectors (the economic infor-
mation index was 242), while by 1994, only 9.9 percent of Chinese
workers were employed in information sectors (the economic infor-
mation index was only 84) (see Table 3.8). Thus, there is much room
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Table 3.8

Information Technology Development of Several Countries

Country (year)

Economic
Information

Index
Value-added About

Info. Sector (% GDP)
Employees in Info. Sector

(% of total workers)
America (1967) 242 48.5 45.0
Japan (1979) 100 35.4 38.0
South Korea (1980) 39.0 14.3
China (1994) 84 24.68 9.9

SOURCE: First Conference on China’s Information Problem, Beijing, 1994.

for further development of technology-related industries in China,
particularly high-tech industries.

There are many causes behind the differences between information
technology development of the countries shown in Table 3.8, includ-
ing historical, international, domestic, developmental, and structural
reasons. However, the following two reasons are especially impor-
tant:

1. There is no one system that provides reliable support for eco-
nomic development.

2. In a global marketplace, industrial development is more sensitive
to international competition.

Choosing a System for Economic Development

Experience in the world economy shows that markets are the driving
force behind industrial evolution. Each country’s industrial structure
develops largely as a result of market choices. Governmental in-
volvement should be limited to rectifying market failures and provid-
ing a stable environment for industrial evolution.

However, for a long time, China’s economic planning system has
been highly centralized. The system wields the state’s power to mo-
bilize all possible resources to realize industrialization quickly,
shaping a state industrialization pattern, not a market-oriented one.
Objectively, this pattern places barriers between industry and agri-
culture and between the city and the countryside, sharpening con-
flicts in this dualistic economy. In addition, bureaucratic resource
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allocation is rigid and inefficient, distorting prices and causing mal-
formed industrial development and redundant construction.

The rationale for system reform lies in the bureaucratic and eco-
nomic abuses detailed above. In its favor, China has, since 1978,
been attempting economic system reform through development of a
market-oriented economy; however, China’s economic system re-
mains in protracted transition—a market-oriented economic system
suitable to economic development has not been established, and
system abuses continue.

Presently, the administrative bureaucracy perpetuates conflicts be-
tween good market decisions and maintaining the status quo: The
scale of enterprise investment remains small, expansion of wise mar-
ket-share distribution is blocked, and non-state-owned enterprises
remain difficult to grow.

In addition, no clear relationship exists between industrial capital
and financial capital. Financial institutions remain the major funding
source for Chinese production enterprises, providing only relatively
simple low-risk loans, leaving the capital market incomplete. Lack of
funding sources is the major reason for high asset liability ratios and
low momentum for enterprises to compete in a market-oriented
economy, especially the state-owned large- and medium-sized en-
terprises. Moreover, no proper high-risk financial channels exist to
support high-tech industries in China.

Furthermore, the lag of state-owned enterprise reform also affects
industrial restructuring. Barriers against transfer of state-owned en-
terprises continue to exist, causing restructuring to be formidable.
These barriers are political and social in nature. Politics mixes with
enterprise management because of the long-term role the govern-
ment has played in the care of state-owned enterprises. Thereby no
one entity takes true responsibility for these enterprises leaving them
little reason to change and adjust to a market-oriented economy.
Industrial sector restructuring, therefore, faces strong “admin-
istrative barriers.” On the social front, an incomplete social safety net
may create great social hardships when state-owned enterprises
transfer to the private sector.
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Industrial Development in the Face of International
Competition

International economic experience has shown that opening an
economy to international trade is an important component of indus-
trialization strategy for developing countries. Over the past 20 years,
opening China’s economy has gone a long way toward promoting
China’s economic development.

However, international trade, while breaking China’s isolation, has
also lead China to become overly dependent on it: More than 80 per-
cent of China’s total trade volume is the import and export of indus-
trial products. With a high growth rate, foreign trade has become the
major driving force behind industry and even the entire economy.
The growth rate of manufactured goods’ export (8.6 percent) is
higher than that of the total volume of foreign trade, which shows the
good commodity structure of Chinese foreign trade and that the ma-
chining industry’s main impulse is toward the development of for-
eign trade (see Table 3.9).

Of special note is that since the mid-1990s, the foreign-market orien-
tation of China’s industry has accelerated, as shown by the marked
improvement in the export structure of manufactured goods (see
Table 3.10). Machinery and transport equipment took the lead

Table 3.9

Growth of Industry and Foreign Trade

1995 1996 1997 1998
Growth

Rate (%)
GNP (in 100 millions of yuan) 57494.9 66850.5 73142.7 78017.8 10.7
Total exports and imports

(in 100 millions of USD) 2808.6 2898.8 3250.6 3239.3 4.9
Value-added of industry

(in 100 millions of yuan) 24718.3 29082.6 32310.8 33541 10.7
Value of imports by manufactured

goods (in 100 millions of USD) 1076.67 1133.92 1137.5 1172.14 2.9
Proportion in value of imports 81.51% 81.68% 79.90% 83.63%
Value of exports by manufactured

goods (in 100 millions of USD) 1272.95 1291.23 1588.39 1631.57 8.6
Proportion in value of exports 85.56% 85.48% 86.90% 88.79%

SOURCES: China Statistical Yearbook, related years.
NOTE: USD is U.S. dollars.
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among exports, amounting to $50.23 billion in 1998 (48.43 percent of
all exports), which is much higher than the proportion of light and
textile industrial products (26.51 percent). In addition, the export
structure of machinery and transport equipment has been changing
for the better: The proportion of more technology-intensive products
is going up, and that of more labor-intensive products is going down.
The structure of such traditional exports as light and textile industrial
products also changed for the better. Resource and labor-intensive,
low value-added, low-technology products decreased in percentage
and less labor-intensive high-technology high-value-added products
made a marked increase.

Since industries in China are oriented toward competition on the in-
ternational market, Chinese industrial development is increasingly
influenced by international economic changes. On the international
market, Chinese competitive strength is relatively weak because
Chinese industries remain in the middle and lower echelons of the
international division of labor and because technology in China is
relatively lower than in other nations. On the one hand, exporting
has become increasingly difficult, with declining export prices; on
the other hand, China has increased its market share of foreign
products and foreign-invested enterprises’ products. These two fac-
tors increase the difficulties of production and of the transfer of
state-owned enterprises in particular. In addition, the textile and
other light industries slowed their growth around 1985; after 1989,
the production capability of durable consumption goods dropped;
and from the mid-1990s onward, bottleneck sectors such as steel, oil,
and raw materials began to fall because of market saturation. All of
these developments were related to international competition.

THE FUTURE OF THE CHINESE ECONOMY

As discussed above, the rapid international development of informa-
tion technologies and high-tech industries are quickly leaving China
behind in international competition, causing yet greater challenges
for China in modernizing its industrial structure. China will simulta-
neously face rural industrialization, urban industrial structural mod-
ernization, and development of its high-tech industries. These will
prove to be formidable tasks. To achieve these economic goals,
China must dismantle its dualistic economic structure, absorb rural



42 China, the United States, and the Global Economy

laborers into nonagricultural sectors, and continue to develop labor-
intensive industries. However, economic globalization and world-
wide overcapacity in traditional industries leave less room for devel-
opment of labor-intensive industries, which will also impede rural
industrialization and urbanization in China. In addition, there are
some contradictions between industrialization and an information-
technology-based economy. Developing a knowledge-based econ-
omy requires development of China’s physical economy. However,
industry is already a mature sector, with a worldwide division of la-
bor that has created strong access barriers. Also, because of high-
tech industry development, mainstream industries, in decline inter-
nationally, can no longer provide lasting momentum to economic
development.

Thus, with the backdrop of economic globalization, the available
choices for Chinese economic development are limited, requiring
thought and caution. Generally, any new economic development
strategy should accurately employ China’s resource endowment, in-
crease China’s international competitive power through comparative
advantage, and accelerate capital accumulation, swapping compar-
ative advantages when necessary and stimulating rapid industrial
structural modernization.

To begin, China’s main comparative advantage lies in its physical
capital. Labor-intensive industries need to continuously absorb and
employ new technologies, IT in particular, and to reinvent them-
selves, reduce costs, and improve competitive power. Through capi-
tal accumulation brought about by improved competitive power,
capital-intensive manufacturing industries can be developed grad-
ually, especially high-tech-related manufacturing industries. In the
field of heavy industries, energy- and material-saving technologies
need to be used to reduce costs through waste reduction.

In addition, development of high-tech industry is closely related to
human resource accumulation. According to Roemer and Lucas eco-
nomic growth theory, human capital is an important element in the
long-lasting growth of per-capita income and it helps explain eco-
nomic differences from nation to nation. Countries that are able to
convert their economies to dependence on alternative resources—
human capital resources—do better in the global economy.
Therefore, science, technology, and education, which are major
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sources of social development—contribute to the flexibility of a na-
tion’s human capital. In contrast with developed countries, China is
short of human capital. By cultivating human capital, through sci-
ence, technology, and education, China can find a more economi-
cally practical balance among its labor- and capital-intensive indus-
tries and high-tech industries.

Lastly, flexible and innovative administrative and judicial systems
must be established to enhance economic development. These sys-
tems should support fair legislation and law enforcement, protection
of intellectual property rights, independent and effective contract
arbitrage, a perfected financial systems, transparent capital markets,
a social security system, and a perfected public finance and expense
system. At present, state-owned enterprise reform and financial sys-
tem reform should be priorities.

It is noteworthy that the Chinese government is aware of the chal-
lenges facing the Chinese economy in the 21st century, made a posi-
tive policy response, and put forward a strategy of rejuvenating
China through science and education. China is attempting to ad-
vance state-owned enterprises reform and financial system reform,
speeding up economic restructuring and expanding the policy to
open the nation to trade in order to achieve sustainable develop-
ment. The above reform measures are producing positive effects. The
Chinese economy is growing rapidly and deflation has relaxed. We
have every reason to believe that the Chinese economy will show a
better performance with above measures.

China’s population is 1.3 billion. As such, it has an important effect
on the world economy, especially the economies of Asian nations.
For example, during the Asian economic crisis in 1997, China main-
tained its currency valuation, which avoided further currency de-
preciation in other Asian countries. China’s behavior during that cri-
sis garnered world praise.

On the worldwide front, China negotiated trade agreements with the
United States and more than ten other countries. China’s entry into
the World Trade Organization is expected soon. Just as the interna-
tional economy affects China’s economy, so too China’s economy
has an effect on the international economy. A symbiotic relationship
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exists whereby without the success of China’s economic transforma-
tion, restructuring of the world economy will be hindered.

When China realizes its goals of rural industrialization, urban indus-
trial structural modernization, and development of a knowledge-
based economy, it will not only promote development of its domestic
economy but also the world economy. Thereby, world economic re-
structuring and the redefinition of leading industries will favor
China’s using its comparative advantage and will benefit China’s
economy.
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COMMENTS ON YUANZHENG CAO CHAPTER
Benjamin Zycher

This chapter is a useful and interesting treatment of the dilemmas
facing Chinese economic reform. In particular, the emphasis is upon
the effect of relative prices in world markets; those relative prices are
seen as constraints that are likely to hinder the transformation of the
Chinese economy into a “high-tech” leader able to compete effec-
tively in an increasingly “globalized” world economy. Many other
discussions of the broad Chinese economic reform problem have
tended to emphasize such shorter term problems as that of the un-
employment likely to follow privatization of the state-owned enter-
prises, or to follow a sharp reduction in the degree to which they are
subsidized. Accordingly, Dr. Cao’s discussion is particularly useful in
that it emphasizes a broader and longer-term perspective on the re-
form problem.

The chapter ought to be expanded in the following dimensions.

First, the definition of “high-tech” industries or sectors needs to be
clarified. This is a problem common across a broad range of eco-
nomic discussions, but it is important nonetheless. One reason that
the problem is so widespread is that a useful definition of “high-
tech” industries is surprisingly difficult to formulate. It simply is not
enough merely to mention computers and microprocessors and
lasers as a sort of compendium of “high-tech” characteristics. Were
we to visit a modern plant producing potato chips we would be
struck by the very high-tech nature of the operation. There would be
very few workers; and the production process would be highly auto-
mated, modern, computer-controlled, and efficient. In a phrase, it
would be highly “high-tech”, but no one includes potato chip pro-
duction in their list of “high-tech” industries.

That point is more fundamental than may appear to be the case at
first glance. Economists, businessmen, and policymakers tend to fall
into the trap of deciding that an economy must become more “high-
tech” in some loose sense, and then delineating precisely which
sectors, industries, and products ought to be favored. And that leads
to a second suggestion: The chapter emphasizes particular sectors
too heavily, and economic institutions that can be predicted to yield
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true reform and growth too little. In other works, Dr. Cao’s chapter
ought to emphasize the issue of comparative advantage in global
specialization far more heavily than it does, and therefore, the sorts
of economic institutions that would allocate resources in more pro-
ductive ways.

Third, the chapter needs a fuller treatment of what can be called the
political economy of reform. The current state of the Chinese econ-
omy and the obstacles and pressure facing the reform process, in
substantial part, are the result of choices made among conflicting
economic and political goals. More fundamentally, past choices
among economic institutions reflect precisely those trade-offs, and
future choices will continue to do so. Dr. Cao seems to argue that the
major constraint weighing upon the Chinese reform process is the
likely evolution of relative prices in world markets, which will make
the transformation path difficult. I would argue that the major con-
straint is the Chinese leadership’s perceived set of political costs at-
tendant upon the choice of institutions that would lead the Chinese
economy naturally to pursue its comparative advantage in global
markets. That discussion is difficult politically for Chinese nationals,
but it is crucial in any serious examination of alternative paths in
pursuit of greater growth for the Chinese economy.

Finally, there are additional quibbles of the sort that emerge in the
reading of any material. The emphasis in the chapter on political
“stability” is misplaced in that there are many “stable” political sys-
tems with severely counterproductive economic institutions and
thus poor economic performance. “Export-oriented” development
strategies are seriously to be questioned in terms of their longer-run
contribution to growth and competitiveness. There is little reason to
believe that service sectors are less prone to economic cycles than,
say, manufacturing sectors in the relevant context of long-run re-
turns to investment. In short: The chapter is interesting and useful
and ought to be expanded.
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Chapter Four

CAN THE UNITED STATES’ ECONOMIC SUCCESS
CONTINUE?

Gail Fosler

OVERVIEW

The U.S. economy will continue to advance at about 4.0 percent in
1999 and 3.5 to 4 percent in 2000—despite rising interest rates. Both
consumer and investment spending are likely to maintain or acceler-
ate past their recent pace, with the manufacturing sector further
aided by a pickup in exports.

The structural depth of this growth cycle suggests that the economy
will continue to grow relatively quickly, even in the face of Federal
Reserve restraint. Indeed, the risks to this updated outlook are not so
much that the U.S. economy will slow of its own accord, but that a
delayed and relatively cautious Federal Reserve policy will permit
growth to accelerate further, requiring larger and potentially more
destabilizing interest rate increases at some later date. The following
discussion reviews the strength of the American consumer, the state
of the U.S. business cycle as evidenced by the Conference Board’s
leading economic indicators, and examines the outlook for inflation
and for Federal Reserve action in the coming months. A concluding
section discusses the difficult issue of U.S. stock prices: outlook and
implications.
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TRACKING THE U.S. ECONOMY

While the early stages of the current economic cycle were powered
by investment spending, the U.S. consumer has now taken the lead,
accounting for almost 70 percent of U.S. market growth in 1998 and
1999. Thus, business investment, although continuing to account for
18 percent of U.S. growth, has recently been overshadowed by the
U.S. consumer. Figure 4.1 shows the relative contributions to growth
among the key sectors for the past several years and projections for
1999 and 2000.

The robust U.S. consumer sector is not an illusion based on high
confidence and high stock prices. Consumer income gains have been
among the strongest and most persistent in a generation. Real dis-
posable income has consistently accelerated since 1993, reaching a
peak of 3.5 percent per year. While not as rapid as in the 1960s, con-
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sumer incomes have been advancing steadily for the past seven years
(see Figure 4.2). There is some evidence from recent government
revisions that these income estimates are understated.

Moreover, the acceleration in consumer incomes is rooted in an ac-
celeration in total wage and salary income to more than 6 to 7 per-
cent annually through September 1999. Although consumers have
many sources of income, wages and salaries are the foundation of
their spending base. The rise in total wages and salaries is consider-
ably faster than the pace of wage gains indicated by other wage series
such as average hourly earnings, because total wages factor in both
hours and employment gains as well as pay increases (see Figure
4.3). Thus, not only is consumer real income growth rising overall,
but the core component, from a spending perspective, is accelerating
even faster. It’s no surprise, then, that the Conference Board’s con-
sumer confidence index continues at near-record levels (see Figure
4.4).
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Figure 4.3—Growth in Wage and Salary Income Remains High

Recent economic concerns regarding consumers have focused not
on income growth but on the savings rate. The conventionally re-
ported consumer savings rate is a poor gauge of consumer spending
power for several reasons. First, consumer spending is itself over-
stated when spending on big-ticket items like cars and furniture
rises, because the full purchase price is accounted for in the quarter
the item is purchased. Second, disposable income is understated be-
cause although capital gains are deducted from income, tax pay-
ments used to calculate disposable income include taxes on capital
gains—a discrepancy that accounts for 2 to 3 percentage points of
disposable income. Finally, consumers are inclined to spend more of
this income when asset markets are adding to their net worth. In
other words, consumers can achieve their balance sheet goals with-
out supplementing their net worth with savings. A better measure of
the savings rate, such as the one published by the Federal Reserve,
has also declined but not as dramatically (see Figure 4.5). Thus, con-
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Figure 4.4—Present Situation Is Close to Historic Highs, But Expectations
Have Softened

sumers are not so much spending their financial gains directly, but
spending a larger share of their incomes because they are confident
in their long-term financial welfare.

In short, the U.S. consumer is enjoying excellent income gains, high
levels of confidence, and enormous gains in terms of real wealth.
Given the recent financial market advance, consumers’ net worth is
close to double the levels of the beginning of the decade. These gains
in both income and wealth are reinforced by the demographics of the
U.S. market, where more than 57 percent of all households are in the
45 to 65 age group. (This share will swell to 79 percent by 2010.)
These households are in their peak earning years, accounting for 40
percent of all household income and 80 percent of income growth.
With these demographics and good income and asset growth, the
U.S. consumer market is enjoying considerable momentum that will
not be easily reversed.
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WHAT DO THE LEADING ECONOMIC INDICATORS TELL
US?

The Conference Board’s leading economic indicators (LEI) also do
not point to a slowdown. Although the pace has slowed after several
months of sharp advances, the underlying structure continues to
point to growth. Figure 4.6 shows the LEI itself, and Figure 4.7 illus-
trates key subcomponents. The financial indicators (i.e., stock prices,
money growth, and the yield curve) remain overwhelmingly
positive—even considering the recent pullback in stock prices.
Although the household and manufacturing indicators (i.e., confi-
dence and new orders for consumer goods) are less dramatic, they
are also edging up. The labor sector, having reached full employ-
ment, is generally neutral.
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Figure 4.6—Leading Index Points to Continued Growth

The central role of the financial indicators in driving the leading in-
dex underscores the choices the Federal Reserve faces. If the Federal
Reserve really wants to slow the economy, it will have to raise short-
term interest rates enough to cause the yield curve to flatten (i.e.,
long-term rates to fall) and money growth and stock prices to decline
sharply in some combination. The policy of gradually adjusting
short-term interest rates in small increments, which the Federal
Reserve has pursued in recent years, will likely have little effect—es-
pecially in an economy with considerable momentum and few im-
balances. Incremental policies will yield incremental results that can
be overridden by strong economic fundamentals. Under such poli-
cies, the U.S. economy is therefore likely to continue to grow faster
than expected—rather than slow of its own accord—and see gradu-
ally rising short- and long-term interest rates. The year 2000 eco-
nomic forecast has been revised upward to reflect this outcome (see
Table 4.1).
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REKINDLING INFLATION

The September 1999 rise in the Producer Price Index (PPI) and the
subsequent hike in the Consumer Price Index (CPI) reinforced the
notion that, along with U.S. growth, inflation is also on the rise. Aside
from a rebound in energy prices, and certain seasonal problems,
however, there is little in either commodity prices or core goods and
services prices to suggest a serious inflation threat.

First, although commodity prices are turning up, relatively modest
growth in the developing world (i.e., 3 to 5 percent) compared with
the growth in the mid-1990s will keep a lid on prices. Second, ad-
vances in manufacturing capacity will keep utilization rates below
levels required for significant price increases, even with the pickup in
manufacturing activity. Third, competition of all sorts, including
from cheap imports, will continue to keep a lid on prices. Only in a
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few domestic services, such as health, education, and personal care,
will inflation rise in the 3 to 5 percent range.

Nevertheless, even in this relatively quiescent environment, the core
CPI—now running at a 2.2 to 2.3 percent annual rate—will move up
to a 2.5 to 2.7 percent rate and possibly 3.0 percent in 2000. This ac-
celeration will not be sufficiently rapid or consistent enough to pro-
voke a substantial cyclical tightening by the Federal Reserve.

POSSIBILITIES AND PROBABILITIES

All of this adds up to a particularly favorable business environment
with rapid growth, moderate pricing capacity, and gradually—in-
deed, very gradually—rising interest rates. The Federal Reserve has
established the principle of moving against inflation risks and/or
outright inflation signals themselves, but not higher-than-expected
growth. How deeply the Federal Reserve believes in the “new econ-
omy” notion is unclear. Nevertheless, the Federal Reserve appears
willing to let economic growth run its course no matter what the rate,
as long as outright inflation performance remains benign. Ongoing
Conference Board research suggests that the sustainable growth rate
in U.S. GDP may be as high as 3.5 percent. While it is possible that
the Federal Reserve would raise rates significantly and in rapid suc-
cession, the probable outlook shows a very gradual rise in short-term
rates over the next year, with corresponding increases in long-term
rates. Indeed, to the extent that the incipient Asian recovery falters,
or Brazil and Argentina weaken further, the Federal Reserve may be
even further constrained in its efforts to raise interest rates.

ARE HIGH STOCK PRICES A BURDEN?

A critical concern in the U.S. outlook arises not from the underlying
economy nor even from traditional Federal Reserve policy. Rather,
the heady level of U.S. stock prices constitutes a serious risk to the
U.S. economy as a whole.
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1. Are investors taking rational risks in investing in the U.S. stock
market?

2. Is the market vulnerable to a sizable correction that could desta-
bilize the U.S. economy?

The respective answers are “yes” and “no.” Although the stock mar-
ket has backed off from its highs, stock values still reflect significant
earnings gains in the future. Indeed, with the turn of the century, the
market will likely decline further as investors become increasingly
risk averse. However, the Conference Board forecast suggests the
year 2000 overall is likely to be a good economic year and a good year
for earnings.

In addition, a sizable correction (i.e., a 20 percent year-on-year de-
cline in stock prices) also seems highly unlikely. In contrast to the
“random walk” hypothesis, investors appear to be taking advantage
of the reduced volatility in U.S. stocks over the last 40 years—in par-
ticular, the relatively rare incidence of a major decline—and are in-
vesting for the “long term.” The market has turned in a 20 percent
annual decline or greater only ten times in the last 128 years—all but
one of which occurred before 1950. The only major market correc-
tion during the post–World War II period occurred in 1974–75, when
recession, oil price increases, and political crisis combined to drag
the market down by 43 percent.

The decrease in the volatility of stock prices since 1960 is comple-
mented by a sharp rise in the mean annual return. In contrast to a
mean annual market return of 6 percent historically, the mean yearly
gain in the stock market rose to 9 percent in the post-1960 period
and 16 percent post-1990. If we look at the total return of stocks,
which reflects monthly price changes plus the reinvestment of
monthly dividends and the compounding effect of dividends paid on
reinvested dividends, the annualized one-year rate of return has
been close to 20 percent during the 1990s. In short, U.S. stocks have
been a remarkably good investment vehicle.

The decline in volatility and the increase in returns in recent years
should not be a surprise. The U.S. stock market has grown dramati-
cally in depth and breadth, with the number of publicly traded stocks
rising from 6,600 in 1988 to almost 9,000 in 1997. Correspondingly,
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market capitalization rose from $2.8 trillion, or 57 percent of U.S.
GDP, to $11.2 trillion, or 150 percent of U.S. GDP. Pension funds and
401k investments dominate the market, accounting for half of total
outstanding equity. In addition, the regulatory and institutional
structure surrounding the stock market has become more sophisti-
cated, as witnessed by the creation of a number of industry-based
self-regulating bodies like the Investment Company Institute (ICI),
which sets standards for the mutual fund industry, as well as by in-
creasingly stringent corporate governance practices. The growth in
the futures markets and other derivatives offers effective hedges
against risk, and the Federal Reserve has assumed an effective role as
lender of last resort, especially recently. Equally important is the rise
in corporate earnings—even after adjustment for inflation. Real
earnings per share have risen tenfold since 1960 and have more than
doubled since 1991 (see Figure 4.8).
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Figure 4.8—Post-1990 Period Represents Most Impressive Earnings
Gains in History
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In the end, the answers to these issues will be found not in the past
but in the future. The comfort of historical probabilities notwith-
standing, there is much about the future that is simply unknown. Just
as average stock market returns have improved in the last 30 or 40
years, perhaps the present surge is another “great leap forward” and
is a symbol of a new “golden” age. History does not occur in three- or
five-year increments, and such extended periods have happened in
the past. Nevertheless, for such bold conclusions to be true, the stock
market and the private business sector will have to overcome the law
of diminishing returns and continue to reinvest future earnings at
comparable or higher rates of return than have been achieved in re-
cent years. In so doing, some of the laws of human nature itself and
its political and economic institutions will have to be rewritten.

IS THE PAST A PROLOGUE?

It is almost impossible to find an historical precedent for today’s
stock market. Does that mean it is too high? Is the future simply a se-
ries of calculable probabilities based on past experience or are there
other ways to test the reasonableness of what is going on today in the
context of the future?

One way to answer these questions is to examine what price earnings
ratios (P/Es) indicate about stock market valuations. Price earnings
ratios presumably combine earnings growth expectations with the
prevailing discount rate. When interest rates (i.e., the discount rate)
fall, price earnings ratios should rise because lower interest rates
raise the present value of a company’s future earnings. When earn-
ings expectations rise, P/Es should also rise. Figure 4.9 shows the
actual P/E ratios for the Standard and Poor’s (S&P) 500 and the P/Es
implied by the six-month prime commercial paper rate since 1988.
Until 1996, actual P/Es bore a striking resemblance to what might
have been expected given the decline in interest rates over this pe-
riod. In other words, the stock market fully capitalized the decline in
interest rates but was relatively agnostic about future earnings
growth.

However, since 1996, P/Es have surged. The present P/Es for the S&P
are 31 times earnings. It would take a decline in interest rates to
around 3 percent to justify P/Es at these levels. More realistically,
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Figure 4.9—Interest Rates Do Not Justify Current Price Earnings Ratios

these P/Es probably imply an expected surge in corporate earnings.
Still, earnings would have to rise by close to 50 percent for the P/Es of
the S&P 500 to return to the level of 20 or so that is consistent with
the likely trend in interest rates. While the relatively favorable eco-
nomic outlook for 1999 and 2000 is likely to keep earnings rising at
double digit rates, current stock prices appear to capitalize very large
earnings gains several years into the future. Today’s investor is will-
ing to buy high on the assumption that future earnings will drive
stock prices still higher.

A related question is just how representative these market P/Es are. If
the appreciation in the S&P has become increasingly concentrated in
a few stocks, the current high-market P/Es might signal that portions
of the market, but not the whole market, are “overvalued.”
Unfortunately, the distribution of P/Es in the S&P 500 suggests that
the apparent optimism implied by the average P/E is increasingly
representative of the whole market. Only 15 percent of the stocks in
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the S&P 500 have P/Es below 20 P/E, with 25 representing the me-
dian. Alternatively, 80 stocks, or close to 20 percent of the index, have
P/Es over 50. Since 1996, not only have P/Es surged for the market as
a whole, but the entire P/E distribution in the S&P 500 has shifted to
higher and higher valuations. Thus, the caution apparent in overall
stock prices today reflects a reappraisal of these high PIEs—for the
moment.

From almost every perspective, today’s stock market suggests sub-
stantial optimism about the future. In the above example, a 25 to 40
percent gain over two and a half years would be achievable given the
historical averages. Nevertheless, the U.S. stock market, as measured
by the S&P 500, was becoming increasingly expensive. More declines
appear likely in the near term. Whether the market will continue to
rise depends upon the ability of the U.S. economy to both continue
to improve productivity performance above its historical average and
to translate that productivity growth into real returns for investors.
Some economists assert that certain product markets, especially
technology, will enjoy increasing returns. But human nature and the
law of diminishing returns are not to be dispensed with lightly. The
future may be bright, but our insistence on capitalizing on oppor-
tunities in current market values raises the bar on future perfor-
mance and increases the risk imbedded in current stock price levels.

CONCLUSION

For the U.S. stock market, the balance of the risks argues for little
gain for the next year or so—as long as U.S. interest rates are rising.
Nevertheless, it is difficult to make the case that the market has a lot
of downside—since corporate earnings will continue to grow mod-
erately. The U.S. economy is in the midst of a major technological
shift, which is most often discussed under the “new economy” label
to explain the favorable inflation experience of the last few years, as
well as why U.S. corporations have been so profitable. The new
technical capacities are creating cost-saving opportunities on the in-
put side, and new product opportunities on the output side—while
competitive U.S. capital and project markets create the pressures to
turn these opportunities into earnings and higher stock values.

Can the U.S. consumer survive a prolonged period with little increase
in stock values—even a significant drop of say 10 percent or so from
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current values? Absolutely! As mentioned earlier, U.S. consumer
spending does not depend on a rising stock market but on continued
strong earnings gains supported by favorable demographics and
significant wealth gains. These wealth gains increasingly come from
appreciating home prices as well as the stock market. Indeed, these
wealth gains influence consumers to spend more from current in-
come because their long-term wealth objectives are being achieved
through asset appreciation.

These very optimistic conclusions may appear to be Panglossian, but
are nonetheless real. The U.S. economy is in a “golden period” at the
moment—a relatively favorable circumstance for the rest of the
world as well. The risks to this success come not from the traditional
economists’ view of imbalances (i.e., the trade deficit) but rather
whether the political system is strong enough and far sighted enough
to use the resources created by these good times to reinforce future
growth or whether decisions made today, especially with respect to
expanding government entitlements, will absorb resources unduly
and undermine growth in the longer term.
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Chapter Five

CHINA’S ECONOMIC GROWTH: RECENT TRENDS AND
PROSPECTS

K. C. Yeh

China’s economic growth in the last two decades has been phenom-
enal. Is such rapid growth sustainable? Assessments of various ob-
servers differ widely. Some, like the economists at the World Bank
(1997a), believe that the prospects are bright. Others, like Lardy
(1998), have doubts, fearing that a financial crisis looms (see also
Restall, 1999). Still others, like Segal (1999), conclude that China as an
economic power is insignificant and will remain so for some years to
come. To help clarify the issue, this chapter reviews the growth
record since 1978, identifies the major sources of economic growth,
and assesses whether these contributing factors will continue to gen-
erate rapid growth in the near future.

THE GROWTH RECORD, 1978–1998

How fast has the Chinese economy been growing in the last two
decades?

The question is relevant because the challenges of sustaining a 10
percent annual growth of GDP would be somewhat different from
those of sustaining a 5 percent growth.1 Table 5.1 compares China’s
economic growth in the 1980s and 1990s with those of selected

______________ 
1For example, a 10 percent growth of capital inputs could almost guarantee a 5 per-
cent GDP growth, but would be much less significant in sustaining a 10 percent GDP
growth.
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countries. The comparison shows that China’s GDP growth rates
were not only far above the averages for other low income countries,
they also exceeded those of large developing countries like India and
Indonesia, as well as the two neighboring newly industrialized
economies, Taiwan and South Korea, not to mention such developed
countries as Japan and the United States.

But how reliable are China’s official statistics? Many economists
question their accuracy. Table 5.2 compares the official growth rates
with seven alternative estimates for various periods. In all cases, the
alternative estimates are considerably lower than the official growth
rates. The overstatement for the pre-1978 period is particularly
noteworthy. For the post-1978 period, it is somewhat smaller but still
substantial, ranging from 0.4 to 3.8 percentage points.

There are several reasons to believe that the official statistics over-
state the GDP growth. First, the deflators used by the State Statistical
Bureau (SSB) to convert nominal to real GDP growth understate the
true inflation rate.2 Second, the use of output growth rates as per

Table 5.1

GDP Growth: China and Selected Countries,
1980–1998

(in percentage)

1980–1990 1990–1998
China 9.3 10.8
Other low-income countries 4.1 3.6
India 5.8 6.1
Indonesia 6.1 5.8
Taiwan 7.9 6.3
South Korea 9.4 6.2
Japan 4.0 1.3
United States 3.0 2.9

SOURCES: China: State Statistical Bureau (SSB),
Statistical Survey (SA) 99, p. 14. Taiwan: Industry of
China, August, 1999. Others: World Bank, 1999, pp. 250–
251.

______________ 
2For example, the factory price index for industrial products in 1995 was 338 percent
of that in 1980, far above the implicit deflator for gross value added in industry, 222
percent over the same period. SY 98, p. 317; SA 99, pp. 11, 14.
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formance indicators has led some enterprise managers and local
government officials to exaggerate their reports.3 Third, the SSB has
underestimated the level of GDP, particularly those for the 1980s,4

partly because of incomplete statistical coverage of some key sec-
tors,5 and partly because of the undervaluation of some goods and
services.6 Some downward biases in the 1990s, however, have been
subsequently adjusted by the SSB.7 More importantly, by the 1990s,
most prices have been decontrolled so that the undervaluation of
output has been corrected to some degree. The result is that the
growth rates are exaggerated by the large understatements in the
earlier years.

______________ 
3See, for example, Zhongguo tongji (China’s Statistics) No. 5, 1999, p. 29. At times the
reported growth rates err on the high side for unknown reasons. For example, the av-
erage annual growth of consumption of all households in 1990–98 exceeds those of
both the rural and urban households (SA 99, p. 27). Technically it would be impossible
for the average index to fall below the lowest or exceed the highest index of the indi-
vidual components.
4Estimates by Shuqing Guo, the World Bank, and Kiedel indicate that the true level of
GDP in 1987 should be 16, 34, and 55 percent above the official figure, respectively.
Guo and Han, 1991, p. 61; Szirmai and Ren, 1995, p. 3; World Bank, 1994, p. 25.
5For reasons of tax evasion or weaknesses of the statistical system, the output and in-
come of many small businesses in the informal sector have been left out. These busi-
nesses include services provided by private traders, hawkers, craftsmen, packers,
coolies, herbal medicine practitioners, domestic servants, handymen, moneylenders,
and people with second jobs. Steven Cheung noted this long ago. See Cheung, 1989, p.
45. Another major item that has been excluded in the official statistics is rural con-
sumption of noncommercial energy such as straws and stalks, wood, and biogas (SY
98, p. 261). The omission is nonnegligible. According to one estimate, rural consump-
tion of noncommercial energy amounted to 22 percent of total reported energy con-
sumption in 1992 (Yan, 1994, p. 186; SY 98, p. 251).
6During the early stage of economic transition, market prices and planned prices co-
existed, and some goods and services were valued at planned prices set by the state at
levels far below actual market prices or what market prices would have been. For ex-
ample, in 1980, prices of farm products at rural free markets were 48 percent higher
than those set by the state-owned enterprises (SOEs) (SY 93, p. 256). Other important
items that have been undervalued include: urban housing, food, health care, educa-
tion, urban facilities, transportation, energy, interest rates on loans to SOEs, and home
consumption of farm products. There is, of course, overvaluation of some products,
such as new products, substandard goods, and unsold inventories. But on balance, the
official estimates are most probably on the low side.
7In 1993, the SSB revised the output of the service sector sharply upwards by 36 per-
cent after a survey of that sector (SY 93, p. 32; SY 95, p. 32). The revision resulted in an
11 percent upward adjustment of the 1992 GDP. However, no significant adjustments
have been made for the data for the 1980s.
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Table 5.2

China’s GDP Growth: Official and Alternative Estimates
(percentage per year)

Source Period Alternative Official
(1) Maddison (1990 prices) 1952–78 4.3 6.1

1978–92 7.6 9.4

(2) Wu (1980 prices) 1952–78 4.9 6.1
1978–91 8.6 9.0

(3) Li et al. 1952–78 5.6 6.1
1978–90 8.4 9.0

(4) Chow (1980 prices) 1952–80 3.9 6.2

(5) World Bank 1978–95 8.2 9.9
1978–86 8.8 9.7
1986–95 7.9 10.0

(6) Ren (1985 prices) 1985-94 6.0 9.8

(7) Yeh (1990 prices) 1990-95 8.7 12.0

SOURCES: Official estimates are based on data in comparable prices from
SSB 1989; SSB, SA 99, p. 14. The alternative estimates are taken from: (1)
Maddison, 1995, p. 191. (2) Ren, 1997, p. 105; Wu, 1994, p. 64. (3) Li et al.,
1995, p. 27. (4) Chow, 1994, p. 108. (5) World Bank, 1997a, pp. 3, 106; SSB,
Statistical Yearbook (SY) 98, p. 105. (6) Ren, 1997, p. 108. (7) Charles Wolf et
al., 2000.

Fourth, the distorted price structure in the initial years of reform also
imparted an upward bias in the aggregate output index. This is be-
cause the GDP index is the weighted average of the real growth rates
of the state and the nonstate sectors, the weights being their respec-
tive shares in GDP valued at prices of the initial year. Over time, the
state sector has been growing more slowly than the nonstate sector.
The initial weights, however, are biased against the state sector, be-
cause the prices of many of its products and services, such as energy,
raw materials, transportation, and financial services, were still under
state control at levels far below market prices, whereas most prod-
ucts of the nonstate sector were sold at market prices. An artificially
smaller weight assigned to the slower-growing state sector has re-
sulted in a faster GDP growth than if a larger weight were used. The
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bias is particularly serious for the growth rates for the 1980s, which
are based on 1980 prices.

To say that the official growth rate is overstated is not to belittle
China’s impressive growth record. The purpose here is to place the
recent growth trends in a more realistic perspective. Judging from
the various estimates presented in Table 5.2, it seems clear that the
true growth rate is considerably below the official 10 percent. Still, it
is a remarkable achievement by any standards. The crucial issue is
whether the growth rate is sustainable. The question is timely, be-
cause the official statistics indicate a persistent decline in GDP
growth since 1992 as shown in Figure 5.1. Is the slowdown a tempo-
rary phenomenon, or is it the beginning of a long-term trend toward
a level significantly below that of the last two decades?

SOURCES OF GDP GROWTH

To address that issue, we first examine how China’s economy grew
so fast in the past. Table 5.3 presents estimates of sources of growth
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Table 5.3

Source of Economic Growth
(Special Countries, 1960–2000)

(in percentage)

Contributions from
GDP Growth Rate Capital Labor TFP

China 9.4 4.4
(46.8)

1.3
(13.3)

3.7
(39.8)

Hong Kong 7.3 3.1
(42.3)

2.0
(27.6)

2.2
(30.1)

Singapore 8.5 6.2
(73.1)

2.7
(31.6)

–0.4
(–4.7)

South Korea 10.3 4.8
(44.2)

4.4
(42.2)

1.2
(11.6)

Taiwan 9.1 3.7
(40.5)

3.6
(39.8)

1.8
(19.8)

Japan 6.8 3.9
(56.9)

1.0
(14.3)

2.0
(28.8)

U.S. 3.1 1.4
(45.2)

1.3
(41.5)

0.4
(13.2)

SOURCES: China: GDP growth rate is based on Li’s estimate for 1978–90 and the offi-
cial growth rate for 1990–95 (Li, 1994, p. 91; SA 99, p. 14). The percentage shares of
contribution of capital and productivity growth are from Li, 1998, p. 2. All others: Barro
and Sala-I-Martin, 1995, pp. 380–381.
NOTES: Percentages for China are 1978–1995. Figures in parentheses refer to percent-
ages of contribution to GDP growth. TFP is total factor productivity.

for China in 1978–95 and those of six other countries for 1960–90.
The comparison brings out several interesting features in China’s
case. First, like all other economies, China’s economic growth de-
pended heavily on the growth of capital.8 Second, unlike others,
China’s growth of total factor productivity (TFP) was much more
significant, accounting for about 40 percent of GDP growth.9 Third,
by contrast, the contribution of labor growth was relatively small,
though nonnegligible. To better understand the growth process, we

______________ 
8It is not unusual for countries, including Japan and the U.S., to rely heavily on capital
growth at the initial stage of development (Lau, 1996, p. 88).
9The figure is somewhat overstated, because GDP growth based on official statistics is
exaggerated as noted above. Nonetheless, there are reasons to believe that significant
improvements in productivity took place at the first phase of economic liberalization.
See discussion below.
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look further into the causes of growth of capital, labor, and produc-
tivity.

CAPITAL FORMATION

Capital growth depends mainly on investment. In the last two
decades, China has consistently allocated a large share of GDP to in-
vestment. Many other developing countries too have been able to do
the same, as shown in Table 5.4. However, China’s case is distinctive
in two respects: First, China sustains a high investment rate despite
its low per-capita income. In terms of per-capita GDP in 1998, China
ranks 129 in the world, way below all the other Asian countries listed
in the table except India. Yet, its investment rate is higher than all
others’ (except Singapore’s in 1980). Second, China’s investment rate
has been quite stable over time, in a period when its economic sys-
tem underwent drastic changes, and when a severe and contagious
financial crisis hit its neighboring countries. The average share of in-
vestment in GDP during 1978–1998 was 36.8 percent. The share was
not very volatile, as indicated by the rather small coefficient of varia-
tion.10

Two sources of savings have been particularly important in sustain-
ing a high and stable investment in China: a high household savings

Table 5.4

The Rate of Investment, Selected Countries, 1980 and 1998

Rank: Per-Capita/GDP 1980 (%) 1998 (%)
China 129 35 39
Low-income countries — 28 30
Singapore 5 46 37
Hong Kong 18 35 30
South Korea 55 32 35
Mexico 71 27 26
Malaysia 79 30 32
Thailand 91 29 35
India 163 20 23

SOURCE: World Bank, 1999, pp. 230–231, 254–255.

______________ 
10The standard deviation is 2.72 percent, and the coefficient of variation, 0.07. For
data, see SA 99, p. 21.
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rate and a rising volume of foreign capital inflows. In the period
1978–95, domestic savings rose from 122 to 2,449 billion yuan (World
Bank, 1995, p. 208; World Bank, 1997a, p. 121). The increase of
household savings had been an important source of total savings. In
1978, it accounted for only 5 percent of total domestic savings
(People’s Bank, 1994, p. 76). By 1995, its share increased to 41 per-
cent.11 A number of factors contributed to the high household sav-
ings rate. At the micro level, Chinese households saved a substantial
portion of their income for many reasons. By tradition or by neces-
sity, the Chinese people are rather frugal. The sharp rise in per-capita
income since 1978 (particularly transitory income) and subsidized
urban housing greatly enhanced the households’ capacity to save. At
the same time, the households were highly motivated to save for
contingencies when job security was no longer guaranteed, to set
aside resources for retirement, health care expenses and children’s
education, and to accumulate money for large lump-sum expendi-
tures such as weddings and purchases of houses and consumer
durables, since consumer credit was not available. In particular, with
the economy in transition, uncertainties abound, and it is quite natu-
ral for the households to save more for precautionary purposes.

At the macro level, several distinct trends also helped to sustain a
high savings rate. One was the continued rise in the share of urban
population, which, thus far, has a higher savings rate than the rural
population.1 2  Similarly, the share of employment in the nonstate
sector has been increasing. These workers do not enjoy the free so-
cial benefits as those in the state sector and therefore tend to save a
larger share of their income to hedge against unemployment and ill-
ness. Therefore, the distribution of income apparently has become
more unequal between those in the coastal provinces and the inte-
rior provinces.

Table 5.5 shows the foreign capital inflows in 1985, 1990 and 1998.
There has been a sharp increase since 1985, particularly in the case of
direct investments. By 1990 direct investments constituted 77 per-

______________ 
11Household savings are derived from household income given in Zhen, 1999, p. 569,
and household consumption from SA 99, p. 22.
12See, for example, the average savings rates in 1995 and the marginal savings rates for
1985–1995. SY 96, pp. 69, 282, 288–289, 300, 353.
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Table 5.5

Capital Inflow, 1985–1998
(Billions U.S.$)

1985 1990 1998
Total 4.6 10.3 58.6
Loans 2.7 6.5 11.0
Direct Investments 1.7 3.5 45.4
Others 0.3 0.3 2.1

SOURCE: SA 99, p. 135.

cent of total capital inflows. This feature is important, because direct
investments are less volatile than foreign loans in times of financial
crisis. China had been able to attract large volumes of foreign capital
for several reasons. The first is China’s large potential market. Then,
there is the case for moving one’s manufacturing facilities from Hong
Kong and Taiwan into China to take advantage of the relatively low
labor and land costs. Also, the government had adopted various
measures to attract foreign investment. Many such investments were
made by overseas Chinese.

LABOR GROWTH

As Table 5.3 shows, the contribution of the growth of labor input to
GDP growth was relatively modest, not only smaller than in the four
newly industrialized economies, but also lower than the average for
East Asian countries.13 However, the estimate for China is probably
on the low side for two reasons. First, there is probably a downward
bias in the measurement of labor growth. For lack of information, la-
bor input is measured in terms of the number of persons employed
rather than man-hours worked. The presumption is strong that the
actual man-hours worked per worker has increased, because workers
in the nonstate sector generally put in more hours than those in the
state sector, and employment in the nonstate sector has been grow-
ing faster than that in the state sector in the last two decades.
Second, there is the likelihood that the labor share in GDP used in
estimating sources of growth has been too low. According to one

______________ 
13The average for East Asian countries for 1960–87 was 16 percent (World Bank, World
Economic Report, 1991, Oxford University Press, New York, 1991, pp. 34, 45).
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study, the labor share showed a distinct rising trend, increasing from
57.6 percent of GDP in 1984 to 60.6 percent in 1991 and 65.7 percent
in 1995.14 An adjustment of these biases would raise the growth rate
of labor input.

In any event, the contribution of labor growth goes far beyond what
the growth accounting figures suggest. This is because the indirect
contribution of the large labor supply to GDP growth has been sub-
stantial. It has kept wages low and thereby maintained China’s com-
parative advantage in international markets. Furthermore, the sur-
plus labor that migrated to the coastal areas could displace the bet-
ter-qualified workers in those areas so that the latter could move to
more productive jobs. At the same time, the migrants could help to
diffuse knowledge, promote factor mobility, and integrate markets,
all of which would contribute to increasing income and employment
in their home villages. Of course, the large proportion of unemployed
created some problems. Overcrowding of coastal cities, wasted re-
sources in subsidies, and social unrest are some of the consequences.
More serious still is that concern over social stability might deter the
leadership from pushing ahead with reforms. If that happens, the
prospects of sustained economic growth would be jeopardized.

TFP GROWTH

Table 5.3 shows that TFP growth has been quite significant. For con-
venience of discussion, it will be useful to distinguish three sources
of productivity gains: resource reallocation, improvements in the
quality of inputs, and technological changes narrowly defined.15 All
have been important in the past, though to different degrees. One
major source of increases in allocative efficiency is the structural
shifts in resource use from low productivity to high productivity sec-
tors. The most notable shift is that of labor from agriculture to indus-
try and services. In the last two decades, employment in agriculture

______________ 
14Zhen, 1999, p. 569. This means that the contribution of TFP growth shown in Table
5.3 might be too high.
15In technical terms, the allocative effect refers to the economy moving from a point
below the production frontier toward the frontier, or along the frontier. The effects of
quality improvements and technological advances would lead to a shift of the produc-
tion frontier upwards. The three sources are, of course, not independent of each other.
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dropped from 70 to 50 percent of total employment, while that in the
nonagricultural sector rose correspondingly (SA 99, p. 34). Because
the output per worker in agriculture was lower, the shift resulted in a
dramatic increase in output per worker for the economy as a whole.
Similarly, there had been a shift of investment in fixed capital from
the state to the nonstate sector. In 1980, investment in the state sec-
tor accounted for 82 percent of total fixed investment. By 1997, it
dropped to 52 percent (Zhen, 1999, pp. 899–900). In addition, the re-
turn to investment in nonstate enterprises was higher than that in
state enterprises.16

A second important source of allocative efficiency has been the
economies of scale resulting from the opening of the economy to in-
ternal and external markets. Economic liberalization since 1978 has
torn down the barriers of the pre-1978 semi-closed village economy,
and the expanding markets have allowed a higher degree of special-
ization and hence more efficient use of resources. Equally if not more
important were the scale effects from opening to world markets.
After China abandoned the closed-door policy and actively partici-
pated in world trade and in the globalization of industries, exports as
a percentage of GDP rose from 4.6 percent to 19.1 percent in 1978–98
(SA 99, pp. 11, 130). The economy benefited not only from the usual
advantages of international division of labor but also from foreign
competition, the transfer of knowledge, and the inflow foreign capi-
tal—all of which contributed immensely to economic growth and re-
form.

A third type of allocative efficiency originates from the strong incen-
tives and managerial skills to use resources efficiently at the enter-
prise level. A case in point is the dramatic increase in agricultural
output per worker after China introduced agricultural reform.17

When the commune system was replaced by the household respon-
sibility system, the state in effect assigned to the farm households the
rights to allocate their resources freely and to earn income there-

______________ 
16For example, in 1997, among the industrial enterprises with independent accounts,
total profits per unit of fixed asset in the SOEs were 8.1 percent, compared with 26.1
percent in the collectively owned enterprises (SY 98, pp. 425, 427).
17According to official statistics, output per worker increased at 3.92 percent per year
during 1978–98, compared with 0.15 percent annual growth during 1952–78 (SY 98, pp.
57, 128; SA 99, pp. 14, 34).
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from. These changes greatly motivated the peasants to increase out-
put.18 Similarly, the state left rural enterprises free to pursue higher
economic gains. The result was a proliferation of small, independent
enterprises that operated far more efficiently than the SOEs.

The significance of the productivity gains from reallocating resources
is hard to quantify. But undoubtedly the gains were substantial. The
World Bank (1996, Vol. I, p. 12) attributed 11 percent of GDP growth
in 1985–94 to reallocation of employment, and 2 percent to owner-
ship change. Sachs and Woo (1996, p. 78) estimated the contribution
of reallocation of labor from agriculture at 13 percent of GDP growth
in 1979–93. And, according to Lin (1992), the reintroduction of
household farming accounted for nearly half of the growth of agricul-
tural output in 1978–84. However, it is important to note that the im-
provements in allocative efficiency were one-time effects.

Apart from resource reallocation, there is the second major source of
productivity growth: improvements in the quality of capital and la-
bor. Because new technologies are generally embodied in new capi-
tal equipment, the younger the average age of the capital stock, the
more new technologies have been introduced.1 9  In the last two
decades, large volumes of new equipment have been put in place.20

Clearly, the quality of capital inputs has improved.

Improvement in the quality of the labor force is even more marked,
as evidenced by the change in the educational level of the work force.
Table 5.6 shows the percentage shares of the workforce with different
levels of education in 1982 and 1997. The most notable change is the
sharp reduction in the share of illiterate workers. At the same time,
the shares of those with high school and college education increased
discernibly. According to the World Bank (1997a, p. 106), education
alone contributed 29 percent of GDP growth in 1978–95. In addition,

______________ 
18Agricultural growth was virtually stagnant in the pre-1978 period. It rose abruptly to
7.8 percent annually during 1978–84 (SA 99, p. 14).
19For a formal model incorporating the concept of capital vintage, see Nelson, 1964.
20About one-third of the equipment in industry and transportation in the early 1980s
was of the 1950s and 1960s vintage, one-half, the 1970s, and the rest was left over from
the pre-1949 period (Sun, 1984, p. 177). At the end of 1995, equipment manufactured
in the 1990s accounted for 34.5 percent, those in the 1980s, 55.6 percent, and less than
10 percent were from the 1970s (Li, 1998, p. 87).
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Table 5.6

Composition of the Work Force by
Educational Level, 1982 and 1997

(in percentage)

Workers 1982 1997
Total 100.0 100.0
College and above 0.9 3.5
Senior high school 10.5 12.1
Junior high school 26.0 37.9
Primary school 34.4 34.8
Illiterate or semi-illiterate 28.2 11.6

SOURCES: SY 86, pp. 114–115; SY 98, p. 171.

vocational training and learning by doing must have also improved
the quality of workers.

Another source of TFP growth is technological change. Since 1978,
the government has adopted a series of policies to promote techno-
logical advances by reorienting research and development (R&D)
efforts toward developing industrial technologies, by encouraging
the transfer of technology from the military to the civilian sector, and
above all, by importing technology on a large scale. Expenditures on
R&D increased from 4.6 to 52.6 billion yuan in the period 1978–1998
(SA 99, p. 145; SSB, 1989, p. 442). Considerable technological diffu-
sion must have taken place, too, as suggested by the rise in the vol-
ume of transactions in technology markets, from 0.05 billion yuan in
1983 to 43 billion yuan in 1998 (State Science and Technology
Commission, 1987, p. 42; SA 99, p. 145).

To sum up, in the last two decades, China has generated rapid eco-
nomic growth primarily by sustained increases in capital formation
and in productivity growth through reallocating resources, integrat-
ing with the world economy, and accumulating human capital.

PROSPECTS FOR GROWTH

Will China be able to repeat this high performance in the future?
Interestingly, several economists unanimously say no. Table 5.7 pre-
sents the projections by the World Bank, Li, and Song, together with
their estimates for 1978–95. Clearly, the consensus is that GDP
growth will fall below the current level. The decline is probably less
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marked than the figures suggest, because, as noted above, the official
statistics on which these estimates are based have overstated the
growth rate. In any event, the rationales for these projections differ
somewhat. Both the World Bank and Li believe that the investment
rate will fall only slightly and will remain at a fairly high level, 30 per-
cent or more for the next two decades. All expect labor growth to
decline, rather sharply in World Bank’s projections and moderately
in others. The most marked difference is in their projected TFP
growth. The World Bank expects a sharp drop. Li believes that it will
remain more or less the same in the next decade but that its contri-
bution will rise to as much as 60 percent of GDP growth by the year
2050. Song foresees a moderate decline in the next decade. To eval-
uate these projections, we explore the issue: What might happen to
the three main sources of growth in the future?

In my judgment, the high investment rate will probably be main-
tained, but this is by no means certain. The conditions that increased
the capacity and motivations to save are likely to persist for some
time to come. Per-capita income will probably continue to grow,
perhaps at a slower rate. The traditional basis of old-age support by
the children of the family has weakened somewhat in recent years,

Table 5.7

GDP Projections, 1995–2050
(in percentage)

GDP Growth Investment Rate Labor Growth TFP Growth
World Bank

1978–95 8.2 37 2.4 3.5
1995–20 6.6 35* 0.8 1.5**
2001–10 6.9 — — —
2011–20 5.5 — — —

Li
1978–95 9.4 37 2.1 3.7
2001–10 8.1 33 1.0 3.4
2011–30 6.0 30 0.3 —
2030–50 4.5 — –0.2 —

Song
1978–98 8.2 — 2.2 3.7
1998–08 6.4 — 1.4 2.5

SOURCES: World Bank, 1997a, pp. 4, 21, 106, 113; 1997b, p. 34; Li, 1998, pp. 20, 23, 144,
359; Song, 1999, p. 18. See also notes to Table 5.3.
NOTES: *Figure is for the year 2005 and above. **Figure is for 2000–2020.
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and this trend is likely to continue. Urban workers no longer have
“iron rice bowls”. Similarly the farmers themselves have to assume
the risk of fluctuations in the prices of their products. At the same
time, the state is privatizing some major social expenditures that the
SOEs used to provide, such as pensions, unemployment insurance,
medical expenses, education, and housing. Households must now
prepare to bear partly or wholly these costs, until an effective social
safety net is set up.

However, there are some negative forces in the making. First, as
many observers anticipate, GDP growth in the next two decades may
well decline. If and when that happens, the growth of per-capita in-
come will slow. Second, China’s population is rapidly aging. In 1990,
China’s population age 65 years and over constituted 5.6 percent of
total population (Du Peng, 1994, p. 75). The proportion is projected
to reach 6.8 percent in the year 2000 and 12.2 percent by 2025 (Lin
and Zhai, 1996, p. 48). Unlike in other countries, the proportion of
older people is rapidly increasing, and this increase occurs when
China is still a developing country. An increasingly large proportion
of aged population means more and more people living primarily on
their own or others’ savings.21 Third, some economic reforms now in
progress could affect people’s savings behavior. For example, setting
up an effective social safety net would lessen somewhat the need for
precautionary savings. Eliminating subsidies to consumers, most
notably housing subsidies to urban residents, would increase house-
hold expenditures.2 2  Making consumer credit readily available to
consumers might induce households to spend more on housing and
consumer durables. Nonetheless, such negative effects should not be

______________ 
21 The potential drain of resources is indicated by the projected rise in the ratio of
those working to the number of retirees from 6:1 in 1990 to 2:1 by the year 2020 (Lin
and Zhai, 1996, p. 349). Offsetting this trend to some extent is the decreasing share of
young dependents, as a result of declining fertility. But the cost of raising the young
are likely to increase, too, as more and more households will be covering their own
medical, educational, and housing expenses.
22At present, urban households’ expenditures on housing accounted for only 4 per-
cent of total consumption expenditures, a ridiculously low proportion (SA 99, p. 80).
Government subsidies have been shown to be significant in determining urban resi-
dents’ savings in Wang, 1995. Wang noted that, as the peasants’ housing expenditures
(which were not subsidized) in their total consumption expenditures increased from
9.8 percent in 1981 to 14.5 percent in 1987, their savings rate dropped from 23 percent
in 1984 to 14 percent in 1987. The implication is that urban residents’ savings rate will
fall if their expenditures on housing increase.
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overstated. While eliminating subsidies might reduce household
savings, it creates an opportunity for the government to increase its
savings, so that the total savings rate need not fall. A social security
system is essentially an insurance plan funded by contributions of
households and enterprises. These contributions are in effect forced
savings that displace voluntary savings of individual households for
the same purpose. What is different is that the burden and benefits
are now distributed according to some social criteria. As for con-
sumer credit, banks have recently begun to finance consumer
spending in 1999, and it will take some time before consumers get
used to the idea of spending one’s future income.

The prospects for other sources of savings are even more uncertain.
The problem with government savings in the last two decades is that
the fiscal system has failed to generate sufficient revenues to cover
the rapidly rising current expenditures. The share of government
budget revenues in GDP dropped persistently, from 31.2 percent in
1978 to 10.7 percent in 1995 (SA 99, p. 58). Consequently the gov-
ernment savings rate declined from 32 percent in 1979 to 5 percent in
1995 (World Bank, 1996, Vol. II, pp. 53, 56; 1997a, pp. 139, 142). The
fiscal squeeze is likely to persist since there will be enormous pres-
sures to spend more on environmental protection, human capital
formation, improving the infrastructure, funding institutional re-
forms, and defense spending. In anticipation of such demands, the
government has made a great effort to reverse the downward trend
in the share of government revenues in GDP. As a result, the share
rose from 10.7 to 12.4 percent in 1995–98. The government planned
to raise it further to 15 percent in two to three years and eventually to
20 percent.23 It will not be easy because of strong resistance from
various interest groups. But it is not infeasible, considering the po-
tential of increasing tax revenues from the fast growing nonstate sec-
tor, revising personal income tax and property tax systems, and
eliminating current tax loopholes. More importantly, government
revenues and savings could rise sharply if economic reforms succeed
in reducing subsidies to consumers and loss-making SOEs, shrinking
the bloated government bureaucracy and diverting some extra-bud-
get funds to the central government. Similarly, the outlook for busi-

______________ 
23Shijie ribao (Chinese Daily News), May 21, 1999, p. C5.
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ness and foreign savings is also clouded by the uncertain outcome of
enterprise and fiscal reforms and China’s open policy.

In light of these considerations, the stability of the savings rate can-
not be taken for granted. Much depends on how institutional re-
forms might affect households, enterprises, and government incen-
tives and capacity to save. In any event, economic growth in the fu-
ture cannot rely solely on capital formation as in the pre-1978 days.

As Table 5.3 shows, the contribution of the growth of labor input to
GDP growth in the last two decades was relatively small. According to
many observers, it will be smaller still in the next two decades. The
rationale underlying the projections is that the slowdown of popula-
tion growth in the late 1980s and 1990s will change the age structure
in the 2000s and beyond, so that the net increase of those entering
the working force ages (15–64) will decline. This, in turn, will con-
strain labor supply and labor’s contribution to economic growth.

The problem with this view is that it ignores a major component of
labor supply: the massive hidden unemployed. Total labor supply
comprises not only the new additions to the pool of labor available
for employment (mainly those entering the working force and seek-
ing employment), but also the existing stock of unemployed. To be
sure, the net increase of those entering the working force will be-
come smaller. But in China’s case, the amount of existing unem-
ployed is so overwhelmingly larger than the amount of new entrants
that the declining amount of new additions really does not matter.
The unemployed in China are composed of the urban registered un-
employed, the urban hidden unemployed, and the rural hidden un-
employed. The urban registered unemployed were reported at 5.7
million in 1997 (SY 98, p. 127). The hidden unemployed in urban and
rural areas have been estimated at 30 million and 140 million, re-
spectively (Zhen, 1999, pp. 513, 524). In the period 2000–2020, the
average annual increase in the population of working age is esti-
mated to be about 8 million, a minuscule number compared with the
total existing unemployed of 170 million.24

______________ 
24Li et al., 1995, p. 19. By the same token, the official unemployment rate is misleading
and meaningless. It is misleading because it includes only the urban registered un-
employed, which is only a fraction of the total number of unemployed. It is meaning-
less because the primary concern of the government is the effect of unemployment on
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In my judgment, employment growth will probably slow, not so
much because of a tightening of labor supply but because of a slow-
down in the growth of demand for labor. The elasticity of nonagricul-
tural employment with respect to output for 1980–85 was fairly high,
0.72, but it fell to 0.28 in the period 1995–98.25 This rather sharp drop
suggests that the high elasticity in the early 1980s might well have
been the one-time effect of the upsurge in the labor-absorbing
sectors, such as in rural industries and services during this period.
The effect of a possible decline in GDP growth will be compounded
by that of a low employment elasticity.

In recent years, the Chinese government has moved forward with
releasing the excess labor in SOEs. The policy is a positive step in the
right direction. But it unavoidably aggravated the unemployment
problem. To mitigate the negative effects, various measures have
been adopted, such as developing reemployment projects, control-
ling migration, and providing unemployment relief. All these mea-
sures are essentially short-term stopgaps. Perhaps an alternative
strategy should be considered that focuses on the long-term demand
for labor. At present, families, enterprises, and the state are support-
ing the 170 million hidden and openly unemployed. Perhaps through
fiscal and financial measures, the state could divert some of the re-
sources now being used to subsidize redundant workers to support
the growth of more dynamic state and nonstate enterprises and let
them absorb the surplus labor. The transfer of resources leaves the
providers no worse off. The surplus labor would have jobs. The
credit-starved enterprises would have the resources to grow.26 A
parallel and more direct approach would be to stimulate the growth
of nonstate enterprises with resources now being used to subsidize
loss-making SOEs. The workers from the bankrupt SOEs would be

_____________________________________________________________ 
social stability. But the official unemployment rate provides no warning to decision-
makers. Even if the official unemployment rate is zero, a potential crisis still looms.
25For data used, see SA 99, pp. 11, 14, 34. GDP figures are official data in comparable
prices.
26A project to increase employment by developing rural small towns is being funded
by the World Bank, South China Morning Post, November 4, 1995, p. 8. However, the
project appears to be putting the cart before the horse, since towns are developed
mainly as a result of the growth of business activities and not the other way around. In
any case, the idea of generating unemployment through growth promotion is basically
sound. Another option is to develop the mid-size and small enterprises, which are
more labor absorbing (see Chen, 1999).
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absorbed by the growing nonstate enterprises. Because the employ-
ment elasticity of the nonstate enterprises is more than twice that of
the state sector, the reallocation of funds could even generate new
employment.27

If the savings rate in the next two decades will at best remain at the
current level and if the growth of labor input will probably fall, the
growth of total factor productivity will be the key to sustained eco-
nomic growth. Will the trends in productivity growth continue into
the near future? Much depends on the development potentials and
challenges ahead and how effectively the leadership will be able to
exploit these opportunities and meet the challenges. Consider first
the potential of utilizing China’s abundant surplus labor. Can pro-
ductivity growth through reallocation of labor be sustained? Here the
observers disagree. Sachs and Woo (1996, p. 81) believe that the labor
allocation effect will remain significant in the medium run. Others
expect a much more limited contribution in the future (World Bank,
1997a, p. 114; 1996, p. 11; Lardy, 1998, p. 10). To be sure, the growth
of the two most important labor-absorbing sectors, rural industries
and services, has been slowing in the 1990s. But the decline of rural
enterprises was partly the result of the biased credit policy against
nonstate enterprises. This trend could be reversed if the government
would refrain from interfering with the market mechanism.
Similarly, the slowdown in the growth of the service sector may be
only temporary. International development experience indicates that
the share of the service sector in GDP generally rises with per-capita
income. By 1998, China’s per-capita GDP rose to a level 89 percent
above, that of India and over 50 percent above the average for low-
income countries (World Bank, 1999, pp. 230–231). Yet, its share of
the service sector in GDP was way below India’s or the average for
low-income countries.28 If and when China’s share of the service
sector in GDP catches up with that of other countries, as is likely,
structural shifts in employment will continue. To facilitate the trans-
fer, the government has the important task of removing obstructions
to factor mobility, such as the household registration system, restric-

______________ 
27For data used to calculate the employment elasticities for 1978–95 (see SA 99, pp. 11,
14; SY 98, pp. 128, 138; Wang, 1998, p.1).
28China’s share was 33 percent, lower than India’s 45 percent, and the average for low-
income countries, 38 percent (World Bank, 1999, pp. 252–253).
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tions on the transfer of property rights, and regional barriers set up
by local governments. But market forces should be left alone to initi-
ate and direct the transfer.

What about the prospects for further benefits from market expan-
sion? China has come a long way in developing markets.
Nonetheless, much remains to be done. By and large, the develop-
ment of factor markets has lagged behind product markets. Financial
markets are still in a formative stage. Furthermore, the integration of
nationwide markets has run into a number of problems. Bottlenecks
are a major problem in some key sectors, such as water supply, en-
ergy, and transportation.2 9  Another obstacle is the protectionist
tendencies of local and central governments. Suboptimization by lo-
cal governments has created vested interests that obstruct the ex-
pansion of markets. One striking example is the scattering over many
provinces of numerous small automobile factories. Resistance to
China’s entry into the World Trade Organization from some indus-
trial groups reflects the same protectionist sentiments. Supporting
these tendencies are some party members who still hold on to the
socialist dogma of self-sufficiency. There is thus uncertainty about
whether and how far China would push ahead with further expan-
sion of internal and external markets.

A set of integrated markets is a necessary but not sufficient condition
for the economy to function efficiently. The competitive players, i.e.,
the enterprises, have to be present. Herein lies the most difficult
challenge the current leadership faces: Large numbers of SOEs
cannot survive in competitive markets and have been kept alive by
fiscal subsidies and bank loans.30 The unconditional support of loss-
making SOEs violates one of the basic principles of the market econ-
omy: free entry and exit of firms. Indeed, one plausible explanation
of why nonstate enterprises as a whole are more efficient than the
SOEs is that the nonstate enterprises have to constantly face the
Darwinian evolutionary struggle so that the inefficient ones die out,

______________ 
29For example, coal production in Shanxi is limited not so much by the productive
capacity of the mines as by the capacity of the railroads to ship the coal to users in
coastal provinces.
30In 1978, 24 percent of industrial SOEs had a total loss of 4.4 billion yuan. By 1998, 41
percent incurred losses totaling 102.3 billion yuan (Ministry of Finance, 1992, p. 304;
SA 99, p. 108).
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leaving only the relatively efficient ones, whereas inefficient SOEs
survive even if they persistently lose money. Whatever the cause of
inefficiency, there is a pressing need to cope with inefficient SOEs,
because, without reform, productivity growth will almost certainly
fall. First, inefficiency in the state sector itself tends to lower overall
productivity growth. More significantly, the growing losses of SOEs
force banks to accumulate nonperforming loans, driving the latter
toward insolvency. Then, the continued support of loss-making en-
terprises depletes the financial resources of banks and deprives non-
state enterprises of credit for more-productive uses.

There can be no doubt that China will continue to accumulate hu-
man capital through education and vocational training. The number
of secondary school graduates has been increasing since 1985, and
this trend will probably continue to rise as China implements the
nine-year education program introduced in 1998. Because of the
persistent shortage of skilled workers and educated manpower, the
accumulation of human capital is likely to bring substantial produc-
tivity gains.

In the long run, technological change will be the key factor, because,
unlike resource reallocation, it can be a continuous, on-going pro-
cess rather than a one-time gain. But herein lies perhaps the weak
link in China’s economic growth. At present, China’s R&D capability
is rather poor, mainly because of the prolonged neglect of human
capital formation under a regime that valued ideological piety above
technical knowledge. In particular, the abrupt lapse in China’s edu-
cation program during the Cultural Revolution left a gap in the hu-
man capital structure. Around the year 2000, many senior rank sci-
entists and engineers will retire, and there will not be enough quali-
fied personnel to succeed them. The effects were not keenly felt in
the 1980s and 1990s, partly because the market demand for all kinds
of goods and services was so strong that innovation was hardly nec-
essary. Also, China was able to borrow or transfer technology from
abroad. According to one study, inventions accounted for only 10
percent of the total research achievements in the 1980s, whereas
those based on imitation accounted for 50 percent, and those based
on improvements of existing technologies, 40 percent (Ma, 1989, p.
294). But, as competition both at home and abroad intensified, the
importance of innovation greatly increased. The current leadership
reversed the pre-1978 policy and substantial progress in education
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and R&D has been made (see Zhen, 1999, pp. 418–419). Nonetheless,
it is not clear if the renewed effort is sufficient to prepare China for
the challenges ahead. One cause for concern is that the growth of
both education expenditures and R&D expenditures has fallen be-
hind GDP in the 1980s.31 The shares of public expenditures and R&D
in GDP in 1990 were far below the world average, and even lower
than those in India, not to mention those of Japan and the United
States (SY 98, pp. 942–943). More serious still is the lack of an
effective incentive system to motivate innovations. Like the SOEs,
China’s R&D system traditionally never linked risks, effort, and re-
wards together. The system apparently changed little after 1978 de-
spite reform efforts (Li et al., 1995, pp. 388–340). Again, the future of
technological advances hinges to a large extent on institutional
changes.

GDP GROWTH: ALTERNATIVE PROJECTIONS

To sum up, China’s economic future is clouded with many uncer-
tainties. Apart from the challenges and opportunities noted above,
there are others. Not least are some political and social undercur-
rents that might erupt into open conflicts and undermine economic
growth. Potential problems include intra-party disputes over key
economic policies (e.g., the pace and direction of reforms); opposi-
tion of local governments, ministries, and departments to central
government policies (e.g., joining the WTO); ethnic secession and ru-
ral unrest as a result of the widening gap in income distribution;
protests of workers being laid off; and the general public’s disgust
with widespread corruption.32 A second set of uncertainties relates to
possible changes in the external environment. These include the
changing economic conditions and trade policies in the United
States, Europe, Japan, and other Asian-Pacific countries (the major
markets for China’s exports and sources of capital and technology
imports); the pace and direction of technological breakthroughs; and
also possible military conflicts directly or indirectly involving China.

______________ 
31The share of education expenditures dropped from 3.8 percent of GDP in 1990 to 3.1
percent in 1997, and that of R&D expenditures, from 0.7 to 0.6 percent over the same
period (SA 99, pp. 11, 142, 145).
32China’s decision to join the WTO resolved the question of whether to join, but
whether there will be opposition to implementation of the policy remains to be seen.
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In view of the many uncertainties, it would seem more appropriate to
have a series of projections under alternative scenarios than to have
a single estimate with a rather wide margin of error. Table 5.8 shows
what the GDP growth rates could be, given alternative parameters
that reflect various possible scenarios. For example, in a stable
growth scenario, where economic reforms proceed steadily and no
major internal or external economic crisis occurs, savings rates are
assumed to remain high, probably between 30–40 percent.
Productivity growth is projected at 1–1.5 percent annually. GDP
growth would be in the range of 4.8–6.4 percent. In a disrupted
growth scenario, the savings rate would fall to 25 percent or below,
and productivity, 0.5 percent or less. GDP would grow at an annual
rate no higher than 3.8 percent.

CONCLUDING REMARKS

To recapitulate, China faces a problem of sustaining a current growth
rate of 6–8 percent rather than the official 9–10 percent. Nonetheless,
the challenge is by no means less arduous, mainly because the sav-
ings rate is coming close to the end of a plateau, and because accel-
erating productivity growth has become increasingly difficult. Our

Table 5.8

GDP Growth, 2000-2020: Alternative Projections
(in percentage per year)

Total Total Factor Productivity Growth
Savings Rate 0.5 1.0 1.5 2.0
25 3.8 4.3 4.8 5.3
30 4.3 4.8 5.3 5.8
35 4.9 5.4 5.9 6.4
40 5.4 5.9 6.4 6.9

NOTES: Growth of capital inputs is derived by dividing the savings rate by the capital-
output ratio, 3.7, given in Li et al., 1995, p. 59. Thus, given the four alternative savings
rates, the corresponding annual growth of capital inputs are: 6.8, 8.1, 9.5, and 10.8 per-
cent, respectively. Assuming the output elasticity of capital to be 0.4, the contribution
of capital inputs to GDP growth are: 2.7, 3.2, 3.8, and 4.3 percent, respectively. The an-
nual growth of labor inputs is assumed to be 1 percent, and its output elasticity, 0.6. Its
contribution is therefore 0.6 percent. GDP growth rates are derived as the sums of the
contributions of capital inputs, labor inputs, and total factor productivity growth.
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assessment is that the long-term growth rate is likely to be lower than
the current one.33 How much lower will depend largely on the pace,
direction and effectiveness of economic reforms.

Indeed, in discussing possible constraints on the sources of eco-
nomic growth, we keep running into institutional bottlenecks, some
of which are legacies of the pre-1978 era while others are the
byproducts of the transition. For example, decentralization of deci-
sionmaking motivates households and enterprises to invest in pur-
suit of higher profits. Yet the state maintains centralized allocation of
financial resources according to some credit plans that are biased
against nonstate enterprises. This inconsistency has not only seri-
ously weakened the financial system but also made it rather difficult
for the more productive nonstate enterprises to accumulate capital.
In the case of labor supply, the critical problem is not the dwindling
of new labor supply due to demographic changes two decades ago,
but the massive hidden unemployment, some of which is now sur-
facing. The fundamental solution calls for institutional changes, such
as building a social safety net, developing labor markets, and finan-
cial reforms to ease the supply of credit to the productive state and
nonstate enterprises to increase the demand for labor. In the case of
productivity growth, the debt-laden SOEs have continued to drag
down the overall growth rate, and there are still no signs of an end to

______________ 
33In that respect our conclusion is similar to those of other observers. However, the
reasons behind the conclusions are quite different. For example, the World Bank at-
tributes the projected decline in GDP growth to three forces: The labor force will stop
growing, capital accumulation will run into diminishing returns, and structural
change will provide a smaller boost to growth because resources will be more effi-
ciently allocated. In our opinion, each of these hypotheses is open to question. As
noted above, the net increase in labor supply will certainly decline, but the total stock
of available labor will remain so large that the effect of declining new additions will be
negligible. In short, labor supply is not likely to be a constraint on GDP growth. The
law of diminishing returns to investment applies only when other factors are held
constant. Is it reasonable to assume that both labor supply and technological advance
will stop growing altogether during the next two decades? And, even if productivity
gains from resource reallocation drops, other sources of productivity growth could be
the impetus to the growth of total factor productivity. One such source is human capi-
tal formation, which, according to the World Bank, 1997a, p. 106, constituted 33 per-
cent of GDP growth in 1978–95. It would seem plausible that the educational level of
the workforce and skill formation through training will continue to develop. In our
judgment, there is still much gross inefficiency in the system. These inefficiencies also
represent potentials to accelerate productivity growth if they can be removed. Unlike
the World Bank, we do not rule out the possibility that productivity growth would fall
only slightly.
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subsidies. Moreover, one sees rampant corruption and fuzzy prop-
erty rights that increase transaction costs and lower incentives to
improve efficiency. To the extent that reform is indeed the key to
sustained growth, one wonders if the primary policy focus should be
placed on reform instead of on economic growth. Economic growth
without reform is not sustainable, because the current system persis-
tently drains resources into unproductive uses and that cannot go on
indefinitely. If, however, the institutional framework of a market
system were firmly established, economic growth would follow be-
cause it could then rely not just on factor accumulation alone but
also on productivity gains, which in turn reinforces factor accumula-
tion.

At this juncture, China’s reforms still have a long way to go. This task
will require huge financial costs, painful adjustments, and strong
political will. Earlier reforms were relatively easy. The benefits from
these reforms apparently have run their course. The next phase of
high growth must come from new reforms that are more difficult be-
cause the economy has become more interdependent, because the
vested interests are now more deeply entrenched, and because the
new reforms are much more costly. But, painful as it may be, does
China have any other viable option?
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Chapter Six

THE CHINESE ECONOMY IN PROSPECT
Angang Hu1

THE CATCH-UP MODEL OF CHINESE MODERNIZATION

From a historical perspective, modernization could generally be
grouped into four types: innovators or forerunners, followers or late-
comers, those who catch-up with and surpass, and those who stay
behind, stumbling and not yet in the process of modernization, pos-
sibly stagnating. There are several large economies in the catch-up-
with-and-surpass category. The first among these is the United
States. The United States accelerated its modernization process
during the period 1871–1913, rapidly catching up with and surpass-
ing the United Kingdom. The second country is Japan, which started
industrialization after the Meiji Reformation. Particularly after World
War II (1950–1985), Japan’s economy took off and didn’t lose time in
catching up with that of the United States. The third economy in this
category is the group encompassing the East Asian “Four Dragons,”
which started their economic takeoff during the 1960s, and from
1965 to 1997 rapidly reduced the gap between themselves and devel-
oped nations, becoming newly industrialized countries and regions.
The fourth county in this category is China, which entered the stage
of economic takeoff in the 1980s.

______________ 
1Editors’ note: Despite our efforts to correct them, some discrepancies remain in the
text between the author’s references to numerical figures and those that appear in the
tables. Generally, these discrepancies are minor but resolution of them can be ob-
tained by contacting Professor Hu directly. He can be contacted at the Center for
China Study at the Chinese Academy of Sciences, 18 Shangqing Road, Beijing, 100085,
P. R. China. E-mail: anganghu@mail,rcees.ac.cn. Telephone and fax: 86-10-62919108.
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Angus Maddison, an expert in economic history at the Organization
for Economic Cooperation and Development (OECD), published
Chinese Economic Performance in the Long Run (1998). In this book,
Maddison used the PPP (purchasing power parity) method to calcu-
late the GDP in China during 1820–1995 and the respective per-
capita GDP, the shares of Chinese GDP of the world total, and the
per-capita GDP in China as a percentage share of the world average.
Based on his calculations, I summarize the characteristics of the
historical process of the long-term economic development in China
in the following text.

Economic Fall and Rise

To begin, economic development in China has undergone a process
of falling first and then rising later on. The economic capacity of the
country has also undergone a process of growing from strong to weak
and then from weak to strong. In the 10th century, China was a
leader on the economic indicator of per-capita income. China was
also better off than European countries in the level of science and
technology, the utilization of natural resources, and the management
of a country with a huge territory. But in following century, European
countries surpassed China in such areas as science and technology
and real income per capita. During the period 1820–1952, the world
economy experienced great development. The total world gross
product increased eightfold. The per-capita income of European
countries and Japan increased fourfold and threefold, respectively.
But the share of China’s GDP compared with that of the rest of the
world decreased from one-third to one-twentieth, and China’s per-
capita income decreased to one-fourth of that of the rest of the
world. In 1820, GDP in China accounted for 32.4 percent of the world
total, ranking number one in the world. The share of Chinese GDP of
the world total was reduced to 13.2 percent, 9.1 percent, and 5.2 per-
cent, respectively, in 1890, 1919, and 1952. This is because the aver-
age annual growth rate of GDP in China (only about 0.22 percent)
during 1820 to 1952 was much lower than the world average annual
growth rate (1.62 percent) during the same period. As a result, the
share of Chinese GDP in the world total declined substantially. The
price of this backwardness was being laid open to outside aggression.
Because of the “opium war” in 1840, 19 Western countries gained
much. Japan invaded China three times. Twice Britain and France
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made colonial invasions into China. Russia forcibly occupied the
Siberian regions of China, which were nearly 10 percent of China’s
total area.

China began the process of industrialization after the foundation of
the People’s Republic of China. During the period 1952–1978,
China’s economic growth significantly accelerated, and the total
GDP increased by threefold. During this period, per-capita income
and labor productivity in China increased by 38 percent and 6 per-
cent, respectively. The share of industry in the national economy in-
creased from 10 percent to 35 percent. Although the growth rate of
China was very high, the speed of development was still slow com-
pared with that of the rest of the prospering world at that time. By the
end of 1978, China’s GDP share of that of the world was reduced to
5.0 percent because of the even lower economic growth rate in China
(4.4 percent) (according to data from the State Statistical Bureau
(SSB) of China, 6.1 percent) compared with the world average growth
rate (4.52 percent). Starting in 1979, China’s growth share began a
steady rise. By 1995, the share increased to nearly 11 percent (see
Table 6.1) because the average economic growth rate in China during
1978–1995 increased to 7.49 percent (according to SSB data, 9.9 per-
cent) and the world total GDP growth rate declined (to 2.7 percent).
Thus, the share of Chinese GDP of the world’s total increased dis-
tinctly.

Table 6.1

China’s Geopolitical Standing, 1820–1995

1820 1890 1913 1952 1978 1995
Share of world GDP (%) 32.4 13.2 9.1 5.2 5.0 10.9
Share of world population (%) 36.3 26.2 24.7 21.8 22.4 21.3
Per-capita GDP as % of world average 89.2 50.3 36.7 23.7 22.3 51.1
GDP ranking 1 2 3 3 4 2
Share of world exports (%) N.A. 1.7 1.6 1.0 0.8 2.9
Per-capita exports as % of world average N.A. 6.5 6.5 4.6 3.6 13.6

SOURCE: Angus Maddison, Chinese Economic Performance in the Long Run,
Development Centre Studies, OECD, 1998, p. 56.
NOTE: N.A. is not available.
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Per-Capita GDP

The relative difference between the per-capita GDP in China and the
world average increased first, and later declined rapidly. In 1820, the
per-capita GDP in China was about 89 percent of the world average.
The share was reduced to 50 percent, 36.7 percent, and 23.7 percent,
respectively, in 1890, 1919 and 1952. From 1820 to 1952, the growth
rate of per-capita GDP in China was negative (–0.08 percent), and the
world per-capita GDP average increased at a rate of positive 0.92 per-
cent. Therefore, the relative difference between the per-capita GDP
in China and the world average level clearly increased. In 1978, the
per-capita GDP in China was about 22.3 percent of the world aver-
age, which was a little bit lower than that of 1952. From 1952 to 1978,
the per-capita GDP growth rate was 2.34 percent (according to SSB
data, 4.0 percent), which was a little bit lower than that of the world
average (2.56 percent). During this period, not only was the gap be-
tween per-capita GDP in China and that of advanced countries not
reduced, but also the gap between China’s GDP and that of the world
average was not reduced. Since 1979, the per-capita GDP in China
increased rapidly: By 1995, China’s per-capita GDP was 51.1 percent
of the world average, which was 28.8 percentage points higher than
that of 1978 (see Table 6.1). The per-capita GDP in China in 1995 was
11 percent of that of the United States, 13 percent of Japan, 20 per-
cent of Taiwan, and 22 percent of South Korea. In 1995, the increase
in the rate of per-capita GDP in China was 6.04 percent (according to
SSB data, 7.5 percent), which was much higher than the world aver-
age (1.01 percent). Not only was the difference between China and
the world average reduced substantially, but also the difference be-
tween China and developed countries was reduced to a large extent.

Economic Isolation

During the process of global modernization, which began in the 18th
century, China was cut off from the outside world for a very long
time. It wasn’t until 1978 that China became a more open country
and accelerated the process of integrating with the world economy.
The role of a country in the world market can be measured by the
share of the country’s exports of the world total export volume. In
1890, the share for China was 1.7 percent, which was further reduced
to 1.6 percent and 0.8 percent in 1913 and 1978, respectively (see
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Table 6.1). A country’s level of trade can be measured by the percent-
age share of per-capita exports of the country relative to that of the
world average. In 1890, the percentage share for China was 6.5 per-
cent, which continued to decline, to 4.6 percent and 3.6 percent in
1952 and 1978, respectively. All these data prove that, although China
is a large country in terms of population, it is a small economy in
terms of trade; it ranked 32nd in terms of world exports. Even though
China began its industrialization in the 1950s, China has been typi-
cally self-supporting, economically cutting itself off from the outside
world.

Since 1978, foreign trade in China has had the following four fea-
tures. First, foreign trade volume has increased at an unprecedent-
edly high speed. From 1978 to 1997, the total foreign trade volume on
average increased by 15.6 percent annually, which includes an aver-
age annual import trade volume increase of 14.5 percent and a total
export volume average annual increase of 16.7 percent (all increases
were higher than that of the world average). Second, the increase in
the rate of trade surpassed the growth rate of the economy, and the
shares of both total foreign trade and total export in GDP continued
to grow rapidly. During the late 1970s, the total foreign trade ac-
counted for only 13 percent of the GDP, which made China one of
the countries that had the lowest trade dependency rate. By 1995,
however, the rate had increased sharply to more than 30 percent of
GDP. Third, the share of total export volume in China as a percentage
of world total exports increased substantially. By 1995, the share had
increased to 2.9 percent, which made China the tenth largest ex-
porter in the world. However, compared with the total exports of the
East Asian “Four Dragons,” which exceed 10 percent of the world to-
tal exports, the share of Chinese trade was still very low. Fourth,
China’s per-capita export level has increased several dozen times. In
1952, China’s per-capita export rate was only $1.4; in 1978, $10.7; and
by 1997, $122.8.2

Despite this upward trend, China’s per-capita export level was still
very low compared with the average per-capita export level of the
world. In 1995, China’s per-capita export level was only 13.6 percent
of the world average (see Table 6.1). These percentages show that

______________ 
2All dollar amounts are U.S. unless otherwise noted.
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China’s open policy propelled it into the world market amid interna-
tional competition and helped China contribute more to world trade
growth. However, in terms of China’s export share of the world’s to-
tal exports and its per-capita export level relative to that of the rest of
the world, China is still at much lower level. Therefore, accelerating
trade and investment liberalization and joining the WTO as soon as
possible will help China to continue on its quest for economic open-
ness and is in keeping with the basic interests of the country. The
long-term benefits to the Chinese economy will far exceed the short-
term costs of adjusting to an open policy. If China’s per-capita export
level increases to, or close to, one-half of the world average, then
China’s total exports will account for more than one-tenth of the
world total.

Human Development Indicators

The relative difference in human development indicators between
China and developed countries is decreasing. China’s birth rate was
as high as 37.0 percent in 1952, but in 1978 and 1995, it was reduced
to 18.25 percent and 17.12 percent, respectively. Regarding life ex-
pectancy at birth, in 1952, it was only 38 years; in 1978 and 1995, life
expectancy increased to 64 years and 70 years, respectively. In 1952,
the average years of schooling for Chinese over 15 years of age was
1.7 years; in 1978 it increased to 5.33 years, and by 1995 it increased
to 8.93 years (calculations by Maddison are higher than my esti-
mates) (see Table 6.2). This 1995 rate was higher than India’s (5.55
years). However, compared with the education levels in the 1950s of
France (9.6 years), Germany (10.4 years), the United States (11.3
years), and the United Kingdom (10.8 years), it is still quite low
(Maddison, 1998).

Production Factors and Economic Takeoff

The increase in all production factors in China and the respective
market allocation have sped the growth of the Chinese economy.
Considering the production factors that affect economic growth and
comparing the period 1952–1978 with that of 1978–1995, the total
population growth rate decreased, from 2.2 percent to 1.37 percent;
the labor input rate increased slightly, from 2.57 percent to 2.62 per-
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Table 6.2

Vital Statistics, Age Structure, Labor Input, and Education Levels, China,
1952–1995

Year

Crude Birth
Rate Per

1,000

Life Ex-
pectancy at
Birth (years)

Working Age
Population

(%)

Employed
Population

(%)

Years of Equivalent
Primary Education
Per Person Age 15

and Older
1952 37.00 38a 51.7 36.4 1.70
1978 18.25 64 53.6 41.9 5.33
1995 17.12 69 61.2 51.7 8.93

SOURCES: The first column is from SSB, China Statistical Yearbook, 1996, p. 69; the
second column is from the World Bank, World Development Report, various issues; the
third column is from China Statistical Yearbook, 1996, pp. 71–72; the fourth column is
from Appendix D. The working age population in China refers to males aged 15–60
and females aged 15–55. Education levels are derived by extrapolation from popula-
tion census estimates for 1964, 1982, and 1990; see China Statistical Yearbook, 1996, p.
71. Primary education is given a weight of 1, secondary 1.4, and higher 2—in line with
international evidence on relative earnings associated with the different levels of edu-
cation. The fifth column is based on data from Angus Maddison, Chinese Economic
Performance in the Long Run, Development Centre Studies, OECD, 1998, p. 61.
a1950.

cent; the capital input rate also increased slightly; the nonresidential
capital rate increased from 7.57 percent to 8.80 percent; the farmland
rate decreased, from 0.47 percent to 0 percent; and the total factor
productivity rate increased, from negative 0.78 percent to positive
2.23 percent. All these factors indicate that the reallocation of pro-
duction factors and an increased role of market mechanisms since
the economic reform have improved the total factor productivity. In
the meantime, labor productivity has increased substantially. From
1952 to 1978, the labor productivity rate was 1.78 percent (according
to SSB data, 3.5 percent) and, from 1978 to 1995, increased to 4.74
percent (according to SSB data, 7.1 percent) . However, capital pro-
ductivity has continued to be negative. From 1952 to 1978, the aver-
age rate was negative 2.95 percent, and, from 1978 to 1995, the rate
was negative 1.21 percent (see Table 6.3).

Comparing Chinese production factor rates with those of other
countries shows that economic growth from 1978 to 1995 in China
has been very similar to the growth in Japan and South Korea from
1952 to 1978. The population growth rate decreased substantially,
1.37 percent in China, 1.11 percent in Japan, and 2.26 percent in
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South Korea. The labor input rate was relatively high. The non-
residential capital rate was also high, 8.8 percent in China, 9.57
percent in Japan, and 8.49 percent in South Korea. There was either
no increase or a decrease in the growth of farmland, 0.00 percent in
China, –0.12 percent in Japan, and 0.46 percent in South Korea. The
total factor productivity rate improved remarkably, 2.23 percent in
China, 3.74 percent in Japan, and 1.84 percent in South Korea. The
export rate was very high, 13.5 percent in China, 13.17 percent in
Japan and 26.09 percent in South Korea. The labor productivity rate
was also high, while the capital productivity rate decreased, and per-
capita capital stock increased by a large amount (see Table 6.3).

In Sum

The above data show that two centuries ago, China was economically
strong, with relatively high per-capita income. However, during the
process of global industrialization, China has fallen far behind: By
the middle of the 20th century, it had become one of the poorest
countries. From the early 1950s to the late 1970s, despite starting the
process of industrialization and having an economic development
rate increasing relatively quickly, China’s economic growth rate was
lower than the world average rate. Therefore, China’s per-capita
GDP, relative to the average world level, declined slightly. However,
since 1978, reform and openness policies have improved China’s
economic growth rate substantially, while the world average eco-
nomic growth rate declined during the same period. Thus, China is
catching up to the average economic development in the rest of the
world. The process of increased economic development has encom-
passed many other aspects in China, including economic aggregate
and per-capita GDP, as well as social development indicators. As in
the past, when the United States economically caught up with the
United Kingdom, when Japan caught up with the United States, and
when the “Four Dragons” caught up with developed nations, China,
with one-fifth of the world’s population, will also catch up. As of the
present, China still has a way to go, but it’s role in the development
of humanity and its contribution to world trade will be ever increas-
ing.
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THE LONG-TERM TREND OF ECONOMIC GROWTH IN
CHINA

Forecasts for the Chinese economy show that the trend of high speed
economic growth will be maintained. The following are the general
forecasts and estimates for the long-term trends of Chinese eco-
nomic development.

In 1995, the Center for China Study in the Chinese Academy of
Sciences forecasted that the annual average economic growth rate
would be 9.3–10.2 percent for 1995–2000,3 8.0–8.7 percent for 2000–
2010, and 7.0–7.8 percent for 2010–2020 (see Table 6.4). For their
base scenario, the authors estimated that the per-capita GDP in
China would be $2,100 in 1994. For 1994–2015, they estimated that
the average annual growth rate would be 7.6 percent. It was esti-
mated that Chinese GDP would surpass that of the United States

Table 6.4

Annual Growth Rate of GDP in China

Period Years Average Range (%)
1952–1980a 28 6.3
1980–1990b 10 8.9
1990–1995b 5 11.9
1995–2000c 5 9.3 9.3–10.2
2000–2010c 10 8.0 8.0–7.8
2010–2020c 10 7.0 7.0–7.8
2020–2030c 10 6.3 6.3–7.0
aWorld Bank, World Tables 1992, Johns Hopkins
University Press, Baltimore and London, 1992.
bSSB, China Statistical Yearbook, 1996.
cBased on research from the Group for National
Condition Analysis of Chinese Academy of Sciences,
Opportunities and Challenges: Economic Development
Goals and Strategies for China Going to the 21st
Century, Science Press, Beijing, 1995.

______________ 
3Center for China Study, Chinese Academy of Sciences, Opportunities and Challenges:
Study on the Economic Development Strategic Objectives and Essential Development
Strategy for China Entering 21st Century, Beijing Science Publication House, Beijing,
1995.
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around the year 2015. In their best-case scenario, they estimated that
per-capita GDP in China would be $2,510 in 1994, based on the
World Bank (1996) estimate. For 1994–2015, under their best-case
scenario, the average annual growth rate was estimated to be 8.1
percent and the total GDP in China was estimated to exceed that of
the United States around the year 2010. However, under this sce-
nario, the per-capita GDP of China would only be one-fourth of that
of the United States. (See Tables 6.5 and 6.6).

In 1996, RAND conducted a study on the long-term economic devel-
opment trends in China for the period 1994–2015. The authors over-
estimated the U.S. dollar denominated initial per-capita GDP in
China (based on the PPP method)—$4,200 in 1994, which is equiva-
lent to 16.3 percent of the U.S. per-capita GDP for the same period.
While they underestimated the future average annual growth rate of.
According to their best scenario estimate, the average annual growth
rate for China is only 4.9 percent. Based on the above assumption,
they estimated that by 2006 China’s GDP will surpass the U.S. GDP,
and by 2010 and 2015 the GDP in China will be equivalent to 110 per-
cent and 127 percent, respectively, of that of the United States. They
also estimated that, by 2000, the per-capita GDP in China would be
18.8 percent of that of the United States, and that, by 2010 and 2015,
the per-capita GDP in China will continue to increase to 25.6 percent
and 28.9 percent, respectively, of that of the United States.

In 1997, the World Bank published China 2020: Development Chal-
lenges in the New Century. In this report, it is assumed that in the
coming 10 years, the domestic saving rate in China would decrease
gradually from 40 percent to 35 percent. In addition, the total factor
productivity growth rate would decrease slightly to an annual rate of
1.5 percent. Based on these assumptions, the average annual growth
rate for China’s GDP would be 8.6 percent in the period 1995–2000.
And then the growth rate would slow down gradually from the
present 9–10 percent to 5 percent by 2020. The authors from the
World Bank state that three forces will drive down GDP growth. The
first is population, which they predict will fall and that, by 2020, the
labor force population will stop increasing. The second is capital ac-
cumulation, which they predict will be affected by the economic law
of decreasing returns to scale. The third is a decrease in the contribu-
tion of structural reform to economic growth, because of improve-
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ment in resource distribution efficiency, including a reduction in
returns from reallocation of agricultural surplus laborers. The au-
thors of this report estimate that the gap in technology between
China and other developed countries has decreased, causing a re-
duction in technology progress. They also conclude that, by 2020,
China’s total GDP will far exceed that of the United States. According
to World Bank estimates, the per-capita GDP in 1995 was $2,900 and
that, by 2020, China’s per-capita GDP would be close to that of
Portugal, which will be equivalent to half of the U.S. per-capita GDP.
Also, the report estimates that by 2020 China may be the world’s sec-
ond largest exporter and importer. Therefore, the residential pur-
chasing power in China would surpass that of all of Europe. And in
financial markets, as a capital supplier and user, the authors predict
that China could compete with most industrialized countries.4

In 1997, the Asian Development Bank published Emerging Asia:
Change and Challenge, which uses three alternative scenarios to es-
timate economic development trends in China. Under the optimistic
scenario, China will continue economic reform and maintain a rela-
tively high rate in productivity forces and capital formation. Under
this scenario, during 1995–2025, China’s annual per-capita GDP
growth rate would be 6.6 percent. Under the pessimistic scenario,
China will not complete necessary reforms, causing industrial bot-
tlenecks to constrain economic development. Under this scenario,
China’s annual per-capita GDP growth rate would be 4.4 percent.
The base scenario assumes that China maintains its political condi-
tions of 1995. Under this assumption, the annual per-capita GDP
growth rate would be 6.05 percent, which is much higher than the
average level of East Asian countries (2.8 percent) and slightly higher
than that of South East Asian countries (4.5 percent). Under the base
scenario, the difference in per-capita GDP between China and the
United States will rapidly decrease. The percentage share of per-
capita GDP in China relative to that of the United States will improve,
from 3.2 percent in 1965 to 10.8 percent in 1995 and to 38.2 percent
in 2025.5

______________ 
4World Bank, China 2020: Development Challenges in the New Century, 1997.
5Asia Development Bank, Emerging Asia: Change and Challenge, The Asia Devel-
opment, 1997.
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In 1998, Angus Maddison published his estimates on the future of
China, which he considered to be conservative estimates. The basic
assumptions for his estimates were as follows: First, labor input will
grow relatively slowly, the share of labor force in the total population
will decrease slightly, and the labor participation of women will de-
crease somewhat. Second, the growth rate for education level will
slow down. Third, the growth rate of per-capita capital stock will not
exceed 5 percent. Fourth, the growth rate of total factor productivity
will also slow down. Based on the above assumptions, he estimated
that the growth rate for China’s GDP will decrease from 7.5 percent
during 1978–1995 to 5.5 percent during 1995–2010, and the growth
rate for per-capita GDP will also decrease from 6.04 percent to 4.5
percent for the two respective periods. Even under these assump-
tions, according to the PPP method, by 2015 China will exceed the
United States in total GDP and will account for 17 percent of the
world total GDP, which will improve by close to 6 percentage points
compared with the percentage in 1995 (Maddison, 1998). Since the
total population in China is huge, by 2015 China’s per-capita GDP
will be close to the world average level, which is equivalent to one-
fifth of that of the United States. China will still be a middle-income
country. However, because of the large economic aggregate, China
will play an important role in the world economy.

Based on the estimates above of Chinese economic development,
and without social unrest, a split of the country, or major mistakes in
important economic decisions, it is foreseeable that China will sur-
pass the United States in total GDP during the period 2010–2020.
Thus, as a newly industrialized country and after 20 years of reform
and opening, China has greatly reduced its relative gaps in economic
aggregate and per-capita GDP between itself and the United States. If
China can maintain this trend of development, in the coming 20
years it will catch up with the United States in terms of total GDP,
and the total trade volume will be slightly lower than that of the
United States. Therefore, China will be in a position to make positive
contributions to world development and peace.

THE EFFECT OF THE ASIAN FINANCIAL CRISIS ON CHINA

Because of globalization’s rapid progress and the interdependent
trade relationship among nations, direct investment and finance
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have deepened. As a result of the progress of the technological revo-
lution in information and telecommunications, crises in one country
can affect the macroeconomic situations of other countries in the
same region—for example, economic depression in one country can
reduce the export demand of other countries and depreciation of one
currency can increase the competitiveness of other countries in the
world market.6 The Asian financial crisis has affected the world
economy in terms of economic growth, international trade, financial
transactions, debt/credit relationships, and global price fluctuations,
while the negative effects of the Asian financial crisis on China are
mounting.

Delayed Economic Recovery

The economic growth rate of East Asia and the world economy has
decreased sharply and will likely not recover until 2000. According to
the World Bank (1998), the world economic growth rate was 2.3 per-
cent during 1991–1997, 3.2 percent in 1997, and 1.8 percent in 1998,
which was 2.4 percentage points lower than the previous year. It was
estimated that the world economic growth rate would be 1.9 percent
in 1999. The economic growth rate in East Asia and the Pacific region
was 1.9 percent during 1991–1997, 7.1 percent in 1997, negative 1.8
percent in 1998, and will likely recover gradually (see Table 6.7).
Among the 13 countries and regions in East Asia and the Pacific re-
gion, in 1997 and 1998, seven experienced negative growth, from –0.4
percent to –15.0 percent. In 1998, China enjoyed the highest eco-
nomic growth rate, 7.8 percent, which is substantially lower than
previous record highs (see Table 6.8).

The major reasons behind the sharp reduction in the world eco-
nomic growth rate in 1998 can be summarized as follows: (1) the
contribution of Japan and East Asian “crisis” countries to the world
economy was –0.4 percent and –0.3 percent, respectively, which to-
gether reduced the world economic growth rate by 0.7 percentage
points; (2) the United States, China, and Latin American countries
contributed positively to world economic growth; however, the con-
tribution of all was 0.1 percentage points lower than in the past,

______________ 
6World Bank, Global Economic Prospects and the Developing Countries, 1998.



T
ab

le
 6

.7

W
o

rl
d

 O
u

tp
u

t G
ro

w
th

, 1
98

1–
20

07

F
o

re
ca

st
s

G
lo

b
al

 E
co

n
o

m
ic

 P
ro

sp
ec

ts
 (

19
98

–9
9)

G
lo

b
al

 E
co

n
o

m
ic

P
ro

sp
ec

ts
 (

19
97

)
19

81
–9

0
19

91
–9

7
19

97
19

98
19

99
20

00
20

01
–0

7
20

01
–0

6
W

o
rl

d
 to

ta
l

3.
1

2.
3

3.
2

1.
8

1.
9

2.
7

3.
2

3.
4

H
ig

h
-i

n
co

m
e 

co
u

n
tr

ie
s

3.
1

2.
1

2.
8

1.
7

1.
6

2.
3

2.
6

2.
8

O
E

C
D

 c
o

u
n

tr
ie

s
3.

0
2.

0
2.

7
1.

9
1.

6
2.

2
2.

5
2.

7
N

o
n

-O
E

C
D

 c
o

u
n

tr
ie

s
6.

6
6.

4
5.

3
–1

.8
2.

0
3.

9
5.

2
5.

7

D
ev

el
o

p
in

g 
co

u
n

tr
ie

s
3.

0
3.

1
4.

8
2.

0
2.

7
4.

3
5.

2
5.

5
E

as
t A

si
a 

an
d

 P
ac

if
ic

7.
7

9.
9

7.
1

1.
3

4.
8

5.
9

6.
6

7.
5

E
u

ro
p

e 
an

d
 C

en
tr

al
 A

si
a

2.
6

–4
.4

2.
6

0.
5

0.
1

3.
4

5.
0

5.
2

La
ti

n
 A

m
er

ic
a 

an
d

 th
e 

C
ar

ib
b

ea
n

1.
9

3.
4

5.
1

2.
5

0.
6

3.
3

4.
4

4.
4

M
id

d
le

 E
as

t a
n

d
 N

o
rt

h
 A

fr
ic

a
1.

0
2.

9
3.

1
2.

0
2.

8
3.

1
3.

7
3.

7
So

u
th

 A
si

a
5.

7
5.

7
5.

0
4.

6
4.

9
5.

6
5.

5
5.

9
Su

b
-S

ah
ar

an
 A

fr
ic

a
1.

9
2.

2
3.

5
2.

4
3.

2
3.

8
4.

1
4.

2

SO
U

R
C

E
: 

W
o

rl
d

 B
an

k 
d

at
a 

an
d

 b
as

el
in

e 
p

ro
je

ct
io

n
s,

 N
o

ve
m

b
er

 1
99

8.
 W

o
rl

d
 B

an
k,

 G
lo

ba
l 

E
co

n
om

ic
 P

ro
sp

ec
ts

 a
n

d
 t

h
e 

D
ev

el
op

in
g

C
ou

n
tr

ie
s,

 1
99

8,
 p

p
. 6

.
N

O
T

E
: G

D
P

 i
s 

m
ea

su
re

d
 b

y 
m

ar
ke

t 
p

ri
ce

s 
an

d
 e

xp
re

ss
ed

 i
n

 1
98

7 
p

ri
ce

s 
an

d
 e

xc
h

an
ge

 r
at

es
. G

ro
w

th
 r

at
es

 o
ve

r 
h

is
to

ri
c 

in
te

rv
al

s 
ar

e
co

m
p

u
te

d
 u

si
n

g 
le

as
t s

q
u

ar
es

 m
et

h
o

d
.

The Chinese Economy in Prospect 115



116 China, the United States, and the Global Economy

Table 6.8

Output Growth in East Asia and the Pacific Region

GDP Growth, %
Country 1997 1998 1999 2000
Japan 0.9 –2.5 0 to 1 1.5
China 8.8 7.8 5 to 6 5 to 6
Hong Kong 5.2 –5.0 –1 to 1 2.5
South Korea 5.5 –5.8 –0.5 to 0.5 2 to 4
Taiwan 6.8 4.5 4.7 5.5
Indonesia 4.7 –15.0 –3 0
Malaysia 7.8 –6.0 –1 to 1 2 to 3
Philippines 5.2 0.5 2.3 3 to 4
Singapore 7.8 1.3 –1 to 0 3 to 4
Thailand –0.4 –0.8 –1 to 0 4
Vietnam 8.8 5.2 4.6 5.5
Australia 3.8 4.4 2.4 2.9
New Zealand 2.3 –0.4 1.8 2 to 3

SOURCE: The Economist Group, January 1999.

Table 6.9

Contributions to World GDP Growth, 1997–99

Changea

1997 1998 1999 1997–98 1998–99
World GDP growth (%) 3.2 1.8 1.9 –1.4 0.1
Contributions to world growth

(percentage points)
OECD Europe 0.7 0.8 0.7 0.1 –0.1
United States 1.0 0.9 0.5 –0.1 –0.4
Japan 0.1 –0.4 0.0 –0.5 0.4
East Asia crisis countries 0.1 –0.3 0.0 –0.4 0.3
China 0.3 0.2 0.3 0.0 0.0
Latin America and the Caribbean 0.2 0.1 0.0 –0.1 –0.1
Republics of the former Soviet

Union 0.0 –0.1 0.1 –0.1 0.0
Other developing regionsb 0.3 0.3 0.3 0.0 0.0

SOURCE: World Bank estimates. World Bank, Global Economic Prospects and the
Developing Countries, 1998, p. 15.
NOTE: Contributions may not sum to world growth because of the omission of certain
countries.
aPercentage may not equal differences in level columns because of rounding.
bAggregate of Middle East and North Africa, Sub-Saharan Africa, South Asia, and
Central and Eastern Europe regions.
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which reduced the world economic growth rate by 0.3 percentage
points. It is estimated that in 1999, the United States and the Latin
American countries will reduce their contributions to world eco-
nomic growth by 0.4 percentage points and 0.1 percentage points,
respectively. In addition, in 1999 Japan and crisis-stricken East Asian
countries will begin to recover and their contribution to the world
economy will be neutral (that is zero), while the contribution of
China will increase by 0.1 percentage points to 0.3 percent (see Table
6.9).

Effects of Competition and Depreciation

Vicious competition and sharp depreciation have exerted a great in-
fluence on the Chinese economy. The East Asian countries’ reliance
on exports is remarkably higher than the world export market. Thus,
competition among nations in this region is much tougher than the
competition in other regions (World Bank, 1998). From June 1997 to
August 28, 1998, the currencies in Indonesia, South Korea, Malaysia,
the Philippines, Thailand, and Russia have depreciated by 76 per-
cent, 34 percent, 40 percent, 40 percent, 43 percent, and 52 percent,
respectively (see Table 6.10). While the surrounding countries’ cur-
rencies have experienced sharp depreciation, the Chinese currency,
Renminbi yuan, on the contrary, has appreciated, which definitely
affects the competitiveness of Chinese exports. However, at the same
time, because of currency depreciation, asset prices denominated in
U.S. dollars have declined in surrounding countries, increasing their
competitiveness in attracting foreign direct investment away from
China. For instance, by August 1998, the U.S. foreign direct invest-
ment in Asian countries reached $8 billion, which was more than
twice the amount of the same month in the previous year.

Reduced Exports

The effects of the Asian financial crisis have been transmitted
through trade. The Asian financial crisis has directly contributed to
the increase in export trade and has indirectly affected the trade of
the crisis-stricken countries’ trade partners. According to a WTO es-
timate, the world trade growth rate in 1998 was only 5.3 percent,
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which was much lower than the estimate for 1997—9.5 percent.
Based on World Bank estimates (1998), the world export growth rate
has declined from 10.1 percent in 1997 to 5.3 percent in 1998, while
the import rate has declined from 8.8 percent in 1997 to 5.8 percent
in 1998. The financial crisis caused stagnation in domestic demand
in East Asian countries and greatly reduced import and export vol-
ume. The rate of foreign trade volume in East Asian crisis countries
declined from 3.0 percent in 1997 to –17.0 percent in 1998. The trade
volume rate in Japan declined from 1.7 percent in 1997 to –7.5 per-
cent in 1998. To cope with the crisis, these East Asian countries took
measures to control demand. Enterprises reduced spending because
of huge debts, while banks could not issue import credit because of
the chaos caused by the crisis. Huge nonperforming debts also im-
peded the expansion of domestic demand. Exports from the United
State, Europe, Japan, and China to East Asian regions have all re-
duced to varying degrees. The export growth rate has declined from
15.4 percent in 1997 to 2.3 percent in 1998 in the United States, from
9.6 percent to 6.3 percent in 15 European Union (EU) countries, and
from 11.8 percent to –1.5 percent in Japan (World Bank, 1998) (see
Table 6.11). In 1997, the export growth rate in China was 20.5 percent
which contribution rate of net export to GDP growth rate was about
one-fifth.

At the beginning of 1998, without an accurate estimate of the effects
of the Asian financial crisis, the Chinese government set the goal of
increasing trade by 10 percent. For 1998, the export growth rate con-
tinued to decline to 0.5 percent, (with an all-time low in October of
–17.2 percent). The sharp decline in exports to East Asian regions was
the major reason. During January to November of 1998, the export
growth rate to Asia was –9.6 percent (Xinhua News Agency, Beijing,
December 10, 1998). According to World Bank estimates, the world
export growth rate would be 5.3 percent in 1999 and 6.3 percent in
2000, while the import growth rate would be 5.8 percent in 1999 and
6.4 percent in 2000. Under this world trade environment, China’s ex-
ports would experience negative growth in 1999. During the second
half of 1998, China’s domestic demand returned to the trend of ex-
pansion and likely continued to expand in 1999. However, because of
the decline in export demand, China’s real GDP growth rate will de-
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Table 6.11

World Merchandise Trade Growth, 1991–2007
(in percentage)

Indicator and Region 1991–97 1997a 1998 1999 2000 1998–2007
World trade growthb 6.8 9.5 5.3 5.7 6.2 6.1
World output growth 2.3 3.2 1.8 1.9 2.7 2.9
Import growth

High-income countries 6.2 8.8 5.8 6.4 5.9 6.1
OECD countries 5.4 9.4 7.2 6.6 5.6 6.0

United States 8.3 14.7 11.8 8.7 5.2 6.3
EU-15 4.3 7.9 7.3 6.5 5.9 6.2
Japan 6.3 1.7 –7.5 –0.8 4.0 3.6

Non-OECD countries 11.5 5.4 –2.7 5.4 8.1 6.5
Developing countries 9.2 8.8 2.8 4.4 6.2 6.2

Sub-Saharan Africa 3.5 5.8 4.7 5.9 5.9 5.3
East Asia and Pacific 13.5 3.5 –5.2 5.7 8.2 7.3
South Asia 12.1 7.9 6.1 7.6 8.3 8.4
Europe and Central Asia 5.8 9.1 5.7 5.1 5.2 5.2
Latin America and the

Caribbean 14.1 16.1 7.8 0.9 5.2 5.4
Middle East and North Africa 1.3 10.8 4.0 4.9 4.7 5.5

Export growth
High-income countries 6.4 10.1 5.3 5.3 6.3 5.9

OECD countries 5.9 10.7 4.7 5.0 6.1 5.6
United States 7.5 15.4 2.3 3.0 6.6 5.1
EU-15 5.7 9.6 6.3 6.0 6.2 5.8
Japan 2.8 11.8 –1.5 1.2 4.1 4.7

Non-OECD countries 10.3 7.1 8.9 6.7 7.3 7.5
Developing countries 8.7 9.8 6.4 6.3 7.0 6.9

Sub-Saharan Africa 2.6 7.7 3.7 4.5 4.7 5.1
East Asia and Pacific 15.2 12.7 9.4 8.5 9.0 8.5
South Asia 11.1 8.7 5.6 7.3 9.0 9.9
Europe and Central Asia 5.3 6.2 3.4 5.1 5.5 5.5
Latin America and the

Caribbean 9.7 11.1 7.1 6.3 6.7 6.7
Middle East and North Africa 4.2 8.3 3.6 3.2 4.8 4.3

Memorandum itemsc

East Asia crisis country imports 12.0 3.0 –17.0 4.9 9.8 5.8
East Asia crisis country exports 12.6 7.9 15.3 8.1 8.2 8.3

SOURCE: World Bank data and baseline projections, November 1998.
NOTE: Growth rates over intervals are compound averages. EU-15 is Austria, Belgium,
Denmark, Finland, France, Germany, Greece, Ireland, Italy, Luxembourg, the
Netherlands, Portugal, Spain, Sweden, and the United Kingdom.
aEstimate.
bGrowth rate of the sum of merchandise exports and import volumes.
cIndonesia, South Korea, Malaysia, Philippines, and Thailand.
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crease by about 1 percentage point. Consequently, the profitability of
export enterprises will be influenced, which will indirectly affect
employment.

Foreign Direct Investment

The Asian financial crisis also influence the world and Chinese
economies via foreign direct investment (FDI). According to a report
from the United Nations Trade and Development Conference, in
1997 the Asian financial crisis caused international direct invest-
ments to be diverted from Asian countries to Europe and the United
States. Total capital flow to developing countries was $140 billion,
while private capital flow declined by 7.1 percent and capital flow to
Asian emerging market economies declined by about 14 percent. It is
estimated that this trend will continue for some time. In addition,
foreign direct investment from Southeast Asia, East Asia, and Hong
Kong—which accounts for a large share of the total foreign direct in-
vestment in China—will decline to a large extent.

Global Deflation

The Asian financial crisis not only reduced the world economic
growth rate, but also caused the prices for nonenergy and energy
products to fall sharply. According to World Bank statistics, the
growth rate for nonenergy products’ price index declined from 2.2
percent in 1997 to –15.7 percent in 1998, from 2.6 percent to –16.5
percent for agriculture products, –10.5 percent to –24.1 percent for
metal and mineral products, 1.2 percent to –15.4 percent for fertil-
izer, and –6.9 percent to –28.5 percent for energy products (World
Bank, 1998) (see Table 6.12). The price of crude oil on the world mar-
ket declined from $20 per barrel in 1997 to below $10, which was a
record low for the last 12 years. East Asian nations are the major im-
porters of crude oil and agricultural and mineral products. The
slump in demand due to severe economic depression in this region
was the major cause for the sharp decline of agricultural and mineral
product prices. Since the outbreak of the crisis in 1997, the price in-
dex of the British journal Economists shows an agricultural and min-
eral product decline of 30 percent. More deeply felt are the produc-
tivity surpluses in many industries worldwide and serious banking
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Table 6.12

Annual Percentage Change in Energy and Nonenergy Commodity Prices,
1981–2007

1981–90 1991–96 1996 1997 1998 1999 1998–2007
Nonenergy commodities –2.3 2.4 –5.8 2.2 –15.7 –2.2 –0.2

Agriculture –3.2 3.9 4.4 2.6 –16.5 –3.7 –0.4
Food –3.3 3.6 5.7 –6.1 –9.9 –1.1 0.4
Grains –2.9 5.8 16.8 –20.3 –9.6 2.4 1.3
Beverages –5.8 4.0 –16.3 35.2 –17.5 –11.7 –3.3
Raw materials –0.5 4.4 –6.0 –10.5 –24.1 2.0 1.2

Metals and minerals 0.5 –1.9 –12.3 1.2 –15.4 2.6 0.5
Fertilizers –2.5 3.1 15.6 –0.1 2.8 –2.0 –0.3

Energy –4.7 –1.9 18.9 –6.7 28.5 9.5 0.3

Memorandum item G-5
manufactures unit value 3.3 3.2 4.4 –5.1 –3.8 1.3 1.8

SOURCE: World Bank, Global Economic Prospects and the Developing Countries, The
World Bank, Development Prospects Group, November 1998, p. 24.

problems, which are probably at the roots of the Asian financial crisis
(International Pioneer Forum, January 30, 1999). Global deflation has
the mechanism of transnational transmission and as the external
environment has made the persistent deflation since 1997 even
worse. Domestic deflation has seriously affected the coal, oil, steel,
nonferrous metal, and agricultural industries, in addition to imped-
ing export growth of primary products.

In Sum

My estimates show that the ratio of China’s exports to GDP and that
of FDI to GDP increased drastically during the early 1990s, together
with the continuing increase of economic growth, but that these in-
dicators decreased substantially after 1994 in addition to a significant
decline in economic growth (see Table 6.13). Because of globaliza-
tion, the Asian financial crisis and economic crises in other regions
exert deepening effects on the Chinese economy as external shocks.
We cannot prepare for the worst if we neglect these contingent or
obvious factors in establishing macroeconomic policies.
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Table 6.13

The Growth Rate of GDP and the Share of Exports and FDI to GDP
(in percentage)

Year
GDP Growth

Rate

Ratio of
Exports
to GDP

Ratio of
FDI

to GDP

Ratio of Foreign
Funds to

Investment

Share of Foreign
Enterprises to Total

Gross Industrial
Products

1990  3.8 16.1 0.9  6.3 4.38
1991 9.2 17.7 1.1 8.7 6.01
1992 14.2 17.6 2.3 5.8 7.61
1993 13.5 15.3 4.6 7.3 11.06
1994 12.6 22.3 6.2 9.9 14.84
1995 10.5 21.3 5.4 11.2 16.57
1996 9.6 18.5 5.1 11.8 16.64
1997 8.8 20.4 5.0 10.3 17.02
1998 7.8 19.2 4.7 9.1 19.91

SOURCE: Calculated on the basis of the China Statistical Yearbook, 1999.

THE SHORT-TERM PROSPECTS FOR CHINESE ECONOMIC
GROWTH

The recent decrease in the economic growth rate in China was
mainly because of a common economic cyclical effect, not a result of
external shocks. However, external shocks could reinforce cyclical
effects. Since the “South China Inspection” of Deng Xiaoping in 1992,
China has experienced an overheated economy and high inflation.
The GDP growth rate was 14.2 percent in 1992 and 13.5 percent in
1993, and the inflation rate was 13.2 percent in 1993 and 21.7 percent
in 1994. In 1993, the Chinese government began implementing ap-
propriately stabilizing macroeconomic policies that have effectively
controlled the high inflation. The inflation rate was reduced from
21.4 percent in 1994 to 6.1 percent in 1996, and in 1996 the GDP
growth rate was 9.7 percent (for the first time realizing a “soft-land-
ing”). In 1997, when the Asian financial crisis broke out, the Chinese
government continued its appropriate macroeconomic policy of
austerity. As of March 1998, the Chinese government was still em-
phasizing adherence to this principle in its work report. However,
due to the negative effects of the Asian financial crisis and the role of
long-term accumulated conflicts, domestic economic development
has been facing serious challenges since 1997.
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Economic Recession

To begin, China’s economic growth rate is continuing to fall below
the potential output level, indicating recession. In economics terms,
the output gap is the difference between the real output growth rate
and the natural economic growth rate. The “natural economic
growth rate,” also referred to as the “potential economic growth
rate,” is the real economic growth rate when inflation equals a con-
stant (that is, when inflation is neither accelerating nor decelerating).
Recession is defined as the trend of enlarging the output gap. From
historical statistics we can see that, during the 1980s, China’s eco-
nomic growth potential or trend rate was 9.5 percent, and, for the
first half of the 1990s, the trend growth rate increased to 10.9 percent.
However, for the second half of the 1990s, the growth rate started to
fall, to 8–9 percent. The growth rate was 8.8 percent in 1997 and de-
creased to 7.8 percent in 1998. For the first quarter of 1999, the eco-
nomic growth rate declined to 7.1 percent, compared with 9.6 per-
cent for the rate at the same time of the previous year.

Since 1978 and for almost 20 years, China has experienced an un-
precedentedly high speed of economic growth and entered a new
stage for both stable economic growth and structural adjustment.
This new stage has two implications: (1) the growth rate will decline
compared to that of the previous 20 years and will show obvious
features of structural adjustment—i.e., from aggregate-expansion-
oriented growth to structural-adjustment-oriented growth; and from
supply-pushed growth to demand-pulled growth. (2) Compared with
the growth rate of other countries during the same period, China’s
growth rate will still remain high. China’s domestic saving rate will
also remain at a relatively high level, and FDI will slow down. But
nevertheless, China will still rank second among all nations in at-
tracting FDI. Fixed-asset investment will continue to be the engine
for development, and the distinct advantages of being a large econ-
omy will help in expanding domestic demand. Therefore, although
China’s GDP growth rate in 1999 and 2000 will not achieve the dou-
ble digit growth rate seen during the “Eighth Five-Year Plan” (1991–
1995), China will not experience the very low or even negative growth
rates of its neighbors. There were many forecasts for the 1999 GDP
growth rate, such as the estimate of 8–8.5 percent by the State
Statistical Bureau, the estimate of 8.6 percent of the China Academy
of Social Science, and the estimate of 5–6 percent by the British
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Economist Group. My personal forecast was 7–8 percent. If exports
achieve positive growth, the GDP growth rate could reach 8 percent
or higher. If exports fall into negative growth, the GDP growth rate
would be 7 percent or lower. Or if there was no change in total ex-
ports, the GDP growth rate would be around 7.5 percent. The 1999
economic growth target of the Chinese government was about 7 per-
cent, which was no longer an instructive order or planned indicator
but a forecasting indicator or an economic indicator with natural
guidance (see Table 6.14).

In 1998, investment’s contribution to GDP growth was much higher
than consumption’s contribution. Of the 8.8 percent GDP growth in
1997, investment growth was 2.2 percent, consumption increase was
4.9 percent, net export growth was 1.7 percent, and their respective
contribution rates for GDP growth were 25.2 percent, 55.5 percent,
and 19.1 percent. Of the 7.8 percent economic growth rate of 1998,
investment growth was about 4.7 percent, and consumption growth
was about 3.2 percent. The respective contribution rates of invest-
ment and consumption to GDP growth were 63 percent and 32 per-
cent, and the contribution of net export was 5 percent. In 1998, in-
vestment was still a driving force for economic growth and its rein-
forcing effects for economic growth were evident. In 1998, the total
fixed asset investment rate was 14.1 percent, of which the rate for
state-owned entities was 19.6 percent, which likely further increased

Table 6.14

Chinese Economic Growth

1979–97 1997 1998 1999 2000
SSB 9.8 8.8 7.8 8 to 8.5a

Economistb 5 to 6 5 to 6
BNPc 7.5 7.2 8.0
CASSa 7.7 to 8.1 8.6
Government target 8 7
Hu 9.5 7 to 8
World Bank 7.3 to 7.5 5.0 4.4 to 5.0

SOURCES:
aLin Quoguang, ed., China in 1999: Analysis and Forecast, Social Sciences Literature
Publisher, Beijing, December 1998.
bEconomist Group, January 1999.
cBNP Prime Peregrine, China Outlook 1999, January 6, 1999.
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in that and the following year. Presently, insufficiencies in domestic
demand are mainly a result of insufficient consumption. Since 1994,
various consumption growth rates were sharply reduced. Based on
current price calculations, by 1998, the total consumption growth
rate declined from 32.8 percent to 6.5 percent. For the same period,
the rural consumption growth rate was reduced from 33 percent to
6.5 percent; the urban consumption growth rate was reduced from
37.4 percent to 10.5 percent, and government consumption growth
declined from 33 percent to 8.7 percent. The fall of the consumption
growth rate has become the major constraint to GDP growth.
According to calculations of the Industrial Economic Research
Center of the Chinese Academy of Social Sciences, in 1998–1999, a 1
percent increase in consumption would lead to an increase of 0.5
percent in economic growth, while an increase of 1 percent in gross
fixed-capital formation could lead to an increase of only 0.17 percent
in GDP, and a 1 percent increase in exports could lead to only a 0.06
percent increase in economic growth (see Table 6.15). Therefore, it is
clear that expansion to meet consumption needs is both the objec-
tive of economic growth and the major driving force behind eco-
nomic growth. For the future, instead of allowing investment to drive
growth, China should coax economic growth through increased in-
vestment and by stimulating consumption. When consumption ac-
counts for close to 60 percent of China’s GDP, long-term economic
development policies should focus on expanding urban and rural
residents’ consumption demand, particularly on stimulating the
consumption of the more than 900 million rural Chinese residents.

Economic Surpluses

Economic growth is also being affected by excessive surpluses in
production capacity, causing the supply of consumer products to be
greater than demand. Since economic reform policies have been
adopted, China’s industrial production capacity has increased un-
precedentedly. Based on constant-price calculations, industrial value
added increased 7.6 times from 1978 to 1997. In 1978, industrial sec-
tors’ total net assets were over 200 billion yuan, and by 1997 they
were over 4 trillion yuan. The International Pioneer Forum observed
that for developing countries, China ranks first in production capac-
ity surplus—for almost all major products supply is much greater
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Table 6.15

Demand Analysis of China’s Economic Growth
(the explained variable is Ln (GDP))

Explaining Variable Variable Number T-Test Value
The constant item 1.2662 9.3327
Consumption 0.5039 10.1044
Government consumption 0.2045 3.6600
Growth of fixed capital 0.1739 4.7766
Growth of stock 0.0580 4.8787
Growth of exports 0.0597 2.8166

SOURCES: The Research Institute of Industrial Economy of Chinese
Academy of Social Sciences, The Report on China’s Industrial
Development, 1999; Chinese Industry: After the Shortage Economy,
Economic Management Publishing House, 1999.
NOTES: R2 = 0.99; DW = 1.40; F = 22533. Sample period is 1978–1997.

than demand. This production capacity surplus is the latest threat to
the health of the Chinese economy and trade. In the early 1990s, a
trend of textile and household electrical appliance oversupply
emerged in China. In the mid 1990s, a general consumption and
manufacturing industry oversupply emerged in China. For most en-
terprises in China, the average rate of productivity utilization is be-
low 70 percent.

According to analyses by the Commercial Statistics Information
Administration Office of the State Bureau of Domestic Trade on more
than 600 major commercial product markets, at the beginning of
1998, about 25 percent of the surveyed product markets were in sur-
plus, and, in May 1998, the share of surplus markets increased to 27.4
percent. By the beginning of 1999, the share of surplus markets in-
creased to two-thirds. For example, the supply of textile and articles
of everyday use is 100 percent higher than demand (see Table 6.16).
Also, the supplies of household electronics and chemical products
were 90 percent higher than demand. In addition, the share of sur-
pluses for agricultural and animal byproducts and agricultural
means of production increased substantially. The remaining one-
third of markets are in supply/demand equilibrium, and only one
market category (grain and cooking oil) is in shortage (Economic
Information Daily, Xinhua News Agency, January 26, 1999). The
conditions needed for most industries to show a profit have van-
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Table 6.16

The Relationship Between Supply and Demand for Main Commerce Goods

Survey Date Number of Goods Balance (%) Supply over Demand (%)
January 1998 601 75 25
May 1998 606 72.6 27.4
January 1999 605 33.3 66.7

NOTE: These data are based on a survey conducted by the Ministry of Commercial,
China Economic Time, February 2. 1999.

ished. Traditional industrial enterprises have entered a period of low,
or even negative, profits (The Industrial Economic Research Center
of the Chinese Academy of Social Sciences, 1999). Manufacturing ca-
pacity surpluses were a result of excessive investment in these sec-
tors, duplicative construction, and vicious competition. Many pro-
jects are domed to lose money from the very first day of investment.
This trend shows that the Chinese economy has changed from a
sellers’ market to a buyers’ market—structural competition has be-
come more obvious. The current economic structure can neither
meet the needs of domestic market demand, nor cope with the chal-
lenge of international competition.

What should especially be pointed out is that, except for the retail
and restaurant industries, most of the service sectors remain an eco-
nomic phenomenon. State-owned entities still have a highly mo-
nopolistic hold on most service sectors, particularly the banking and
insurance industry, the telecommunications service industry, higher
education, health care services, the television and motion picture
sector, science, and the research and technology service sector. The
rates of value added for these industries are very high and have great
potential for development (see Table 6.17), but unfortunately they
are controlled by state-owned economic entities. The average
Chinese resident’s consumption is depressed, but the ability of these
industries to absorb excess employment is low.

Consumer and Retail Price Indexes

Deflation has become more and more obvious, severely hurting the
initiative of average workers and further constricting economic
growth. From an economics perspective, the output gap directly af-
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Table 6.17

Growth Rate of the Value-Added from “Tertiary” Industries
(in percentage)

Sector 1991 1992 1993 1994 1995 1996
Transport and storage 8.6 7.9 5.9 7.1 5.0 3.8
Post and telecommunications 35.5 30.3 53.3 20.1 39.0 34.0
Wholesale and retail trade and

catering services 4.5 13.1 6.6 7.7 5.9 5.4
Banking and insurance 2.3 8.0 10.9 9.4 8.5 7.5
Real estate 12.0 34.7 10.8 12.0 12.4 4.0
Social services 26.8 19.3 18.9 8.3 5.8 5.0
Health care, sports, and social welfare 14.9 9.4 11.8 8.2 6.4 10.3
Education, culture, arts, radio, film,

and television 07.8 8.0 14.9 15.0 8.0 13.9
Scientific research and polytechnic ser-

vices 12.0 15.3 6.9 17.9 10.5 14.0
Government agencies, parties, and

social organizations 14.5 8.6 7.7 8.3 6.0 6.2
Other 14.8 19.5 17.9 10.6 8.6 9.5

SOURCE: SSB, China Statistical Yearbook, 1998, p. 61.

fects the direction of inflation. When real output is higher than po-
tential output (that is, the output gap is positive), inflation increases
tend to accelerate. If the gap is negative (that is, the real output is
lower than the potential output), inflation decreases tend to acceler-
ate. Not only did various consumption indexes decline generally, but
price indexes in various regions also declined (see Table 6.18).

Since October 1997, the rate of retail price indexes has maintained
negative growth. By 1998, the rate was –2.6 percent, and the rate for
residential consumption price indexes was –0.8 percent, which in-
cludes the rate of the food consumption price index (–3.2 percent)
and the rates of the transportation and means of communication
price indexes (–4.2 percent). The purchasing price index of farm
products was –4.5 percent in 1997 and –8.0 percent in 1998, and the
ex-factory price index of industrial products was –0.3 percent in 1997
and –4.1 percent in 1998 (Xinhua News Agency, February 26, 1999).
Since economic reform, China has been constantly challenged by
high inflation, and for the first time finds itself threatened by defla-
tion. High inflation jeopardizes the interests of the average con-
sumer, while deflation tends to hurt producers directly. From the
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Table 6.18

Consume and Retail Price Indexes of Commodities
by Region (1998)

Region
Total
Beijing
Tianjin
Hebei
Shanxi
Inner Mongolia
Liaoning
Jilin
Heilongjiang
Shanghai
Jiangsu
Zhejiang
Anhui
Fujian
Jiangxi
Shandong
Henan
Hubei
Hunan
Guangdong
Guangxi
Hainan
Chongqing
Sichuan
Guizhou
Yunnan
Shanxi
Gansu
Qinghai
Ningxia
Xinjiang

Consumer Price Index
99.2

102.4
99.5
98.4
98.6
99.3
99.3
99.2

100.4
100.0
99.4
99.7

100.0
99.7

101.0
99.4
97.5
98.4

100.2
98.2
97.0
97.3
96.4
99.6

100.1
101.7
98.4
99.0

100.7
100.0
100.2

Retail Price Index
of Commodity

97.4
98.3
96.6
97.7
97.0
98.1
97.6
97.9
98.4
95.1
98.2
98.4
98.1
98.5
98.8
97.1
96.6
97.1
97.9
97.0
96.3
96.5
94.5
97.7
98.9
99.2
96.2
98.1
99.6
97.5
99.7

SOURCE: A Survey of China’s Statistics, 1999, p. 298.
NOTE: Statistics for 1997 = 100.

perspective of the average consumer, a fall in prices is a good thing,
and consumers expect to benefit from it. But persistently falling
prices for products and services will force enterprises to cut back on
spending, reduce supply, decrease wages, and increase unemploy-
ment, forming a vicious cycle. The greater the production capability
surplus, the greater are the price falls, and the slower the wage in-
creases or the more the worker layoffs. In turn, residential consump-
tion demand will be restrained.
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It is important to note that we lack the experience and measures to
control deflation. Usually, a government can effectively control in-
flation and an overheated economy through tight fiscal and mone-
tary policies. However, such policies are very difficult to use for con-
trolling deflation or stopping recession. Deflation can bring about a
crisis of confidence, causing people to have negative expectations
about the future. Of course, in the situation of excessive supply and
falling prices, one of the major measures to control deflation is to
close inefficient, out-of-date, and polluting enterprises. For instance,
in 1998 the key state-owned coal enterprises accumulated a loss of
3.7 billion RMB yuan—about 81 percent of these enterprises were
operating at a loss. It was estimated that 2.4 million coal industry
workers were laid off, and about 25,800 small coal mining enterprises
of all kinds were closed. In 1998, coal output was almost 300 million
tons less than that of 1996 (Xinhua News Agency, January 22, 1999).
Also, in 1998, 5.12 million cotton spindles became obsolete, and
660,000 workers were laid off in this industry. It was estimated that in
1999 4.38 million spindles would become obsolete and that 1.1 mil-
lion workers would be laid off. In addition, due to production capa-
bility surpluses in the metallurgical, forest, defense, and oil indus-
tries (about 40 percent), huge amounts of workers would be laid off
and production would be further cut back.

Unemployment Rates

Sharp unemployment increases have reached record highs since the
establishment of the People’s Republic of China, further debilitating
the economy. On the one hand, the urban registered unemployed in-
creased from 4.2 million in 1993 to 6.2 million in 1998, an increase of
47.6 percent. On the other hand, the number of laid off workers in-
creased from 3 million in 1993 to 18–19 million in 1998, including
laid off (xiagang) workers from state-owned enterprises (12 million).
The number of those unemployed because of layoffs also increased,
from 1.2–1.8 million in 1993 to 8.6–9.6 million in 1998, including laid-
off workers from state-owned enterprises (about 7.1 million). Adding
to these numbers were unemployed rural workers who moved to ur-
ban areas; therefore, the real number of urban unemployed was
5.4–6 million in 1993, 13–15 million in 1997, and 15.4–16.0 million in
1998. The real unemployment rate was about 7.9–8.3 percent, which
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was the unemployment peak since the establishment of the People’s
Republic of China (see Table 6.19).
In the 1990s, the employment rate in agriculture sectors declined by
10 percent, while the employment rate for secondary industries and
service industries increased by 20 percent and 55 percent, respec-
tively. These two types of industries became the major channel for
employment increases during the decade. Meanwhile, urban em-
ployment increased by 21.6 percent, including employment in urban
collectively owned enterprises (a decrease of nearly 20 percent) and
employment in state-owned enterprises (which increased early in
the decade and then later declined). However, during the 1990s em-
ployment in other enterprises (private enterprises, small and/or self-
owned businesses, and foreign-invested enterprises) increased by
130 percent and have become the main channel for urban employ-
ment growth.

High unemployment is not only a prominent issue on the national
social agenda, but also a prominent problem in economic develop-
ment and social stability in all regions of China. Liaoning province
has the largest real urban unemployment (960,000), followed by
Heilongjiang (810,000), Henan (728,000), Hunan (769,000), Hubei
(671,000), Shandong (668,000), and Sichuan (646,000). Chongqing
City has the largest real unemployment (266,000) among the four
municipalities (see Table 6.20).

The real unemployment rate in China’s midwest region is generally
higher than that of the coastal region. The real urban unemployment
rate in Qinghai ranks first nationwide (11.5 percent), followed by
Shannxi (11.4 percent), Guizhou (10.5 percent), Jilin (9.3 percent),
Hunan (9.0 percent), Shanghai (4.9 percent), Guangdong (4.8 per-
cent), and Fujian (4.0 percent). However, the real urban unemploy-
ment in Tianjin and Beijing is only 2.8 percent and 1.4 percent, re-
spectively. The difference between the highest and lowest real urban
unemployment rate is close to 10 percentage points (see Table 6.20).
Not only do the great differences in per-capita GDP and economic
growth rates show the economic development disparity throughout
China, but so do these great differences in real unemployment rates
in various regions. Geographically, although many areas of China ex-
perienced high unemployment rates, it was mainly the midwest that
maintained high unemployment levels.
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Reform of State-Owned Enterprises

The lack of reform of state-owned enterprises also contributed to
economic stagnation. In 1993, state-owned enterprises totaled losses
as high as 48.3 billion yuan, while total profits were 82.9 million yuan,
and total net profits were 36.5 million yuan. In 1997, state-owned
enterprises totaled losses of 83.1 million yuan, but total profits were
only 42.8 billion yuan, while net losses were 40.3 billion yuan.
According to the State Statistical Bureau, in 1997 the total losses for
58,000 enterprises reached 100 billion yuan, which was 2.7 percent
higher than for the same period of the previous year. Among these
losses, the losses of large and medium-sized enterprises increased by
30.4 percent (Economic Daily, January 29, 1999). When we take into
consideration the trend of gradually declining profits, the total losses
in 1998 were expected to be about 70 billion yuan.

The investment rate of return on state-owned enterprises has de-
clined sharply. In 1990, the capital rate of return for state owned en-
terprises was 3.2 percent, and by 1997 the rate declined to 0.9 per-
cent. The sharp decline in state-owned enterprises’ capital rate of re-
turn is the major reason for the fall of state owned enterprises’ in-
vestment rate of return. From a productivity index for various eco-
nomic entities, based on the 1990 constant price, the productivity
growth rate for state-owned manufacturers increased by 59 percent
from 1991 to 1997, but the productivity rate for other forms of eco-
nomic entities increased by 114 percent for the same period. For
comparison, in 1985 the productivity ratio of other forms of busi-
nesses to state-owned enterprises was 1.5 to 1; in 1991 the ratio was
2.1 to 1, and in 1997 the ratio was 2.8 to 1. Therefore, generally state-
owned enterprises could not compete with other types of enterprises.

State-Owned Commercial Banks

Another factor affecting economic growth was the high rate of non-
performing loans among state-owned commercial banks. Although
China still regulates foreign exchange on capital accounts and has
forbidden the entrance of hot money, the Chinese financial system is
very risky because of lagging financial reform. The nonperforming
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Table 6.20

The Number of Unemployed and the Real Unemployment Rate, 1997

Area

Registered
Unemploy-

ment (tens of
thousands of

people)a

Unemploy-
ment Due to
Layoffs (tens
of thousands
of people)b

Real
Unem-

ployment
(tens of

thousands
of people)c

Registered
Unemploy-
ment rate

(%) a

Real
Unemploy-
ment Rate

(%) c

Beijing 3.3 3.2 6.5 0.7 1.4
Tianjin 4.3 4.9 9.2 1.3 2.8
Hebei 16.2 21.2 37.4 2.0 4.6
Shanxi 12.6 19.5 32.1 2.4 6.1
Inner
Mongolia

17.7 16.9 36.6 3.8 7.9

Liaoning 46.0 50.0 96.0 3.9 7.6
Jilin 13.6 46.6 60.2 2.1 9.3
Heilongjiang 25.5 55.5 81.0 2.6 8.3
Shanghai 14.9 11.9 26.8 2.7 4.9
Jiangsu 25.1 35.5 60.6 2.5 6.0
Zhejiang 21.2 12.2 33.4 3.4 5.4
Anhui 21.6 13.2 34.8 3.2 5.2
Fujian 10.4 6.8 17.2 2.4 4.0
Jiangxi 16.3 26.5 42.8 3.0 7.9
Shandong 38.9 27.9 66.8 3.4 5.8
Henan 24.0 53.8 77.8 2.3 7.5
Hubei 33.9 33.2 67.1 3.5 6.9
Hunan 30.9 46.0 76.9 3.6 9.0
Guangdong 31.9 24.6 56.5 2.7 4.8
Guangxi 18.2 10.1 28.3 4.2 6.5
Hainan 5.5 4.0 9.5 4.3 7.4
Chongqing 10.9 15.7 26.6 2.9 7.1
Sichuan 32.3 32.3 64.6 3.9 7.8
Guizhou 19.6 12.2 31.8 6.8 10.5
Yunnan 10.4 6.3 16.7 2.8 4.5

NA NA NA NA NA
Shanxi 32.0 25.1 57.1 6.4 11.4
Gansu 15.7 7.6 23.1 5.2 7.7
Qinghai 5.9 3.3 9.2 7.4 11.5
Ningxia 4.2 2.1 6.3 4.8 7.2
Xinjiang 13.8 6.3 20.1 3.7 5.4
aRefer to China Labor Statistical Yearbook, 1998, p. 93.
bBased on the only available statistics for unemployment rates of laid-off workers
from SOEs: China Labor Statistical Yearbook, 1998, p. 435.
cBased on the author’s estimates. This estimate is conservative because of the lack of
data for unemployment of laid-off workers from collectively owned and similar enter-
prises, as well as the lack of data regarding rural labors who were laid off but then
reemployed in urban areas.
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loans of state-owned commercial banks can be divided into three
groups—overdue loans (for example, one state-owned bank has
overdue loans amounting to about 10 percent of its assets), ideal
loans (for example, about 3–4 percent of assets), and bad debts that
need to be written off (for example, about 1–2 percent).7 According to
government statistics, the share of nonperforming loans of state-
owned banks is over 20 percent, which includes nearly 5–6 percent of
bad debts. In addition, medium and small financial institutions have
incurred serious losses, and some financial institutions are facing
bankruptcy. Serious losses combined with the inability of some bor-
rowers to repay mature loans have brought some financial institu-
tions to the brink of bankruptcy. The closure of Guangdong
International Trust and Investment Corporation (ITIC) has had very
negative effects on the international financial market, increasing
costs for the banking system to raise overseas funds and causing dif-
ficulties in entering the international financial market at all. This
bank’s closure could possibly lead to a new financial crisis (Zhou
Xiaochuan, Xinhua News Agency, February 8, 1999). Chinese society
as a whole lacks proper debt-credit relationships in general, showing
an inability to pay back debts on time and abide by contracts. In ad-
dition, there are great sums of “hidden foreign liabilities,” that is,
foreign debt beyond government supervision.

STIMULATING DOMESTIC DEMAND IS KEY

Because China is facing serious challenges from home and abroad, it
is appropriate

for it to emphasize economic policies to stimulate domestic demand
while continuing the process of opening its economy to the outside
world. It should further develop domestic

markets and specialization, as well as promoting fair competition
and economies of scale.

Maintaining a prosperous economy under the unfavorable circum-
stances of Asian financial crises should be a priority. Prosperity will

______________ 
7Zhou Xiaochuan, The Issues Regarding the Non-Performing Loans in the Banking
System in China, August 19, 1998.
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come from proactive policies to increase domestic consumption and
investments to stimulate the economic growth, creating employment
opportunities and increasing fiscal revenues.

Compared with many other Asian countries, China has many advan-
tages in promoting policies that stimulate domestic demand and
promote economic growth:

1. The unique advantage of being a large country with a huge popu-
lation.

2. Development disparities between urban and rural areas as well as
among different regions.

3. As a newcomer in the industrialized world, China has the advan-
tage of the “backwardness effect.”

4. From the viewpoint of developmental stages, China is in an eco-
nomic rising period of its total domestic demand and per-capita
consumption. According to forecasts of World Bank experts, the
service sector will significantly change in the next 25 years, when
China gradually will enter the mid-income country category.

5. Stable and sustainable high savings rates and domestic invest-
ment rates.

6. Physical and technological strength, resulting from high-speed
economic development over the past 20 years, will help China
build on capabilities that reduce the effects of external shocks.

7. Government restructuring will help promote administrative abili-
ties that can deal with outside strikes.

Stimulating domestic demand will not only increase government and
public demand but, more importantly, will expand social and private
demand. The government should take the lead—its key role being to
guarantee that the economy has a sustainable, fast, healthy, and bal-
anced development. Therefore, government policies should help ex-
pand residential consumption, especially the spending of low and
mid-income residents, and increase social investments, especially
private and foreign investments. Stimulating domestic demands
does not exclude exploring possible foreign demand and export mar-
kets. These ventures can be met by streamlining production in ex-
port enterprises, facilitating and promoting technological innova-
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tions, strengthening internal management, reducing export costs,
and generally increasing the ability to compete internationally.
Meanwhile, multi-export-market strategies should be adopted so
that more emerging markets can be developed. The basic policy for
China’s participation in the global economy is to develop both do-
mestic and international resources and markets, which are not mu-
tually exclusive—the two types of resources and markets are linked
and promote each other.

MACROECONOMIC POLICY SUGGESTIONS

Fiscal and Monetary Policy

China should follow a policy package that includes an appropriately
expansionary fiscal policy and a “disinflationary” monetary policy.
The core of fiscal policy is to stimulate economic growth, while cur-
rency value embodies the core of monetary policy. The policy pack-
age should include the following elements:

• Fiscal policy should be the dominant economic policy, while
monetary policy maintains a relatively supporting role.

• An appropriate expansionary fiscal policy does not mean reduc-
ing tax but increasing tax sources through tax system restructur-
ing. China’s tax revenue accounts for a very low level of GDP
while the various fees levied on businesses and farmers are very
high. Therefore, fiscal policy should adjust the tax burden and at-
tempt structural optimization by reducing the real tax and fee
burdens of investors. In doing so, greater investment flows to en-
terprises would be encouraged, expanding effective demand and
creating employment opportunities.

• Fiscal expenditure structures should be adjusted so that public
spending is more efficient. SOE loss subsidies and other price
subsidies should be discontinued, and fiscal money should not
be channeled to spending on competitive products (such as
technological innovations). Instead it should go to efforts that
help minimize social costs resulting from reform and crisis (such
as a social safety net) and to meet basic public service needs for
all citizens.
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• The main target of current monetary policy is curbing deflation.
It should be noted that there are differences between deflation
and “disflation.” Deflation denotes a continuous downward
trend of prices and disflation means the fall of inflation. Since the
cost of deflation is higher than that of low inflation, it is neces-
sary to further expand the money supply to achieve disinflation.
To support an expansionary fiscal policy, monetary policies
should increase credits for infrastructure, housing, education,
public transportation and communications needs, export and
import credit, and credit for medium and small size and private
businesses as well as for foreign enterprises.

• Monetary policy operations should be forward looking, flexible,
and quickly response to external conditions.

Policies for Industrial Development

China’s new industrial policies’ main objective is to create a sound
economic environment. However, the role of government is not to
choose a plan for industrial development and then raise subsidies for
this plan, but rather to encourage open markets and competition, to
stimulate private investment and technology innovation, and to
eliminate restrictions on free enterprise, including introducing com-
petition in the public-sector monopolistic service industry.

Government should expand infrastructure construction to attract in-
vestment from home and abroad. It should encourage competition,
by setting up transparent bidding procedures that are open not only
to domestic enterprises, but also foreign ones. It should especially
break up the highly monopolistic telecommunications industry. In
addition, the Chinese government should focus on

• promoting technological innovation

• facilitating the development of high-tech and new communica-
tions, microelectronic, information, medical, and environmental
protection industries

• raising the ability of the country as a whole and enterprises in
general to compete

• helping medium and small enterprises to develop
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• developing a non-SOE economy by creating a strong, competi-
tive, stable, and effective private sector

• opening up the monopolistic service industries—special efforts
in breaking down the markets run solely by SOEs.

• promoting emerging and new economic participants and indus-
tries.

Trade and Investment Liberalization Policies

From an economic view, China’s open trade policy is fundamentally
a liberalization of trade and investment. But China must go further to
transform from a semi-open, semi-protected country to a totally
open economy. To complete this economic transformation, China
must take the following steps:

• Further reduce the nominal import custom tax rate and cancel
trade protection and various tariff barriers. Sharply reduce the
custom tax rates for capital products, technology equipment,
automobile and telecommunications equipment, raw materials,
and the resources in which China does not have a competitive
advantage (such as oil, chemicals, food, and timber). In addition,
streamline or cancel the irregular policies of exempting and re-
ducing custom taxes.

• Make further efforts to attract foreign capital, especially from
multinational corporations. Permit and even encourage foreign
capital to enter competitive merchandise and service markets.
Open domestic and foreign trade markets; the banking and in-
surance market (not including the capital market); the commu-
nications service sector, including e-mail, electronic informa-
tion, data transfer, and fax services; the tourism service sector;
higher education and vocational education; the cultural sector;
the sports sector; publishing; transportation; port construction;
air, sea, and inland water transport sectors; channel transporta-
tion; highway transportation; and the construction industry in-
cluding public construction projects.

• Treat foreign enterprises civilly. On the one hand, cancel the
“super-civil” tax treatment for foreign enterprises. On the other
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hand, cancel discriminatory policies regarding loans, financing,
and investment.

• Stabilize foreign exchange rates, gradually transiting to a free
conversion exchange rate system, making the link between for-
eign and domestic markets complete. Transition to international
market prices.

• Participate in the WTO as soon as possible. The WTO should be
seen as the international “economic Olympics.” The world needs
China and China needs the world even more. The long-term ad-
vantages of a liberal trade system and more-transparent market
competition to China’s economy will far surpass the short-term
cost adjustments of open trade.

Employment Policies

Economic growth is the key to expanding employment. The Chinese
government should commit to expanding the scale of employment
and reducing the unemployment rate. Also local governments should
make reducing real unemployment the main objective of economic
development. Sustainable high-speed economic growth is part of the
process of continuously creating employment opportunities. Great
efforts should be made to develop labor-intensive industries by
adopting the strategy “save capital, use more labor,” selectively de-
veloping capital-intensive, resource-intensive and technology-in-
tensive industries. Also, the development of labor-intensive small-
sized enterprises, private enterprises, and high-tech enterprises
should be encouraged. In addition, various “irregular” flexible shifts
(such as part time and split shift) should be encouraged. The central
and local governments should also set up an unemployment insur-
ance system and career development and employment facilitation
services to encourage the free flow of labor throughout the economy.
By reallocating labor resources and changing employment struc-
tures, economic and employment growth will be promoted.
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Policies for Expanding the Consumption Demand of Urban
Populations

The government should increase the income of the urban poor. The
following concrete measures should be taken:

• Raise basic living expenses by 30 percent.

• Elevate unemployment insurance for the registered unemployed
by 30 percent.

• Increase the urban population’s living security expenditure by 30
percent.

• Boost the wage level and the standard pension for public ser-
vants.

The above measures can directly benefit 8.4 million of the low-in-
come population. At the same time, the government should levy a 20
percent tax on the interest from savings. This would accrue about ¥
20–30 billion for the central government in the first year. In addition,
abolishing various informal and random taxes and fees in rural areas
can also directly help increase the real income of the rural popula-
tion.

Policies for Expanding Housing and Education Expenditures

The goal for education should be raising enrollment in higher edu-
cation by 41.7 percent (or about 450,000 students) of the rate in 1998.
In the short run, this policy would delay the population studying in
universities from entering the employment sector and promote ex-
penditures on higher education as well as promoting the develop-
ment of the education sector. In the long run, this policy would im-
prove the quality and the productivity of the labor force. In a similar
vein, accelerating housing reform can stimulate consumption ex-
penditures on housing and property. Therefore, the government
should promote reform of housing privatization, housing-related
credit, and development of the secondary estate market.
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Chapter Seven

THE ROLE OF FOREIGN-INVESTED ENTERPRISES IN
THE CHINESE ECONOMY: AN INSTITUTIONAL

FOUNDATION APPROACH
Yasheng Huang

THE ROLE OF FOREIGN-INVESTED ENTERPRISES IN THE
CHINESE ECONOMY

In 1999, the Chinese government reported a foreign direct invest-
ment (FDI) inflow in the amount of $40.4 billion.1 This was a sharp
drop from $45.6 billion in 1998, and government officials and eco-
nomic analysts have begun to voice concerns about the economic ef-
fects of FDI contraction for China. Indeed, one of the alleged benefits
associated with the impending Chinese membership in the World
Trade Organization is to stem the contractionary FDI trend.

During the reform era and especially since 1992, foreign-invested
enterprises (FIEs) have become an important component in the
Chinese economy, often to an extent that outside analysts fail to ap-
preciate fully. Just a few numbers may be helpful to illustrate this
point. In 1995, manufacturing FIEs accounted for about 47 percent of
Chinese manufacturing exports and 24 percent of manufacturing
sales. In a number of industries, FIEs have established a dominant
business position. In the electronics and telecommunications indus-
try, for example, FIEs accounted for 95 percent of the Chinese ex-
ports and 61 percent of the sales. On average, foreign firms con-
trolled 55 percent of equity of the manufacturing FIEs in China. If we

______________ 
1All dollar amounts are in U.S. dollars unless otherwise stated.
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use 50 percent as the cutoff point to measure the allocation of con-
trol rights of a firm, by 1995, multinational corporations (MNCs) al-
ready established effective managerial control over FIEs in China,
and the Chinese firms in joint ventures were minority shareholders.2

FIEs have become industrial leaders in a number of areas in the
Chinese economy. Table 7.1 lists a number of such sectors and firms.
The information is based on a study by the State Planning
Commission (SPC). The FIEs’ encroaching market share is still a
sensitive issue in China. The SPC presents the statistics in Table 7.1
in a sharply critical manner. In addition, the same report notes that
in light industries, electronics, and the chemical industry, FIEs’
shares in sales have already exceeded 30 percent.

The growing financing and economic roles of FIEs in the Chinese
economy can be described as an “FIE phenomenon.” This chapter
explains this phenomenon in two ways. One shows that much of the
presently accepted explanation does not hold up to close scrutiny
and that there is need for a more rigorous interpretation of this issue.
The other lays out an analytical framework that stresses the impor-
tance of China’s institutions and policies in understanding the FIE
phenomenon. I call this framework an institutional foundation ap-

Table 7.1

Estimates for the Share of Foreign-Invested Enterprises of the
Total Domestic Sales and of the Number of Firms

(percentages)

Shares of Domestic Sales Shares of Firms
Industries

Baby Food 20
Cosmetics 30 18.8
Glassware 30 3/5a

Firms
Xerox 42
Motorola 70

aThree out of the five largest firms are FIEs.
SOURCE: State Planning Commission (1994).

______________ 
2These figures are based on Office of Third Industrial Census (1997).
3Much of the argument presented here is laid out in Huang (2000).
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proach with the basic premise that the important financing and eco-
nomic roles of FIEs in the Chinese economy have institutional roots.3

My approach has two main differences from conventional explana-
tions. One is that the institutional foundation approach aims to un-
cover the alliance motivations of and the characteristics of Chinese
shareholder firms, as opposed to the motivations and characteristics
of foreign investing firms. I argue that Chinese motivations and their
operating constraints are a critical part of the story underlying the
FIE phenomenon. The other difference is that the institutional foun-
dation approach constructs a micro story explaining growth and
performance of FIEs. The typical approach relies on macro factors,
such as economic fundamentals and the evolution of FDI regula-
tions, as explanations.

There is also a microeconomic approach, which postulates that the
most significant benefit associated with FDI is the technology that
FDI capital is supposed to bring to a country. Indeed technology ac-
quisition constituted the strongest motivation for China to open its
doors to foreign trade and investment in the early 1980s. In an 1980
interview with journalists, Deng Xiaoping gave the rationale for es-
tablishing the four Special Economic Zones (SEZs) as follows:

Technology, science and even advanced production management,
which is also a kind of science, will be useful in any society or
country. We intend to acquire technology, science and manage-
ment skills to serve our socialist production.4

Technology acquisition is nothing short of an intellectual mantra
justifying FDI, but surprisingly there is little evidence that FDI in-
flows into China embody much hard or soft technology. FDI is more
abundant in industries that are relatively low-tech, and foreign con-
trols of Chinese firms are found to be quite significant even in those
industries in which Chinese firms and entrepreneurs should possess
competitive advantages. For example, foreign control of operations
in China’s traditional handicraft industries is substantial despite the
fact that these are industries the Chinese have practiced for thou-
sands of years.

______________ 
4See Ziaoping (1993 <1984>).
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These analytical and empirical anomalies call for a more rigorous ex-
amination of FDI inflows into China than hitherto has been pro-
vided. The institutional foundation approach does that, and it argues
that much of the explanation lies with gaining a better and detailed
understanding of Chinese financial and economic institutions. This
chapter begins by describing what is meant by the “FIE phe-
nomenon” in China during the reform era and especially in the
1990s. The second section sketches a number of conventional expla-
nations and describes their problems. The third section presents the
institutional foundation approach and discusses some empirical evi-
dence. This section concludes with a discussion of policy issues re-
lated to rising intra-firm trade associated with China’s large FDI in-
flows.

THE FIE PHENOMENON

Foreign investment is most commonly defined as “direct” when the
investment gives rise to “foreign control” of domestic assets. Thus
according to the International Monetary Fund (IMF), FDI “is made to
acquire a lasting interest in an enterprise operating in an economy,
other than that of the investor, the investor’s purpose being to have
an effective voice in the management of the enterprise.” In the
United States, the Department of Commerce defines FDI as a foreign
investor’s stake exceeding 10 percent. A 10 percent threshold is quite
common among countries in the Organization for Economic
Cooperation and Development (OECD). Under this definition, if a
foreign firm acquires more than a 10 percent stake in a U.S. concern
on the New York Stock Exchange, this capital inflow is credited to the
FDI account of the balance of payment statistics, not to the portfolio
account. This brings up an important difference between the U.S.
and China. A large share of FDI inflows into China finances foreign
equity stakes in joint ventures—i.e., ownership alliances between
foreign and domestic firms. There are usually only two investors in a
joint venture, and unlike the diffused shareholding of publicly traded
corporations, foreigners need to acquire a greater equity stake to es-
tablish “an effective voice in the management of the enterprise” in
China.

The other purpose according to the IMF is to preclude “fake” FIEs
from enjoying many of the policy benefits granted to FIEs, but to es-
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tablish “an effective voice in the management of the enterprise” also
requires a higher foreign equity stake in China since most Chinese
joint venture partners are state-owned enterprises (SOEs), whose
shares, like closed corporations, are not traded.

FDI inflows are the most widely cited and watched measure of FDI.
As the name suggests, FDI inflows connote the quantity of FDI re-
ceived by the host country during a given period of time. This is to be
distinguished from FDI stocks, which refer to the accumulation of
FDI inflows at a given point in time. Table 7.2 reports FDI inflows as
measured by the number of approved applications and the dollar
values of approved and actual inward FDI inflows.

FDI/Capital Formation Ratio

As shown in Table 7.2, the absolute size of FDI inflows into China has
been huge. In the 1990s, China accounted for about half of the total
FDI going to developing countries. In 1996, the FDI inflow, on the

Table 7.2

Measures of FDI Inflows: Number of Projects, and Values of Approved and
Actual FDI, 1979–1997

Number of approved
FDI applications

Approved FDI
inflows ($ billions)

Actual FDI
Inflows ($ billions)

1979–1982 922 6.01 1.17
1983 470 1.73 0.64
1984 1,856 2.65 1.26
1985 3,073 5.93 1.66
1986 1,498 2.83 1.87
1987 2,233 3.71 2.31
1988 5,945 5.30 3.19
1989 5,779 5.60 3.39
1990 7,273 6.60 3.49
1991 12,978 11.98 4.37
1992 48,764 58.12 11.01
1993 83,437 111.44 27.52
1994 47,549 82.68 33.77
1995 37,011 91.28 37.52
1996 24,556 73.28 41.73
1997 21,001 51.00 45.26

SOURCE: State Statistical Bureau, 1998, p. 138.



152 China, the United States, and the Global Economy

paid-in basis, amounted to $41.7 billion. This compares to about $80
billion that went to the United States in the same year. The third
largest destination of FDI capital is the United Kingdom, which re-
ceived $30 billion. This type of comparison led to the claim in the
press that China was the second largest recipient of FDI capital in the
world.

A more relevant measure is the relative size of FDI. Countries vary in
their economic and market size, and the size of FDI flows ought to be
gauged relative to the size of the host economy. The absolute size of
FDI flows for the United States in 1996 is twice as large as the
Chinese FDI, but the U.S. economy is roughly seven times as large
(on the basis of official foreign exchange conversion). In that sense,
the United States is less “dependent” on FDI than China is even
though the absolute size of FDI flows is much greater.

A more useful measure is what is sometimes known as the
“FDI/capital formation ratio.” The ratio is given by FDI divided by
the total fixed asset investments made by foreign and domestic enti-
ties in a given year. This is a more empirically and conceptually use-
ful measure. Empirically, the ratio tells us something about the rela-
tive importance of FDI to a country’s economy. Conceptually, the
FDI/capital formation ratio is driven by the willingness on the part of
foreign investors to invest in a country relative to the willingness on
the part of domestic investors to do the same. If the FDI/capital for-
mation ratio rises or falls within a short period of time (as it did in
China in the 1990s), this would raise an interesting research question
as to why foreign and domestic investors should view the same mar-
ket growth opportunities differently.

Frequently business and academic analysts invoke China’s growing
market size as an explanation for the explosive FDI growth in the
1990s. But this reasoning does not really settle the issue. When a firm
invests in fixed assets (machinery, equipment, and other productive
facilities), it puts down money today in the expectation of greater
future profit payoffs. The key word here is future because investment
is an inter-temporal activity and amounts to a decision to forgo cur-
rent consumption in exchange of greater consumption possibilities
in the future. Because there is no guarantee that the firm will make
more money by investing in fixed assets as compared to investing the
same money in safer bank deposits, a firm’s investment decision is
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guided by its belief of what the future holds in store. It will put down
more money if it believes that the market prospects in the future are
promising. It will put down less if it believes otherwise. If the growing
Chinese market size attracts lots of FDI (as measured by the increas-
ing share of FDI of capital formation), one has to prepare to argue
that for some reason domestic firms are not in the same position to
take advantage of the future market opportunities. A rising
FDI/capital formation ratio obviously suggests that domestic firms
are not investing as much as foreign firms. Is it because domestic
firms perceive the future market opportunities differently from for-
eign firms? Or is it because foreign firms are in a better position to
reap the rewards of the market growth than domestic firms? For ex-
ample, foreign firms may be able to offer a product lineup that is
more income elastic than what domestic firms can offer. Nokia and
Ericsson may offer mobile phone units to affluent Chinese con-
sumers that Chinese telecommunication equipment makers are un-
able to match. Or foreign firms may possess entrepreneurial talents
to spot future market opportunities that have eluded domestic firms.
Another possibility is that domestic firms are bogged down by poor
performance, burdened by mounting financial and social liabilities,
and beset with incentive problems and managerial incompetence.
No matter what explains the asymmetric investment behavior on the
part of foreign and domestic firms, a simple macro explanation fo-
cusing on market size (or on labor costs) is inadequate. Strictly
speaking, an account of FDI growth is not about FDI growth per se
but is about why foreign firms have invested more than domestic
firms. To address why foreign investors are more willing than do-
mestic investors to invest (or vice versa), the FDI/capital formation
ratio comes in handy.

Between 1993 and 1997, on average, in China FDI flows accounted
for about 15 percent of total capital formation. This ratio is one of the
highest among all developing countries. Only Singapore, Chad, and
Hungary have a substantially higher ratio. As pointed out before,
even though the United States attracted a greater amount of FDI, the
relative importance of FDI in the case of the United States is far
smaller than it is in the case of China. FDI only accounts for some 6
percent of total investments; China’s FDI dependency is almost three
times as large. It is worth noting that China is commonly viewed as a
closed and controlled economy. According to the economic freedom
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ranking devised by the Heritage Foundation in the United States,
China is classified as a “mostly unfree economy.” Yet its FDI depen-
dency is higher—and in some cases substantially higher—than such
completely open economies as those of the United States (with an
FDI/capital formation ratio of 6.38 percent), the United Kingdom
(12.4 percent), Hong Kong (10.24 percent), Taiwan (2.78 percent),
Thailand (3.76 percent), and Malaysia (14.12 percent).

Commanding Positions of Foreign-Invested Enterprises
(FIEs) in the Chinese Economy

A few statistics in Table 7.3 are quite startling. As of 1995, FIEs con-
trolled almost half of China’s manufacturing exports (47.11 percent).
In a number of industries, such as electronics and telecommunica-
tions, garments, leather products, printing and record pressing, cul-
tural products, and plastics, FIEs have acquired a dominant position.
They account for over 60 percent of Chinese exports. Their sales are
not insignificant either. In four industries, their sales exceeded 50
percent of industry sales, and altogether FIEs accounted for 24 per-
cent of the sales.

Often, China’s overall success in increasing export production is at-
tributed to the strong export orientation of FIEs. That FIEs account
for over 47 percent of Chinese export is often taken as evidence that
FDI has contributed to China’s export success. The real story is far
more complex, depending on two developments in China’s export
front. One is export/GDP shares; the other is FIEs’ shares of Chinese
exports. Between 1991 and 1997, FIEs’ share of Chinese exports has
risen from about 15 percent to 40 percent, while export/GDP share
rose by only 5 percent. This is prima facie evidence that FIEs have
both created exports and diverted exports at the same time. During
the course of the 1990s, as more FDI flowed in, foreign firms have
taken over those Chinese firms engaged in export production. Thus
the high share of FIEs in Chinese exports needs to be interpreted
carefully. Export orientation is only a part of the story; export diver-
sion from Chinese-owned firms is another—and frequently ne-
glected—story.

The significant position of FIEs in the Chinese economy raises a nat-
ural question about who controls FIEs. Corporate control is a com-
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plicated concept, but the simplest measure is an investor’s share of
equity ownership of a firm. The higher the share, the more control an
investor is said to have of a corporation since equity ownership is
usually proportional to the amount of decisionmaking power. Since
many FIEs in China are joint ventures, decisionmaking is shared
between Chinese and foreign investors, and allocation of decision-
making power is determined on the basis of respective shares of eq-
uity ownership.

Foreign firms have established majority controls over FIEs in most
industries. Only in seven out of 28 manufacturing industries are for-
eign firms found with an average minority equity position—i.e., an
equity stake less than 0.50. State-owned monopolies or oligopolies
are typically found in those industries where foreign firms only
command a minority stake. The tobacco industry is probably the
best illustration. But it should be noted that even in this heavily mo-
nopolistic industry, foreign firms already enjoy a sizable minority
stake, at 46.88 percent. As I will show in this chapter, while foreign
firms have been able to make inroads into industries explicitly re-
served for the most powerful government corporations, nonstate
firms have been completely excluded. Another characteristic is that
foreign majority equity controls seem unrelated to some of the well-
known features of these industries. Foreign majority controls span
both labor-intensive industries, such as garments and leather prod-
ucts, and capital-intensive industries, such as chemicals, machinery,
and instrument manufacturing.

Performance of FIEs

In China, no less than in other countries, foreigners’ growing pres-
ence in industries steeped in national and political symbolism can be
an emotionally wrenching experience. It is no longer considered
normal business competition, proclaimed one worried Chinese offi-
cial from the auto industry; it is nothing short of geopolitical war. Of
the four so-called pillar industries designated by the Chinese gov-
ernment, FIEs have a significant presence in two of them. In elec-
tronics and telecommunications, FIEs’ equity stake has already ex-
ceeded that of domestic firms, at 53 percent in 1997. FIEs accounted
for 47 percent of the assets and 63 percent of pretax profits. In the
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auto industry, where state-owned enterprises (SOEs) are more en-
trenched than those in electronics and telecommunications, and the
government has attempted to tailor and limit foreigners’ equity par-
ticipation, by 1997, foreign firms accumulated a significant stake in
this industry, at 21 percent, as compared with 63 percent held by the
government and only 3 percent held by Chinese private firms.
Foreign shares of the seven largest auto firms came to 16 percent; the
rest is exclusively held by the state.5

FIEs are also much more profitable than domestic firms are. In 1996,
China’s balance of payment account recorded a profit expenditure
figure of $11.6 billion, a sharp increase from past years. Profit expen-
diture represents profit distribution to foreign investors. The profit
figures look even more impressive if one looks beyond FIEs them-
selves and compares their performance with China’s main form of
corporate organizations—SOEs. The story about the sharply differing
fortunes of FIEs and SOEs can be told from a number of perspectives.
The simplest is the rise of FIEs as a significant force in China’s econ-
omy from a de novo presence only 18 years ago. As of 1996, there
were 43,542 industrial FIEs and 240,447 FIEs in the entire economy.
Industrial FIEs accounted for 16 percent of the industrial value-
added and 17 percent of assets.6

Probably, the thing that distinguishes FIEs most from SOEs is their
financial performance. In 1996, 43,542 industrial FIEs reported a
posttax profit of Renminbi (RMB) 40.79 billion, while some 86,982
SOEs managed to churn out a paltry 500 million more, at RMB 41.26
billion. Other financial measures tell exactly the same tale. In all like-
lihood, these amounts understate FIEs’ success and SOEs’ woes. FIEs
are suspected of using transfer pricing to hide profits (discussed
later); SOEs, on the other hand, exaggerate their profit and sale fig-
ures to make their income statements look attractive to banks and
have very conservative write-off policies on their accumulated inven-
tories and conservative provisions against their large accounts re-
ceivable.

______________ 
5These data are reported in State Bureau of Machinery Industry (1998).
6All these figures and those reported below cover only enterprises that are indepen-
dent accounting units.
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THE FAILURE OF CONVENTIONAL WISDOM

Despite the growing importance of FIEs in the Chinese economy,
most of the academic literature has not attempted to explain the FIE
phenomenon as defined here—i.e., the factors that account for the
growth of FDI over time and the increasing importance of FIEs in the
Chinese economy. Academic writing on FDI in China have focused
on relatively targeted subjects.7 For example, economists have fo-
cused on the economic effects of FDI in China, such as export per-
formance and economic growth via effects on productivity and com-
petitiveness of markets. Economic writings thus approach FDI from
a developmental perspective and focus on an issue that all develop-
mental economists care about—economic growth. Exactly how FDI
gets to be so important is usually left out in this discussion; instead
the financing and economic roles of FIEs are taken as a starting point
of analysis, and the interest is to explore their implications. Political
scientists have approached the study of FDI from a totally different
perspective. Their principal focus is on the effect of increasing FDI
on the ability of the state to maintain control over its own economic
and political agenda. This approach is rooted in the “bargaining” lit-
erature on FDI. Again why there is a high demand for FDI in the
Chinese economy and why FIEs have grown so quickly are left out in
this account.

What is important to note is that the Chinese patterns of FDI de-
scribed above are not easily clarified by conventional explanations.
In this section, I discuss the explanations based on conventional
wisdom into macroeconomic and microeconomic explanations and
discuss them in turn.

Macroeconomic Explanations

Macroeconomists often invoke the so-called “savings-investment”
gap theory to explain FDI flows.8 The reasoning is straightforward.
An internal imbalance in a developing economy—a resource gap

______________ 
7See Kamath (1990) and Pomfret (1991) in economics and Pearson (1991) in political
science. In addition, Shirk (1994) tangentially addresses the issue of state control, al-
though the subject matter is not limited to FDI.
8The discussion in this section is based on Meier (1995, especially pp. 247–263).
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between its savings and its investment requirements—leads to an
external imbalance on the country’s balance of payment: Shortage of
foreign exchange. This shortage must be financed by a combination
of drawing down the foreign exchange reserves and an inflow of for-
eign exchange in a variety of forms. FDI is one such inflow.

The saving-investment gap, however, is conspicuously incongruous
with China’s large FDI absorption. In the 1990s, China had one of the
highest savings rates in the world, at 41.76 percent between 1994 and
1997. The puzzle is that China’s reliance on FDI deepened at the very
time when the capital shortage was being alleviated. By all indica-
tions, China should be awash in capital. China’s savings rate rose
from an initially high level throughout the reform era. Between 1986
and 1992, the savings rate hovered around 36 percent, but between
1994 and 1997, the savings rate rose to 42 percent, second only to
Singapore (51 percent).9 The acceleration of the savings rate coin-
cided closely with an explosive growth of FDI. Between 1979 and
1997, the gross cumulative FDI flows were $220 billion on the paid-in
basis. Much of this FDI was invested since 1992. Between 1992 and
1997, the total FDI inflow was a whopping $196.8 billion. Thus China
imported more capital when it saved more and imported less capital
when it saved less! China’s balance of payment statistics bear out this
suspicion. In the 1990s, China ran a current account deficit only in
1993, and simple economic logic would predict that in other current
account surplus years China is a net capital exporter, not an im-
porter. This is precisely what happened. On average between 1994
and 1997, China exported capital to the rest of the world to the tune
of almost 3 percent of its GDP. The large FDI inflows, on top of large
current account surpluses throughout much of the 1990s, led to a
huge accumulation of foreign exchange reserves, to the tune of
$140.9 billion six months into 1998.

The simultaneous large FDI inflows and the large capital outflows at
a very low rate of return are rather strange from the point of view of
the capital shortage argument for FDI. The Chinese are striving to
give up the ownership of their economy only to use the capital sur-
pluses to invest in low-yielding government bonds in America. In a

______________ 
9The savings rate is defined as the difference between GDP and final consumption di-
vided by GDP. The data are reported in State Statistical Bureau (1998).
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country of poor peasants, China borrows heavily from the rest of the
world so that it can finance government spending in industrialized
countries, an outcome a former Chinese central banker calls
“scandalous.”10 By all indications, the Chinese are poor arbitrageurs.
The country pays on average 8 percent on its foreign debt but only
gets 5 percent returns on its investments abroad. One is hard pressed
to think of an economic justification for this outcome but if there is,
fund shortage is not one of them. Given China’s status as a capital
exporter, any convincing explanation for China’s high FDI depen-
dency needs to move beyond the capital shortage argument.

Another version of the macroeconomic story postulates that FDI is
driven by China’s market size. The idea is simple and straightfor-
ward: MNCs are attracted to China’s economic fundamentals—fast
income growth, a large population, a cheap and disciplined labor
force, etc. This explanation, which focuses on the economic funda-
mentals, is correct, by definition and default. It is not hard to imagine
that FDI inflows would have to be modest if these economic funda-
mentals were not sufficiently attractive to investing firms. However,
it is important to recall that the rapid growth of the roles of foreign
companies in China is relatively recent. The real surge in FDI inflows
took place after 1992; the cumulative FDI inflows between 1992 and
1997 accounted for some 89 percent of FDI stock between 1979 and
1997. During the 1980s, FDI grew steadily, but not at a spectacular
rate, even though Chinese economic growth was already quite im-
pressive during this period. Thus, if we accept the notion that eco-
nomic fundamentals drive FDI inflows, this gap in timing needs to be
explained.

The economic fundamentals explanation poses other puzzles. The
good economic fundamentals themselves do not automatically drive
up FDI inflows. For one thing, foreign firms may prefer exporting to
investing in foreign sites, and overseas investments thus occur only
when there are impediments to exporting. In addition, FDI policies
of host countries can be promotional or restrictive, and these policies
have a big effect on the levels of FDI. This is abundantly clear when
one examines the history of FDI in East Asian newly industrialized
economies (NIEs)—countries that grew extremely fast in the 1970s

______________ 
10Quoted in Smith (1998).
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and 1980s but without much foreign equity participation. Amsden
(1989) points out that the number of multinationals in Korea is
smaller than in any other late industrializing countries. Policy barri-
ers against FDI were an important reason. In a 1980 survey, 23 per-
cent of the foreign executives in Korea listed “cumbersome bureau-
cratic procedures” as the number one impediment Stallings (1990).
Japan, the world’s second largest economy, has a level of FDI inflows
lower than the level of Greece Graham (1994). Thus, the economic
fundamentals explanation provides a necessary but not a sufficient
account of FDI growth—i.e., those countries with high levels of FDI
must have good economic fundamentals but there can be countries
with good economic fundamentals but with low levels of FDI. This
distinction between necessary and sufficient conditions for FDI
growth often gets blurred in the business press.

To a large extent, the economic fundamentals explanation asks the
wrong question in the first place. Even if good economic fundamen-
tals drive up FDI inflows, the core issue is not the growth of FDI in-
flows per se. The core issue is the growth of FDI inflows relative to the
growth of domestic investments. If the foreign share in fixed asset in-
vestment is expanding, it must mean that domestic investment is not
rising as fast. To be sure, good economic fundamentals induce more
investment, but why have there been more foreign investments? Do
foreign firms have a better edge in responding to the growth oppor-
tunities than domestic firms? Do foreign firms, for some reason, see
the market opportunities that elude domestic firms? Or do foreign
firms have an optimistic bias, while domestic firms have a pes-
simistic bias? This is an especially important issue because more and
more of FDI inflows are now financing asset purchases from domes-
tic firms, rather than newly generated investments. Strictly speaking,
an account of FDI growth is not about FDI growth per se but is about
why foreign firms have invested more than domestic firms (as the in-
creasing share of FDI of domestic capital formation indicates). Thus
our story has to start with explaining why, over time, foreign firms
have gained advantages relative to domestic firms and the factors
causing the advantages of foreign firms to rise over time.

Cheap labor, in and of itself, does not drive up FDI. It is important to
stress that FDI is an ownership arrangement—i.e., each investor puts
up the capital to establish an equity stake in a firm. As an ownership
arrangement, FDI is one of many cross-border alliances between a
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foreign and a Chinese firm. Low labor costs motivate MNCs to locate
their production in China, but low labor costs per se do not mean
that MNCs have to resort to an FDI arrangement. Except for those
situations in which contractual complications naturally arise, such as
asset-specificity and the associated opportunism, contract produc-
tion results in the same cost-saving benefits as does FDI. For exam-
ple, a Hong Kong firm can contract out a firm in China to produce
goods and services according to the exact specifications it lays out,
and the Hong Kong firm will reap the same labor-saving benefits as
investing in China. The question is not whether or not producing in
China is cheaper or more expensive than in Hong Kong; the question
is, why do so many firms from Hong Kong resort to FDI rather than
contractual production to realize labor-cost savings benefits.

One form of market transactions is export processing. Under export
processing, a Chinese firm still relies on a foreign firm for the latter’s
overseas marketing capabilities, but it remains a separate ownership
entity from the foreign firm. The foreign firm has no equity stakes in
the Chinese firm, and the relationship between the Chinese and for-
eign firms is fundamentally contractual. But their relationship is not
completely arms-length either, since a lot of coordination is involved
between them. For example, the foreign firm supplies designs, speci-
fications, and components to the Chinese firm, and the Chinese firm
produces the goods in accordance and receives a payment for the
goods delivered to the satisfaction of the foreign firm.

The history of export-oriented FDI in China is one of replacing mar-
ket transaction mechanisms, such as export processing, with non-
market transactions through intra-affiliate cross-border sales.
National figures on FIE exports and contractual exports are only
available since 1996, but more systematic data are available for
Fujian and Guangdong provinces—which have received the lion’s
share of FDI. In Fujian province, in 1988, the FIE exports to export
processing ratio was 3.64; it rose sharply to 22.45 in 1990 and then to
45.47 in 1992. In Guangdong province, FIE exports rose less dramati-
cally but still far faster than export processing. At the national level,
in 1996, FIE exports were about twice the size of contractual exports.

Another measure is to compare the amount of capital that finances
FDI with the amount of the capital that finances contractual produc-
tion. In the Chinese statistical classification, investment data are
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broken down by direct investments (FDI) and other investments.
Other investments are essentially contractual capital flows, such as
leasing, compensation trade, and export processing. In 1983, con-
tractual capital flows were about 45 percent of the FDI inflows, but
they took a sharp decline in 1984 and experienced further declines
since 1988. Between 1992 and 1996, contractual capital flows virtu-
ally disappeared, but since 1996, they have risen in magnitude. The
declining contractual capital flows relative to ownership capital flows
coincided closely with the rounds of FDI liberalization in the 1980s
and 1990s. In 1984, fourteen coastal cities were given expanded
power to approve FDI projects; in 1988, the government pushed for
further economic openings. Between 1992 and 1996, the Chinese
government initiated another round of extensive and far-reaching
liberalization of FDI controls. Thus, when a domestic firm and a for-
eign firm are given a choice between an ownership and a contractual
arrangement, they prefer to enter into an ownership arrangement.
This preference for an ownership arrangement over a contractual
one needs to be explained.

Microeconomic Explanations

Microeconomic explanations for FDI are also problematic.
Microeconomic explanations start with the notion that FDI transfers
know-how from home firms to host firms and to the extent that
transferring such know-how is costly, via a contractual arrangement
home firms then extend common ownership over facilities overseas
to facilitate such a transfer.

The know-how explanation is problematic. First, if know-how refers
to knowledge to operate advanced equipment and machinery, there
is simply no evidence that FDI has brought much “hardware” know-
how to China. No doubt, some FDI projects bring advanced technol-
ogy to China, but many do not. The industries in China with the
largest share of FDI are often those with a low capital content and
low “knowledge worker ratios” (i.e., engineers to blue collar worker
ratios). In the 1990s, FDI originating from Hong Kong and Taiwan
accounted for between 50 to 70 percent of Chinese total FDI inflows,
and much of this kind of FDI contains a low content of hardware
know-how. Many Hong Kong and Taiwanese simply capitalized their



The Role of Foreign-Invested Enterprises in the Chinese Economy 165

standard and mature equipment and machinery as equity stakes in
FIEs in China.

Contrast this pattern with China’s technology imports through trade.
Technology imports refer to importation of technology licensing,
patents, and turnkey projects. In contrast to FDI, technology imports
transfer technology to the host country via arms-length market
transactions rather than through an ownership arrangement.
Research by United Nations Centre on Transnational Corporations
(1992) shows that typically the level of technology transfer associated
with FDI is of more recent vintage and is more sophisticated as com-
pared with the kind of technology transferred via arms-length market
transactions. China, however, exhibits precisely the opposite pat-
terns. This is shown by the country origins of technology trade vis-à-
vis country origins of FDI. The majority of China’s technology trade
is with OECD countries, whereas the majority of China’s FDI origi-
nates from non-OECD economies.

In the standard account of FDI, FDI materializes only when the
know-how needed to operate the capital assets cannot be disembod-
ied from the capital itself. Given the high degree of maturity and
standardization of the capitalized equipment, it is a mystery why
Chinese firms could not simply import these items. It would be a
win-win situation for both sides. The equipment and machinery of
Hong Kong and Taiwanese firms have been rendered increasingly
uneconomical because of rising labor costs since the late 1970s, and
the opening of China would have provided an opportunity for these
two economies to transition very quickly to service economies.11 Not
only is there thin evidence of “hardware technology transfer,” some
researchers have reported on “negative technology transfer” associ-
ated with FDI—i.e., Chinese firms possessed more advanced hard-

______________ 
11Despite the image of Hong Kong as one of the most important financial centers in
the world, manufacturing and its ancillary operations were still an important part of
Hong Kong’s economy until quite recently. In 1993, manufacturing employment ac-
counted for 22.6 percent of total employment. Thus, at a per-capita income greater
than that of the Great Britain and at a rental price several times as that of Manhattan,
Hong Kong still retained a substantial tie to labor-intensive manufacturing activities. I
argue in my book (Huang, 2000) that this is strongly related to the fact that investing in
China was made cheaper to Hong Kong manufacturing firms because of the institu-
tional configuration of the Chinese economy. This allowed Hong Kong firms to retain
their labor-intensive manufacturing operations in the territory longer than would have
been economically feasible.
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ware than the investing firms from Hong Kong and Taiwan.12 Thus,
overseas Chinese firms invest in China not to transfer technology but
to exploit the strong research and development capabilities of main-
land Chinese firms.

There is in fact a negative correlation between FIEs’ equity shares
and asset intensity. The fixed asset turnover ratio is the ratio of sales
to net fixed assets. It measures the sales generated per unit of net
fixed assets deployed and measures capital intensity of an industry,
with a high ratio denoting low capital intensity and a low ratio denot-
ing high capital intensity. Table 7.4 shows the equity ratios of FIEs
and the fixed asset turnover ratios of eight industries—four of these
FIEs have the highest equity shares and four of them have the lowest
equity shares. The average asset intensity levels of the high FIE equity
group is actually higher than that for the low group, 3.17 compared
to 2.09. Tobacco processing and petroleum processing are heavily

Table 7.4

FIEs’ Equity Shares and Asset Intensity of Eight Industrial Sectors, 1996

Industries
FIEs’ equity

shares
Fixed asset

turnover ratio
Top four industries

Electronics and telecommunications 0.55 3.21
Leather products 0.52 3.87
Garments 0.49 3.64
Food manufacturing 0.47 1.94
Average 0.51 3.17

Bottom four industries
Tobacco processing 0.02 2.69
Petroleum processing 0.03 1.36
Smelting and pressing of ferrous metals 0.10 2.03
Special purpose equipment 0.10 2.03
Average 0.05 2.09

SOURCE: Based on the data in State Statistical Bureau (1997).
NOTES: Industries selected for this table refer to those in manufacturing only; FDI is
restricted in mining and public utilities. FIEs’ equity shares are calculated as the ratio
of FIEs’ equity in a sector to the value of equity of that sector. Fixed asset turnover ra-
tios equal sales divided by net fixed assets.

______________ 
12See Young and Lan (1997).
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capital-intensive activities, and yet FIEs have almost no presence.13

This suggests that FIEs are more dominant in industries of low capi-
tal intensity. The same pattern holds when one looks at the data for
all industries. The simple bivariate correlation between fixed asset
turnover ratio and FIEs’ industrial equity shares for 1996 was not
only positive but large, at 0.70.

The second type of evidence is more direct. It comes from survey and
interview research conducted by scholars. Two researchers, Stephen
Young and Ping Lan, have conducted the most systematic study on
this topic so far. Their data come from a postal survey of 361 FIEs in
Dalian city and interviews with managers from 36 of these FIEs. Their
findings suggest that, on average, the level of technology as embod-
ied in the FDI was two years ahead of China’s existing level even
though the “technology gap” between investing countries and China
was commonly perceived to be 20 years. The “technology package”
was in most cases incomplete, meaning that the package included
only one or two of the three components that constitute a complete
technology transfer—product, process, and organizational technol-
ogy. Less than 25 percent of technology transfer projects incorpo-
rated all three components. One interesting finding of their research
is that foreign firms apparently invested in China to source Chinese
technology, in that a significant number of Chinese firms were more
technologically advanced than their foreign investors.14

Technology is an intrinsically difficult concept to measure and
quantify. FDI researchers correctly point out that what FDI brings to
China is not hardware but software—referring broadly to foreign
managerial and organizational skills and expertise. It is again impor-
tant not to take such a claim at its face value, and it is important to
examine the empirical evidence indicating such a function of FDI in-
flows into China. Organizational know-how transfer is harder to
document because of its intangible nature, but again anecdotal and
piecemeal evidence suggests that it is implausible to argue that the
organizational know-how is present in all FDI projects (numbering

______________ 
13It is likely that the government’s restrictions on FIEs explain this outcome.
14See Young and Lan (1997).
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over 80,000 in 1993 and more recently declining to about 20,000).15

For one thing, FDI is not the only mechanism to import organiza-
tional know-how; for relatively simple and standard organizational
know-how, again a contractual arrangement is entirely feasible. A
Chinese firm can hire a foreign manager—for example by hiring a
retired foreign manager at a cost that would be a fraction of the pre-
sent value of the future cash flows on the sold equity. For years,
Korean firms did exactly that to build up their organizational and
managerial expertise when the economy was shifting from light and
labor-intensive industries to capital and technology-intensive indus-
tries in the 1970s.

As any business owner would know, ceding equity is an expensive
way to access managerial expertise and usually one only gives up
equity in absence of alternative sources of financing. In venture capi-
tal projects, for example, debt financing is usually unavailable be-
cause banks value a stable source of cash flow, while technology en-
trepreneurial start-ups entail high risks (defined as high variance of
their cash flows) and therefore they have to rely on equity capital
from venture capitalists who are seeking to reap the huge upside if
the project succeeds. In other situations, stock options are given to
managers when these managers possess hard-to-measure and in-
tangible attributes or when owners use stock options as a monitoring
device. None of these conditions readily applies to Chinese firms in
labor-intensive and mature industries actively seeking FDI, and, even
if some of these conditions apply, there is no reason why foreign
suppliers of capital should disproportionately be sought out at the
expense of domestic capital suppliers in many situations.

The anomaly does not stop there. According to the Office of Third
Industrial Census (1997), in 1995, there were 49,559 industrial FIEs at
or above the level township and yet there were only 31,992 foreign
employees. Assuming at minimum one foreign employee needs to be
present to transfer intangible skills and know-how, this is a strange
result indeed. There were 17,567 FIEs without any foreign employees.

______________ 
15It is interesting that, in interviews, SOE managers typically invoke importing organi-
zational know-how as a motivation to seek out foreign joint venture partners. Often in
the same conversations, they also describe their own reluctance to spend money on
training and human resource development.
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AN INSTITUTIONAL FOUNDATION APPROACH

The fundamental premise in this chapter is that the growing roles of
FIEs in the Chinese economy are driven not only by foreigners’ sup-
ply of equity capital but also by the Chinese demand for foreign eq-
uity capital. The demand side of the story relates to the perceived
benefits associated with foreign equity capital and to the Chinese
motivations to form alliances with foreign firms. The central idea of
this chapter is that desire for capital and technology do not consti-
tute the full universe of Chinese alliance motivations and that
Chinese alliance motivations are partially a function of Chinese eco-
nomic institutions and policies. Thus, I term this the institutional
and policy factors approach. Four such institutional factors are ex-
amined below: state ownership, economic decentralization, financial
market inefficiency, and policy benefits.

State Ownership

An important feature of SOEs’ behavior in China and in other
reforming socialist economies is that SOEs have an insatiable
investment appetite. Despite the impressive results of its economic
reforms, China remains a partially reformed Centrally-Planned
Economy (CPE). In 1994, state-owned enterprises employed 67
percent of all urban employees and accounted for 57 percent of the
total gross fixed capital formation. In comparison, as of the late
1970s, the state sector accounted for 32 percent and 23 percent,
respectively, of the gross fixed capital formation in Taiwan and
Korea.16 The investment demand of state-owned enterprises is
viewed as inefficient and excessive in reforming or partially reformed
CPEs. Excess investment demand implies two kinds of behavior
unique to SOEs in CPEs. Ex ante— excess investment demand means
there are weak self-enforcing constraints on investment demand; ex
post—demand for investments constantly exceeds the potential
supply of investible resources, such as capital, intermediate goods,
or, as the case may be, foreign exchange. Excess investment demand
arises because there is a fundamental asymmetry in the incidence of
costs and benefits associated with undertaking investment activities

______________ 
16Wade, 1990, p. 177.
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in a CPE. Benefits—enhanced reputation and higher financial
rewards—accrue to the investors, while investment costs are borne
by society at large. This is a situation analogous to “negative
externalities” in market economies, and the consequences are
similar: The costs of the affected activities are lower than socially
optimal; therefore incentives to undertake these activities are
stronger than when the external costs are taken into account. As
Kornai17 comments:

Expansion drive is a fact of life for the bureaucracy. And because
this system has only bureaucrats and no real owners, there is an al-
most total lack of internal, self-imposed restraint that might resist
this drive.

A second and closely related characteristic of SOEs has to do with the
budgetary environment in which they operate. SOEs are said to face
“soft budget constraints,” which refer to a bureaucratic readiness to
provide financial assistance and, ultimately, to prevent bankruptcy.18

Soft budget constraints, in essence, imply zero risks for the invest-
ment activities undertaken by a SOE. They are the second reason
why restraints on investment demand are not self-enforcing on
SOEs.19 The lack of a credible threat of bankruptcy shapes alliance
motivations and behavior profoundly. For one thing, it is entirely
possible that forming joint ventures is an extension of the excess in-
vestment demand on the part of SOEs. But there are more subtle
connections. Launching joint ventures can be a costly proposition,
especially for cash-constrained SOEs. There are two common fund-
ing approaches. One is that SOEs contribute their best–performing
fixed assets and workforce to new ventures to finance their equity
stakes when they have low cash reserves. The other approach is that
SOEs borrow heavily to finance their equity injections into new ven-

______________ 
17Kornai, 1992, p. 163.
18For further illustrations, see Kornai, 1980, #228.
19One may object by pointing to a similar phenomenon in market economies—sav-
ings and loan institutions in the U.S. economy. But this observation is a mere restate-
ment of the same point. Savings and loan institutions are federally insured and hence
face a similar budgetary environment as a normal CPE firm. The recklessness of their
behavior then critically depends on the degree of government supervision; if govern-
ment supervision becomes lax, as it did in the 1980s, behavior tends to be reckless. For
a more substantial treatment of this topic, see Huang (2000).
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tures. This is evidenced by the fact that in sectors with a high foreign
equity stake, SOEs tend to be highly leveraged, as measured by debt
to equity and debt to asset ratios.20 The simple bivariate correlation
between SOEs’ debt levels and FIEs’ sectoral equity stake is very high.
For the debt to asset ratio, it was 0.74 and for debt to equity ratio, it
was 0.72. The four sectors with highest foreign equity stakes are
electronics and telecommunications equipment (55 percent), leather
and related products (52 percent), garments and fiber products (49
percent), and food manufacturing (47 percent). The SOEs’ debt to as-
set ratios in these four sectors are, respectively, 0.76, 0.86, 0.71, and
0.77. The average debt to asset ratio for all the industrial sectors is
0.68.21

There are both balance sheet and income statement implications
from these asset contribution methods. By forming joint ventures,
SOEs essentially convert their fixed assets into long-term financial
holdings on their balance sheets. In a number of cases, because SOEs
took on so much debt to finance their equity stakes in FIEs, they put
themselves in a technical bankruptcy under Chinese law, when
shareholder equity is negative and when sudden collapse of operat-
ing revenue creates a default situation. In less dramatic situations,
because the shareholder SOEs are left with the least productive assets
and workforce, their profits tend to plummet after joint ventures are
created. Those SOEs that contribute cash became highly leveraged
and heavily burdened with interest payments. Here a critical driver
of SOE alliance behavior is the ex ante expectation of bailouts by the
state, and thus SOE managers tend to discount the costs and even
the real bankruptcy prospects as a result of the aforementioned
manners of financing joint ventures. Because loan obligations are
soft or fiscal subsidy is readily available to SOEs in distress, SOE
management may not feel constrained by the excessive burdens of
asset conversion and expansions.22

______________ 
20It is important to note that this is one of a few possible interpretations. Another
possibility is that FIEs tend to gain advantages in sectors in which SOEs are failing.
Thus high debt levels are not ex post but ex ante.
21All the data here refer to 1996.
22Their ex ante expectations can turn out to be false ex post, and this is highly likely
when conflicts between Chinese shareholders and foreign shareholders escalate, with
the Chinese shareholders insisting on dividend distribution while foreign shareholders
insist on profit retention.
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SOEs are also motivated positively to launch projects. A World Bank
study finds an “engineering” motive particularly strong among
Chinese SOEs (Byrd, 1987). An engineering motive can refer to a de-
sire to produce an excellent product or to adopt the newest technol-
ogy. The benefits are both psychological and tangible. A system of
ranking enterprises and varying bonus, wage, and credit treatments
according to their technological sophistication accentuate enor-
mously the appetite for new technology.

The effect of a strong engineering motive on FDI can be illustrated by
either the demand or supply sides of the story. On the demand side,
it accentuates the demand for the type of capital closely bundled
with technology. On the supply side, the high demand of Chinese
SOEs for technology increases the owner-specific advantages pos-
sessed by MNCs. Many foreign investors readily confirm the constant
demand for technology transfer from their Chinese partners and of-
ten such a demand is economically wasteful. The Chinese capacity to
integrate technology is often poor, and as one Chinese economist
pointed out, on average, the Chinese spend $1 on technological ab-
sorption for every $10 of technology import, an opposite ratio from
Korean and Japanese firms in the 1960s and 1970s.23 A senior Otis
Elevator Company executive reflected on this issue in a Harvard
Business School case study (1997, p. 8):

We found the Chinese employees were always very eager to learn
and improve their operations, but we still faced many difficulties in
transferring technology. There were few engineers at the plants and
a serious shortage of trained staff. When we transferred our draw-
ings, CTOEC [China Tianjin Otis Elevator Company] often did not
know what to do with them. This didn’t, however, stop them from
pressuring us to transfer our latest technology.

A third connection between state ownership and demand for FDI has
to do with the sharp differences in terms of operational autonomy
granted to SOEs vis-à-vis that granted to FIEs. Although many foreign
executives complain about governmental restrictions placed on their
operations, FIEs enjoy far greater autonomy than SOEs. SOE man-
agers are appointed by the government (specifically by the

______________ 
23See Wu (1996).
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Organization Department of the Chinese Communist Party).
Appointment decisions can often be a politicized process. In addi-
tion, SOEs are often subject to detailed and discretionary bureau-
cratic interference and to predatory taxes and fees. Herein lies a
strong incentive to convert SOEs into FIEs on the part of the SOE
managers—to arbitrage the significant differences in the legal, regu-
latory, and organizational autonomy between these two corporate
forms. This motive gives rise to one of the most widely observed asset
stripping actions undertaken by Chinese SOE managers—i.e., to de-
liberately undervalue the contributed assets and to evade the asset
appraisal procedures stipulated by Chinese law. The reason is
straightforward: Chinese SOE managers are motivated to increase
the probability of creating joint ventures with foreign firms by giving
up control.24

The arms-length relationship between government and FIEs is evi-
denced in a number of ways. First, the political control is much
weaker in FIEs as compared with SOEs, not only by default but also
by a rather explicit regulatory design. None of the FIE laws makes any
explicit references to the Communist Party and mandates the estab-
lishment of party organizations within FIEs. To some extent, this is in
contravention of the Charter of the Chinese Communist Party, which
requires a party organization where there are more than three
Communist Party members. A brief reference to the role of the party
within FIEs is found in a manual prepared under the auspices of the
Ministry of Foreign Economic Relations and Trade, which describes
the role of the party as monitoring illicit conduct and educating FIE
workers on ideology. No managerial role is prescribed.25 In contrast,
the 1986 Factory Director Regulations governing SOEs assigned
broad and specific powers to the Communist Party, such as those en-
suring the “socialist character of management,” compliance with
laws, fair distribution of interests among state, enterprise and work-
ers, etc.26 These functions would directly affect managers’ produc-
tion and wage/bonus setting policies. The reference to the
Communist Party in the 1988 SOE Law was briefer, stipulating a

______________ 
24According to one study, about 90 percent of joint ventures were formed without go-
ing through an asset appraisal process. See Qian (1996).
25See Li (1995, pp. 178–179).
261986 Factory Director Regulations, Article 16, 1993 [1986] #1812.
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monitoring and supervisory role to ensure compliance with party
and state policies and regulations (Article 8). Interestingly, almost
exactly identical wording referring to the Communist Party also ap-
pears in the 1991 Collectively Owned Enterprise (COE) Law (Article
10), although there is no similar provision in the 1990 Township and
Village Enterprise (TVE) Law.27

The 1979 Equity Joint Venture Law established FIEs as independent
legal persons separate from that of their shareholders and with a
corporate structure broadly similar to that found in market
economies. FIEs were to be shareholding corporations with limited
liability and with a board of directors representing the interests of
their shareholders. The ownership interests were transferable. Thus,
from the onset of the open-door policy, FIEs acquired a corporate
form that SOEs did not achieve until the 1993 Company Law, which
gave legislative recognition to the legal independence of SOEs. Under
the company law, SOEs acquired the set of organizational and corpo-
rate attributes that FIEs acquired 14 years earlier.

As an independent legal entity, FIEs were endowed with a set of de
jure decision rights that exceeded those of SOEs, at least in the 1980s
if not today. The division of these decision rights between govern-
ment and enterprises has a large effect on the degree of operational
autonomy available to firms. Probably the most important control
right is the right to appoint managers. The 1979 Equity Joint Venture
Law and an assortment of laws on other forms of FIEs vest this power
with a board of directors. For SOEs, until the Company Law of 1993,
which also established a board of directors for SOEs, this power
resided with the supervisory line bureaus or ministries.

The differences in the de jure treatments of FIEs and SOEs do have a
tangible effect on the actual operations of firms. In the 1980s and
1990s, several rounds of SOE reforms aimed at assigning significant
fiduciary responsibilities to SOE managers. The 1988 SOE Law gave
broad powers to SOE managers, including asset disposal. However, a
number of surveys suggest that SOE managers are sharply con-
strained, even in the areas of operations in which they have been
given explicit autonomy. A World Bank survey of 156 SOEs in 1994

______________ 
27See [1991 Collectively Owned Enterprise Law, 1993 [1991] #1814] and [1990
Township and Village Enterprise Law, 1993 [1990] #1813].



The Role of Foreign-Invested Enterprises in the Chinese Economy 175

shows that more than 60 percent of the SOEs surveyed indicated that
they did not have autonomy in decisionmaking over trade, disposal
of assets, and mergers and acquisitions. The Communist Party wields
considerable power over personnel issues. A State Council study,
cited in the aforementioned World Bank study, indicates that most
SOEs did not have full investment authority, personnel decision
rights, and the right to set wages. The conclusion from the study was
that most of the 14 rights specified by the 1988 SOE Law remained
with the line bureaus.28

Survey data indicate that FIEs are more independent from the gov-
ernment. In a 1995 survey, American firms in China ranked
“bureaucratic interference” as the number three problem after infla-
tion and rising accounts receivable,29 even though only a few years
earlier, it routinely took years to negotiate an investment deal with
the Chinese government. In the early 1990s, Shanghai pioneered in
setting up a “one-stop agency” to approve FDI applications, a prac-
tice copied by many regions. However, there is no similar agency for
dealing with domestic investment applications. In 1995, ten govern-
ment departments organized a comprehensive survey on managerial
evaluations of their operational autonomy. Unlike the previous
studies I cited, this survey included SOEs, collective firms, FIEs, and
private enterprises, making a direct comparison possible.30 The sur-
vey reveals, in a convincing fashion, that non-SOE managers enjoyed
a far higher degree of operational autonomy, at least in their subjec-
tive evaluations. When asked what were the difficulties of improving
enterprise management, the top three impediments cited by the SOE
managers were, in descending order, (1) wrong managerial selection
system, (2) incomplete delegation of authority over labor and per-
sonnel issues, and (3) too many surplus workers. All these factors
were fundamentally driven by the structure of government-business
relationships.

In contrast, the top three impediments cited by FIE managers all fo-
cused on internal operations of firms. They were (1) poor quality of

______________ 
28World Bank (1997).
29Cited in Huang (1998). Survey Team of Chinese Managers 1996. [Almanac of China’s
Economy]. Beijing, pp. 943–960.
30The survey is reported in previous citation (1996).
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managers, (2) lacking advanced managerial techniques, and (3) poor
asset management.31 Considering that many FIEs are affiliates of
SOEs, this ranking is remarkable, in that it was almost exactly identi-
cal to the one given by private enterprise managers, indicating that
FIEs have come to enjoy a similar level of operational autonomy as
private enterprises.32 In the same survey, 67.3 percent of SOE man-
ager-respondents picked “evaluation by supervisory authorities” as
their top concern, while only 39.7 percent of FIE manager-respon-
dents did so. Of SOE manager-respondents, 15.4 percent gave
“coordinating relationship with government agencies” when asked
to pick activities to which they devote most of their time and effort.
Only 7.9 percent of FIE manager-respondents did so.

Economic Decentralization

Arguably, one of the most prominent characteristics of contempo-
rary China is the decentralized management of its economy.
Compared with those of other developing and reforming centrally
planned economies, Chinese regional officials not only control an
enormous amount of economic resources but also make many deci-
sions and policies quite autonomously from the central government.
A proxy (although imperfect) indicator is the share of tax revenue
collected by regional governments. In the early 1990s, regional gov-
ernments collected about 66 percent of consolidated tax revenues
and accounted for 67.4 percent of the total expenditure. In 1995, after
the 1994 fiscal recentralization, the regional share was 47.8 percent
on the revenue side but was still 70.7 percent on the expenditure
side. 33

The first and foremost manifestation of economic decentralization is
that a vast majority of SOEs are under the direct control of regional
governments. “Control” here means broadly de facto ownership

______________ 
31The survey does not give the size breakdowns of the enterprises. The survey noted
that 87.7 percent of the surveyed enterprises were large and medium sized. However it
is not known whether the SOEs were larger than the FIEs. Size matters because gov-
ernment controls large enterprises more tightly than smaller enterprises.
32The top three impediments cited by private enterprise managers were (1) lacking
advanced managerial techniques, (2) poor asset management, and (3) low quality of
managers.
33This is calculated from SSB (1997), p. 235.
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rights—the rights to make crucial decisions, to receive residual cash
flows, and to dispose of assets. In 1995, there were 87,905 industrial
SOEs, of which 83,167 were owned by regional governments. The lo-
cally owned SOEs accounted for 65 percent of total SOE assets and 64
percent of sales.34 The ownership functions of regional governments
are complemented by the broad regulatory power in their hands.
Despite central policy prohibitions, it is widely known that local gov-
ernments set up trade barriers against interregional trade as well as
to curtail capital exports. This means that often it is difficult for a firm
located in Province A to invest in Province B because of capital re-
straints.

The combination of ownership and regulatory functions in the hands
of regional governments has a strong effect on interregional invest-
ment patterns. Consider the contrast between Shanghai Automotive
Industrial Corporation (SAIC) and First Automotive Work (FAW) in
Changchun, Jilin province. In 1997, SAIC had 36 billion yuan in as-
sets, about four times of that of FAW (9.4 billion yuan). Yet each one
of its 38 subsidiaries and affiliates are located in Shanghai. FAW, de-
spite its smaller size, made active acquisitions outside Jilin province.
Its subsidiaries and affiliates are located in Beijing, Xinjiang,
Shandong, Qinghuai, etc. The fundamental difference between SAIC
and FAW is that SAIC is controlled by the Shanghai municipal gov-
ernment, whereas FAW is controlled by the Ministry of Machinery
Industry in Beijing, and thus it is not tied to the Jilin province.

The local ownership arrangement means that foreign capital plays a
unique role that would be absent under an alternative ownership
arrangement. Because there are no similar constraints on the mobil-
ity of foreign capital, foreign firms are free to fund firms wherever
there is a capital shortage. Given the immobility of domestic capital,
interregional capital competition then becomes indistinguishable
from competition for foreign capital at the international level. This
dynamic plausibly explains why China can have high FDI inflows
while having the world’s highest savings rate. Capital-rich regions or
firms export capital to foreign countries via large trade surpluses be-
cause domestic investment opportunities are limited by regulations

______________ 
34The data are from the 1995 industrial census. See Office of Third Industrial Census
(1997).
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and policies. Capital-poor provinces import capital from foreign
countries to make up for the shortage. The overall effect is that for-
eign companies have come to play an arbitrage role that is lacking in
the domestic financial market and thus have acquired a greater fi-
nancing role in the Chinese economy, given the enormous financial
market inefficiency of financial segmentation along regional lines.35

MNCs are not only multinational; they are, first and foremost, multi-
regional in China. Motorola, Schindler, Otis, Volkswagen, Ford,
Nabisco, etc. have all established operations across the country, and,
increasingly, Western MNCs are creating a holding company struc-
ture to coordinate their complex activities and interactions among
their subsidiaries or affiliates and to economize on shared overhead
costs. These cross-regional investments or acquisitions are not lim-
ited to Fortune 500 corporations. A prominent example is Hong
Kong–based China Strategic Investment Ltd. China Strategic
Investment, with sale revenues of only $84 million in 1992, acquired
200 companies in China during a span of two years between 1992
and 1994. Its joint ventures are located in more than nine provinces,
and its China Tires Holdings, via its acquisitions of tire plants in five
provinces, emerged to be the largest tire producer in China in 1994
(Lim, 1994).

The second connection between economic decentralization and FDI
demand is local protectionism. Chinese regional governments, in a
way, all pursue a version of import substitution strategy analogous to
the one pursued by Latin American countries in the 1970s, and this
strategy has exactly the same effects on FDI. Because trade is re-
stricted, either via implicit or explicit tariffs or quotas, market access
is conditioned upon building and operating production facilities
behind a protective wall. In this case, the interregional trade restric-
tions act exactly the same way as trade restrictions at a country level:
They both raise returns from investments relative to trade and thus
induce the type of investments that are designed to get behind trade
protection to access the market. Because of the mobility of foreign

______________ 
35There are specific examples of foreign companies playing this arbitrage role. China
Strategic Investment’s typical approach is to finance its acquisitions from the pro-
ceeds from revenues generated by previous acquisitions. This strategy enabled it to
acquire some 200 companies between 1992 and 1994, even though its sales revenue in
Hong Kong amounted to only $80 million.
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equity capital relative to domestic equity capital, import substitution
strategy at the regional level induces more foreign investment.

The second effect is less direct. Import substitution strategy, as is
well-known in economics, creates rents and induces rent-capturing
activities (Krueger, 1974). Rents accentuate domestic capital immo-
bility; regional governments are not only loathe to export capital to
other regions, they are also loathe to import capital from other re-
gions, lest rents created in their regions accrue to other regions. This
would mean that regional governments would demand something
more than capital before agreeing to any rent-sharing arrangements
without outsiders. Foreign companies are the beneficiaries of this
preference because they possess know-how and technology and be-
cause FIE status itself commands a premium.

A Harvard Business School case on Otis in China provides a fascinat-
ing account of this dynamic. In 1984, Otis and Tianjing Elevator
Company (TEC) entered an agreement to form a joint venture, China
Tianjin Otis Elevator Company (CTOEC). As the business expanded,
Otis felt increasing need to set up additional joint ventures in other
parts of the country, because of the market segmentation. However,
this attempt was frustrated by the Tianjin municipal government.
The Tianjin municipal government viewed such an attempt by Otis
as fostering competition, and in 1988, it rejected Otis’ plan to set up
another joint venture in Suzhou in Jiangsu province, even though
CTOEC, in which TEC had a controlling stake at 65 percent, would
have a 50 percent stake in the new venture.36 In another deal, Otis
tried to set up a joint venture in Guangzhou to capture the booming
market there. This time, the Guangzhou government rejected the
original proposal because it would involve equity participation from
TEC.

Both of these episodes illustrate the extent of local protectionism in
China. The Tianjin and Guangzhou governments viewed Otis’ ac-
tions as shifting rents to other regions and as resulting in a pure fi-
nancial redistribution. Neither government is averse to Otis’ partici-
pation, but each wary of either benefiting competitors or allowing
competitors to share a portion of its market growth. The Guangzhou

______________ 
36The original agreement has given TEC approval power for business expansion plans
in China. See Otis (1997).
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episode illustrates how strong this consideration is. The Guangzhou
government was willing to accept a minority stake in the joint ven-
ture with Otis on the condition that Otis would drop TEC’s participa-
tion.

Thirdly, regionally based capital competition erodes barriers against
FDI at the national level. It is well-known that Chinese localities
compete with each other to attract FDI by reducing taxes and land-
use fees and by provisions of infrastructure. To some extent, this is
similar to the expensive bidding war among Ohio, Pennsylvania, and
Ontario for a Honda plant in 1987. In the United States, this kind of
bidding war changes the regional distribution of FDI without neces-
sarily increasing the level of FDI in the country.37 In China, this bid-
ding does increase FDI inflows at the national level, because of two
critical differences between China and the United States. One is that
the policy resources under the command of the Chinese regional
governments are much greater than those of American counterparts.
Regional governments can offer far greater inducements compared
with those of their counterparts in the United States. The other dif-
ference is that unlike the United States, China started from a position
of tight restrictions and controls on FDI inflows. The effect of re-
gional bidding for capital is that it brings down the nationwide barri-
ers against FDI by equalizing policy and tax treatments to the level of
the most liberal region. This is easily illustrated by the example of the
four SEZs and the 14 coastal cities, which were initially given greater
power to approve FDI projects at far higher dollar thresholds than
other provinces. As these privileged regions began to attract large
FDI inflows, other regions began to demand the same approval au-
thority. Gradually, the central government extended the approval
authority to other regions as well. It is also true that many of the FDI
liberalization measures have been adopted by the central govern-
ment after they have been implemented at the local level, such as
permitting FDI in retail, telecommunications, and real estate.

______________ 
37See Graham (1994) for an analysis of this episode.
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Financial Market Inefficiency

One of the sources of financial market inefficiency has already been
alluded to—segmentation of supply of capital along regional lines—
and it induces a level of demand for foreign capital that would not
materialize if domestic capital had been permitted to move more
freely. Another source of financial market inefficiency has to do with
the well-known failure of Chinese banks to channel credits to their
most productive uses. The lending bias operates in two ways. One is
that an overwhelming proportion of credits is directed toward SOEs;
SOEs account for over 70 percent of bank lending, even though their
output shares have declined to 40 percent. Nonstate firms, while
more productive and profitable, were starved of credit financing
during the entire reform era, until recently when the government
removed credit quotas in late 1997.38 Lending bias also means that
banks are serving a heavily redistributional function across regions
that the budget of the Chinese central government inadequately
provides for. There is strong evidence that the central bank’s refi-
nancing—enforced via the reserve requirements on specialized
banks—redistributes financial resources from deposit-surplus re-
gions to deposit-deficit regions. Deposit-deficit regions—i.e., regions
that lend more than they have deposits for—are northeastern
provinces, which are the strongholds of large and heavily loss-mak-
ing SOEs. Deposit-surplus regions are typically liberal southern
provinces, such as Jiangsu, Zhejiang and Guangdong, that have a
fast-growing nonstate sector.

One of the consequences associated with this lending bias is that ef-
ficient but private firms are denied access to China’s vast savings
pool and are too liquidity-constrained to finance their expansion.
Spotting a potentially profitable opportunity, foreign firms, espe-
cially those from Hong Kong and Taiwan, become the suppliers of
capital to the liquidity-constrained but fundamentally sound busi-
ness operations. This is one of the most important reasons why FIEs
dominate China’s labor-intensive industries. In industries such as
garment and shoe-making, Chinese private firms ought to have pos-
sessed strong competitive advantages, but poor allocative decisions
of Chinese financial institutions imply that a severe mismatch be-

______________ 
38See McKinnon (1994).
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tween human and financial capital exists—i.e., efficient private firms
cannot get financing, whereas inefficient SOEs are favored. The out-
come of this allocative pattern is that private entrepreneurs access
capital—sometimes short-term capital—by selling their own equity
shares to MNCs based in Hong Kong and Taiwan.39 Similarly, poor
allocative decisions on foreign exchange lead to the same outcome.
Because foreign exchange is allocated administratively, much of the
official allocation has gone to SOEs to satisfy their import needs.
Export-oriented private firms find it extremely difficult to access for-
eign exchange as a result. Foreign exchange is a critical resource for
export-oriented firms because they need to source quality compo-
nents and machinery from abroad to produce quality products.
Hence, to access foreign exchange, domestic private entrepreneurs
exchange their equity stakes with MNCs based in Hong Kong and
Taiwan. In these two illustrations, the financing roles of MNCs arise
not because China is short of capital but because its financial alloca-
tion is hugely inefficient. And it is this type of inefficiency that has
prevented production linkages between Chinese and foreign firms
based on a contractual arrangement. An equity arrangement—i.e.,
FDI—is favored not because it is intrinsically superior but because
the contractual alternative is rendered unviable.

Policy Benefits

Probably the best understood institutional source of demand for
foreign equity capital has to do with the policy benefits granted to
FIEs in excess of those granted to SOEs. The most widely cited ben-
efit is tax treatment. FIEs are granted tax exemptions and in general
are taxed at a lower level than SOEs. In addition, FIEs are granted
tariff exemptions on office and production equipment imports.
Foreign observers believe that the tax regime is more liberal than
similar regimes in other FDI host countries, and this has led to a high
level of FDI inflows into China (Dean, 1988).

______________ 
39One nonstate company I interviewed in Suzhou possessed very advanced know-how
in making precision machinery, and its products were exported to many countries.
Because of its nonstate status, it could not secure any credit financing from Chinese
banks, and thus it formed a joint venture with a Hong Kong trading firm—which had
marketed its products abroad but had little technical know-how—in order to secure
the needed capital.
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This account is plausible, but it is by no means complete, and it is
even slightly misleading. For one thing, beginning in 1993, Chinese
authorities have moved to equalize tax treatments of domestic firms
and FIEs, and thus tax benefits have declined in importance as a
driver of investment behavior. International evidence suggests that
tax treatments in general have a weak effect on the distribution of
FDI across countries. In the case of U.S. corporations, the U.S. gov-
ernment taxes their profits on a global basis, and thus the tax saving
effect of investing in China will be offset by a tax increasing effect in
the United States. It is worth emphasizing that the benefit of lower
taxes primarily falls on the Chinese shareholders and thus increases
their incentives for a corporate conversion into FIEs to qualify them-
selves for a better tax treatment. Thus demand for FDI is greater than
otherwise would be the case, and it may result in a more accommo-
dating stance toward demands made by foreign firms than otherwise
would be the case. For example, it is plausible to imagine that with-
out tax benefits, Chinese shareholders may resist foreign requests to
take a controlling stake in joint ventures.

There are also less publicized policy benefits conferred on FIEs.
During much of the reform period, foreign exchange constituted a
valuable asset to firms in its possession in part because RMB was
overvalued for many years and in part because, under a protectionist
trade regime, access to imports was highly valued. Here there are
critical differences between FIEs and domestic firms. First, exporting
FIEs could retain 100 percent of their foreign exchange earnings,
while domestic firms could retain only a portion and had to sell the
balance to the central bank at the official rate. Thus, for each export
transaction, FIEs made a surplus equivalent to the amount the RMB
was overvalued. The foreign exchange premium began to decrease
since the early 1990s as the scope of the foreign exchange market ex-
panded.

Second, strictly speaking, what domestic exporting firms are allowed
to retain is not foreign exchange but foreign exchange entitlements.
FIEs, on the other hand, retain foreign exchange cash. This has subtle
but important implications for the value of the foreign exchange re-
tention. Converting entitlements into foreign exchange subjects the
user firm to closer bureaucratic scrutiny and thus limits the “option”
value of such a retention. In addition, converting entitlements into
foreign exchange is by no means a certain process. In 1986 and, to a
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lesser extent, in 1993, authorities restricted such conversions be-
cause China ran a large foreign trade deficit. Thus, for domestic firms
with foreign exchange entitlements, they bear some expropriation
risks, from which FIEs are immune.

There are significant policy implications in this line of analysis. Our
analysis of the significant and rising roles of FIEs in the Chinese
economy raises a number of policy implications. It is generally the
case that rising FDI is accompanied by rising intrafirm trade rather
than interfirm trade. Intrafirm trade refers to trade between parent
firms and their subsidiaries or affiliates abroad as opposed to the in-
terfirm trade among unrelated entities at an arms-length distance.
The rise in intrafirm trade has a number of pertinent policy implica-
tions.

For Chinese policymakers, intrafirm trade poses thorny challenges.
One is the possibility that MNCs engage in transfer pricing to maxi-
mize profits on a global rather than a location-specific basis. Transfer
pricing shuffles profits away from the taxing arm of the host govern-
ments, and therefore it reduces the tax base in the host country.
Another effect is that transfer pricing reduces dividend shares of
business partners in the host country. This is an especially important
concern because most FIEs take the form of joint ventures.

The institutional benefits discussed above give rise to strong incen-
tives for MNCs to engage in transfer pricing. Researchers in general
have found strong evidence that MNCs are motivated by reduction of
tax liabilities in the host country to engage in transfer pricing. Thus,
relative tax rate differentials between home countries and China are
a likely source of transfer pricing behavior. It ought to be noted,
however, that the Chinese corporate income tax rate on FIEs is not
inordinately high. In SEZs, the applicable rate is 15 percent; in eco-
nomic and technological development zones, it is 24 percent, and in
the rest of the country is 33 percent. Hong Kong’s corporate income
tax rate is 15 percent, and, given the fact that most FIEs originating in
Hong Kong are located in SEZs, the apparent corporate tax rate
equalization should have diminished such an incentive.

It is possible that the entire tax burden on FIEs located in China is
still quite high. The value-added tax is 17 percent, and, in addition,
local governments often impose discretionary levies. Most impor-
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tantly, transfer pricing reduces profit shares accruing to the Chinese
shareholder, and the Chinese tax allows FIEs to deduct their
accumulated—rather than just current—losses for up to five years.
These two motivations are probably stronger than income tax
avoidance. Another facilitating condition is that China exempts FIEs
from tariffs on imported inputs. Import duties often deter transfer
pricing behavior since over-invoicing of the import bill would
increase tariff liabilities.

The evidence on transfer pricing is limited and indirect. Its presence
is suggested by a number of empirical anomalies rather than direct
proof. One piece of evidence is that, despite putative operational ef-
ficiency, and managerial and technological know-how, there are in
fact more loss-making FIEs than the supposedly moribund SOEs. In
1995, according to the Third Industry Census, 39.5 percent of FIEs
reported losses, as compared with 34 percent of SOEs. Sun (1999) has
reported some evidence for underinvoicing of Chinese exports to
Hong Kong and overinvoicing of Chinese imports from China. In
general, after taking into account freight and insurance costs, the av-
erage unit price of Chinese exports at Chinese customs was about 85
percent of the average unit price reported by Hong Kong customs.
On the import side, again after deducting the freight and insurance
costs, Chinese unit prices, on average, exceeded their Hong Kong
prices by about 15 percent. Underinvoicing exports and overinvoic-
ing imports are telltale signs of transfer pricing behavior.40

For U.S. policymakers, the rising prominence of FIEs in the Chinese
economy also raises important policy questions. The significant and
growing financing and economic roles of FIEs in the Chinese econ-
omy set China apart from Japan and Korea, which absorbed little FDI
during their comparable stages of development. This has implica-
tions for U.S. economic policies toward East Asia. First, U.S. exports,
to some extent, are not a full measure of U.S. companies’ penetration
of the Chinese market. US companies export directly to China but

______________ 
40It is important to read this result with caution. The study does not break down trade
between intrafirm and interfirm trade, and therefore it does not show that export un-
derinvoicing and import overinvoicing are more pervasive among MNC affiliates than
among unrelated entities, a logical inference from the transfer pricing logic. Another
note of caution is that transfer pricing is only one of the explanations consistent with
export/import misinvoicing. Capital controls and capital flight engaged in both by
FIEs and domestic firms can also give rise to this phenomenon.
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also produce inside China and sell locally produced goods there. The
benefits from these sales are not reflected in the trade data but are
reflected in the corporate earnings of U.S. corporations. In 1996, one
FIE, Motorola (China) Electronics Co., Ltd., exported $690 million
worth of goods, but the export value of the entire SOE sector came to
$581 million. The export success of Motorola not only benefited
Chinese employees but also Motorola’s shareholders.

Second, U.S. trade policy is made on the assumption that political
and economic boundaries coincide perfectly. This assumption is in-
creasingly indefensible in light of shifts in industrial locations and of
the associated changes in the direction of trade. The area where this
assumption should be challenged to its core is Asia.41 Kojima first put
forward the hypothesis that some FDI activities are trade-oriented
and others are anti-trade-oriented.

 42Trade-oriented FDI activities
are in areas where the home economies are losing comparative ad-
vantage and the host economies are gaining comparative advantage.
Anti-trade-oriented FDI activities are in areas where the host
economies have a comparative disadvantage. Although this view has
been challenged, especially the claim about anti-trade-oriented
FDI,43 the claim about trade-oriented FDI activities does seem to ac-
cord with the character of much of the FDI inflow into China.

Hong Kong is an extreme but highly illustrative example of trade-ori-
ented FDI activities and of the effects of this kind of FDI on trade
flows. By the early 1990s, four-fifths of Hong Kong manufacturing
firms had relocated to China. Such investments have reoriented
Hong Kong–China trade patterns: Most trade activities are directly
related to the subcontracting investment activities undertaken by
Hong Kong firms in China. In 1993, 74 percent of Hong Kong’s do-
mestic export to China was related to outward processing; of the im-
port from China, it was 74 percent in 1993.44 In effect, Hong Kong
operates as a trading corporation that contracts out production units

______________ 
41The best example is the emergence of so-called “Greater China,” an area encom-
passing southern China, Taiwan, and Hong Kong, where economic integration has in-
creasingly penetrated political divisions. See Jones, King, and Klein (1993).
42See Kojima (1973).
43See Dunning (1977).
44See Fung (1995).
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in China—through the provision of production designs and materi-
als—and purchases and distributes the finished goods worldwide.

The concentration of manufacturing locations in China has caused
major changes in the direction of trade with the United States and
has vastly complicated the management of trade deficits with the
region. Briefly stated, labor-intensive goods that previously came
from Korea, Taiwan, Hong Kong, and a number of Southeast Asian
countries are now increasingly coming from China. This has pro-
duced a widening trade deficit between China and the United States
and a dwindling trade deficit with the other two members of “Greater
China.” The U.S. trade deficit with China has risen concomitantly,
with a sharp decline in its deficit with Taiwan and Hong Kong, at
least until 1994. It is this rise in the trade deficit that has complicated
an already fragile political relationship between China and the
United States, for rather unnecessary reasons, because the U.S.
deficit with “Greater China” rose by a far smaller margin. While the
U.S. deficit with China rose by about sixfold between 1987 and 1992,
its deficit with “Greater China” has risen by 9.6 percent. It is also dif-
ficult to argue that the rise in the deficit has been a result of China’s
import restrictions; China’s imports from the United States have
grown at a double-digit rate every year, except for 1987 and 1990. A
far more plausible reason for the rising deficit with China is the trade
reorientations that are associated with shifts in industrial locations in
East Asia.

Given this production-trade link, an aggressive bilateral trade stance
can lead to a number of undesirable outcomes. Reduced U.S. de-
mand for goods from China can slow down the rapid capital integra-
tion between once politically hostile regions, such as Taiwan and
Korea on the one hand and China on the other. It may also impede
the process of import liberalization in China by creating a foreign ex-
change shortage and a regionwide slowdown of economic growth.
These outcomes may not be consistent with U.S. long-run economic
and political interests in the region. A subtle but important implica-
tion of the production-trade link is the possibility that U.S. invest-
ment and trade interests may be in conflict with each other. Since
the 1992 Memorandum of Understanding, the United States has
been pressuring the Chinese to liberalize further China’s market ac-
cess to U.S. goods and to phase out internal trade regulations and
“onerous” import restrictions, such as import quotas and strict sani-
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tary standards. However, domestically oriented investments depend
on a high tariff structure to be profitable, as illustrated in the case of
the automotive firms, and foreign investors typically request protec-
tion when they undertake protection-induced investments.45 Thus,
overly aggressive market-opening measures as demanded by the U.S.
trade representative may in fact undermine the interests of U.S.
MNCs with subsidiaries already established in China. This conflict
between U.S. trade and investment interests will come into sharper
focus if China agrees to the “fast-track” accession terms of the WTO.
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Chapter Eight

CHINA’S MACROECONOMY: EXPANDING DOMESTIC
DEMAND AND INTERIM REFORMS

Xiaomin Shi

INTRODUCTION

Currently, Chinese economic performance is characterized by the
following trends: (1) the economic downslide has been checked
somewhat as a result of governmental macroeconomic policies to
expand domestic demand; (2) the strength of governmental fiscal
and monetary policies is unprecedented, but the economy is not re-
covering as quickly as in the past, it is still adjusting with a weak up-
ward tendency; (3) economic growth potential is enormous, but so-
cial investment and domestic consumption remain sluggish because
of fairly strong structural restrictions. Chinese economic marketiza-
tion has increased a lot during the more than 20-years of reform, and
market mechanisms have increasingly been dominating economic
performance, but the sticking point is that the government’s man-
agement style and macroeconomic policymaking emphasis have not
eliminated traditional government dominance and allowed the
transformation into market dominance. At present, Chinese eco-
nomic development is at a crossroads, where its operating mecha-
nism, growth style, development strategy, and existing structure all
need changing and adjusting, and the lag of the economic structure
is more and more remarkable. This chapter attempts to illustrate
some macroeconomic policies to deal with the current problems and
difficulties. It points out that the keys to breaking through the current
difficulties and realizing sustainable, stable and sound development
are to perfect, reform, and renovate current government policymak-
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ing and management system selectively and gradually while continu-
ing to implement short-term macro adjustment.

Pushing Forward Reform of Market Access, Investment, and
Financing Systems, and Creating a Favorable Environment
for Social Investment Growth

The centerpiece of investment and financing system reform is to re-
structure normal and canonical financing channels, lift some restric-
tions on market access of private enterprises, and create a favorable
structural environment for improving social investment incentives.
Quite a few specialists and scholars hold the opinion that structural
barriers exist in almost any new economic growth. Outdated man-
agement styles, fairly strong administrative monopolies, excessive
interference, and irrational fees can be found in infrastructure con-
struction and management when cities are the centers of hi-tech in-
dustries, import and export agent business, and other basic and
emerging service sectors such as education, medical care, public
health, environmental protection, tourism, culture, publishing, net-
work communications, community service, property management,
and public transportation. Funds for social support are in short sup-
ply. The enormous potential demands in this area can bring about
new economic growth. However, the precondition for fulfilling these
needs is the government’s determination to push forward financing
system reform, break administrative monopolies on market access,
improve protection of intellectual property, create an environment
favorable to social investment, and shape a policy environment fa-
vorable to middle- and small-sized enterprises, social employment,
enterprise management innovation, and strategic restructuring.

The first step in such a direction, would be government encourage-
ment to open up pilot credit institutions mainly serving middle- and
small-sized enterprises. While strengthening financial supervision
and building necessary financial insurance systems, the Chinese
government should allow and encourage a proportion of rural foun-
dations, credit cooperatives, and branches of state banks and urban
cooperative banks below the county level to be transformed into in-
dependent small commercial banks or small trust companies, which
can take the form of shareholding systems, shareholding cooperative
systems, partnerships or joint ventures, and which could adopt rela-
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tively flexible floating interest rates and take business risks indepen-
dently.

Second, the Chinese government should expand exploration of and
experiment with effective financing channels in capital market ac-
cess for private enterprises. It should also push forward actively and
cautiously with equity restructuring of listed companies, lifting some
restrictions on acquisition of listed companies, encouraging capable
private enterprises or naturalized citizens to make legal acquisitions
in capital markets. Further, the government should carry out a com-
plete summary of historical experiences and lessons in local property
rights markets, while strengthening supervision and risk control, set-
ting up local pilot capital markets in areas with developed economies
and good market conditions, creating necessary conditions for mid-
dle- and small-sized enterprises to secure financing in capital mar-
kets.

Third, the Chinese government should relax market access restric-
tions on private enterprises, trying to reduce discrimination and im-
proper interference in establishing, registration, and operation of
private enterprises, prohibiting random fees. It should also speed up
assigning and expanding private enterprises’ import and export
rights and proxy rights, properly reducing assigning qualification
standards, and allowing these enterprises to enjoy the same rebate
treatment and convenience as state-owned foreign trade companies.
While perfecting governmental and social supervision, to break up
monopolies, the government should introduce competition, lower
costs and improve quality of services, encouraging private enter-
prises to enter traditional public services, such as real estate man-
agement, environment protection, garbage disposal, intermediary fi-
nancial services, professional training and education, and small town
construction.

Fourth, the government should safeguard private enterprises’ legal
interests. The new amendments to China’s Constitution and to The
Law on Middle- and Small-Sized Enterprises recently in deliberation
undoubtedly provide strong legal protection for private enterprises’
development. However, since Chinese private enterprises emerge
from discrimination and repelling of traditional systems, the prob-
lem of undefined property rights as a result of the “Red-Cap” needs
to be addressed. The Chinese government should accept en-
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trepreneurs’ deserved interests, including property rights and intel-
lectual property rights. Resolving “left-over historical problems”
properly would be of great significance in protecting private enter-
prises’ incentives, promoting sustainable, stable development of pri-
vate enterprises. The emphasis should be on trials and judgments in
civil actions, justice and effectiveness of law enforcement activities.

And lastly, the government should encourage various industrial as-
sociations, research and consultation institutions, and intermedi-
aries to provide comprehensive services to private enterprises, mak-
ing them the link between government and private enterprises.
Governmental support, service and supervision should also be car-
ried out by these institutions. The government should improve its
management style via various intermediary institutions and interest
groups, weakening state-owned monopolies and introducing prop-
erty social supervision and competition.

Promoting Stable Growth of Consumption Through
Employment and Social Security, and Upgrading the
Consumption Structure by Lowering Price Thresholds

Current sluggish consumption demand results from two factors. The
first is that unstable revenue expectations deviate from expenditure
expectations; the second is that price thresholds for upgrading con-
sumer goods are excessively high (deep-rooted structural factors are
behind these problems). Unstable revenue expectations result
mostly from employment pressure and expected reform on social se-
curity, housing, and education. Affected groups are very extensive.
Price thresholds are related to industrial monopoly and excessively
high administrative charges. In contrast with market competition
lowering prices, monopolistic product and service prices remain
high, and groups with high social revenues are usually found in these
industries. Thus, promoting stable growth and structural upgrading
for consumption should begin with perfecting social security system,
expanding employment, and reducing prices of monopolistic prod-
ucts and services. The government should take the following steps to
effect such changes:

• Create jobs, providing good market access conditions for unem-
ployed and laid-off workers. Currently in China, in the course of
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economic development, rural redundant laborers and state-
owned enterprises’ laid-off employees need to be gradually
transferred and reemployed. The problem is a kind of reform
cost, which is also related to social stability and improving social
expectations. The important aspect of governmental employ-
ment reform should be placed on vigorously developing middle-
and small-sized enterprises and on encouraging communities
and individuals to establish small businesses. Meanwhile, the la-
bor market should be developed and perfected, by setting up
multilevel professional advisory agencies. Social security and
social welfare programs should be separated based on profes-
sions and market competition employment systems oriented to-
ward rural industrialization and urbanization. Nondiscriminative
labor markets should come into being gradually.

• Accelerate the pace of perfecting social security system with el-
derly workers in state-owned sectors as the focus. It is an objec-
tive of market economies and an important component of sys-
tem innovation during the course of transition to realize
employment mechanisms and social security systems in which
professions, social security, and welfare are separated. Recently,
various welfare and security reform measures have been adopted
because of revenue and employment instability, and the rising
prices of medical care, education, and housing. People do not
know how to calculate how much personal savings will satisfy a
family’s basic needs. This is the major reason behind current
residential consumption “deflation” and savings growth. With
respect to stabilizing expectations, the emphasis should be on
ensuring social security reform in which historical contributions
of retirees and some older worker should be recognized and their
deserved benefit should be ensured. Living expenses for laid-off
workers should be given to them in a timely fashion. The fiscal
authorities should provide a floor for social security payments,
begin to levy social security taxes, expand social security cover-
age to all enterprises and institutions, provide stable and reliable
funding sources for social security of citizens, and shape a multi-
level social security system that includes insurance, relief and
welfare benefits.

• Upgrade the consumption structure by promoting competition
and reducing administrative fees. Chinese residential consump-
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tion of basic durable consumer goods has reached a saturation
point; thus the emphasis of expanding consumption should be
on cultivating new product trends and upgrading the consump-
tion structure. Current sluggish demand results from high price
thresholds. The major reason behind high prices is industrial
administrative monopolies and excessive administrative taxes
and charges in prices on monopolistic products and services.
Houses and cars are believed to be new consumption “hot
points,” which can start overall consumption demand and con-
sumption structure upgrading. However, as much as 30–70 per-
cent of current commercial house prices is taxed by the govern-
ment. The additional charges for a car purchased in China are as
much as 25–40 percent of car prices (two times higher than that
of a car of the same kind purchased elsewhere). Excessively high
price thresholds have restrained purchasing and upgrading for
many middle-income families, causing many consumers not to
use credit for car and home purchases. In residential consump-
tion hot points, some “structural deflation” of consumption may
be unavoidable because of preparatory savings and accumula-
tion by potential buyers. As a result, demand may fall into long-
term sluggishness. To expand consumption, in addition to
changing housing and consumer credit policies, administrative
fees and taxes on housing, cars, and emerging hot points should
be cut to lower price thresholds. Also, residential rents should be
increased to a reasonable level. In the short run, the main pur-
poses are to improve living conditions and reduce taxes. In the
long run, a home investment market will eventually take shape.

• Develop new urban growth. The dual structure dividing the
Chinese city and countryside is the basic contradiction impeding
economic development. It is impossible to improve agricultural
efficiency and realize agricultural industrialization and marketi-
zation if the majority of the rural population remains unchanged.
Experience has shown that the rapid transformation of middle-
and small-sized towns into developed areas is a vigorous new
economic growth point. To gain the full benefit from middle-
and small-sized towns, guidelines for urbanization should be
made clear: emphasis should be placed on construction in mid-
dle- and small-sized towns near big and mid-sized cities and
near developed regions. Such an effort requires not only coordi-
nation among fiscal, financial, household registry, and land
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management systems and infrastructure construction, but also
examination of specific local conditions.

Speeding up the Shift of Governmental Functions, and
Perfecting Macro Policymaking and a Macro Control System

The remarkable structural contradiction in current Chinese eco-
nomic performance is the following: provincial and ministerial seg-
mentation administrative management is in conflict with the operat-
ing mechanism of economic marketization. The interweaving of
power and markets destroys market order and constricts market
vigor; efforts at macro control are still limited to administrative mea-
sures only oriented toward the state-owned economy itself, not the
society as a whole. Thus, acceleration of governmental administra-
tive reform is not only the key to sustainable, stable, and healthy
economic development, but also the central link of economic sys-
tem’s transition to a market economy.

To begin, the government should reaffirm the principles of
“government controlling markets and markets guiding enterprises”
put forward in the 13th Party Congress. The division between gov-
ernment and markets should be clearly defined. The shift of govern-
ment functions should be speeded up. Based on the actual progress
of economic marketization, the government should retreat from ar-
eas in which governmental interference is improper, and increase its
presence where market power does not function well. The main pur-
poses of governmental function shifting is to promote and perfect
market mechanisms, reduce the government’s direct administrative
interference in the microeconomy, and to transfer some government
functions to enterprises, and market and social intermediaries.
Regarding the establishment and perfecting of market rules, while
attaching importance to supervision of market players’ behavior,
more emphasis should be put on maintaining equal rights among
market players, strengthening contractual relationships, and
promoting market competition. Regarding the perfection of a macro
control system, control capability should be strengthened, adequate
and reliable public goods should be provided, and a favorable
environment for economic development should be created. For
example, the Shenzhen Municipal government on its own initiative
discontinued many of its outdated examination and approval rights
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processes, and in doing so provided a good example for the whole
country.

In addition, it is necessary to plot out the rational duties for each
level of government, forming a highly efficient administrative man-
agement system with balanced obligations and rights. Government
functions and budgetary expenditures at every level under market
economy terms need to be defined. Overlapping of duties among
government levels should be eliminated. On this basis, taxes, fees,
and expenditures of every level of government should be standard-
ized into a regular transfer payment system to offset necessary local
expenditure shortfalls and to ease imbalances among various locali-
ties. The law and legal procedures should be defined clearly so that
governmental decisionmaking can be more democratic and scien-
tific, and legal, media and social oversight of government should be
strengthened. A government responsibility system consistent with
government functions should be established and perfected to coor-
dinate government obligations, rights, interests, and available re-
sources. Regular systems should be developed for examinations of
and recruitment for civil servants, with hiring, firing, review, and
promotion procedures. Civil servants’ salary levels should be in-
creased to optimize stimulation of government work and improve
governmental efficiency. Overall, government should be streamlined,
cutting out redundant positions and generally building an honest
and clean system of government.

Furthermore, fiscal reforms should be deepened. Taxes and fees
should be adjusted. Specifically, production VAT (value-added tax)
should be changed into consumption VAT as quickly as possible. Tax
policies should be adjusted. In particular, the restrictive taxes and
charges in response to an “overheated” economy should be re-
moved—such as the adjustment tax on fixed asset investment and
the high level of “three-inspection” charges that are unfavorable to
exports. Without increasing the overall social tax burden, the gov-
ernment should define a fiscal revenue level consistent with govern-
mental functions by reducing large-scale charges outside of the bud-
get and clearing up auxiliary banking activities of provincial govern-
ments. All these measures will result in greater transparency of fiscal
expenditures and higher control capabilities of fiscal policies of the
central government. Financial system reform should be pushed for-
ward in a stable way, and the role and function of the central bank
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should be strengthened. While the central bank is relatively inde-
pendent in making and implementing monetary policies, a supervi-
sion mechanism by which the People’s Congress and its standing
committee supervises the central bank should be established.
Meanwhile, a financial market system should be completed, includ-
ing marketization of state-owned commercial banks and interest
rates that conform with the market. Monetary and capital markets
should be developed and perfected. Monetary policy means and
policy instruments should be diversified, shaping a pattern so that
the central bank employs a cash reserve ratio, rediscount rate, and
open market business to control economic performance effectively.
of state-owned commercial banks and their interest rates should be
sped up, monetary and capital market should be developed and
perfected, monetary policy means and policy instruments should be
diversified, shaping a pattern that the central bank employs cash re-
serve ratio, rediscount rate and open market business to control eco-
nomic performance effectively.

Unswerving Continuation of Expanding the Effort to Open
Trade

The opening-up effort must be continued unswervingly while im-
plementing a macro policy for expanding domestic demand. Practice
has shown that the open trade policy brings capital, technology and
new consumption perceptions to China, promoting Chinese eco-
nomic integration with the world economy, which is of great impor-
tance in promoting marketization of the Chinese economy and in
improving economic performance.

The role of international capital and technology in renovating tradi-
tional industries is a key to opening trade. Since reform and the open
trade policy was adopted, China’s light manufacturing industry,
which makes, for example, household electrical appliances, and the
telecommunications industry have developed rapidly in recent years.
The international competitive power of these industries has risen,
showing a broad prospect for renovating domestic industries with
international capital and technology. China should grab the favor-
able opportunity available now that the world economy is facing
major restructuring. It should create conditions to attract foreign
capital for domestic traditional industrial renovations. With the



202 China, the United States, and the Global Economy

gradual surfacing of policy effects of expanding domestic demand, a
relatively high economic growth rate will provide strong appeal for
foreign capital’s entry into China. Progress in this respect rests not
only on such elements as good infrastructure but also on the legal
system, market access, and fair competition.

Domestic enterprises should be encouraged to participate in inter-
national competition. Participating in international competition is
an important way for domestic enterprises to gain technological in-
novations. At present, the emphasis should be on providing neces-
sary policy environment and simple and high-quality services to
domestic private enterprises. Meanwhile, the mutual open trade be-
tween Guandong province and Hongkong, and between Fujian
province and Taiwan, is bringing about faster circulation of person-
nel, capital, technology and products, pushing mutual complemen-
tary relations between these regional economies to a new level.

Greater efforts should be made to enter the WTO. Although the cur-
rent domestic and international situation leaves prospects for
China’s entry into WTO uncertain, the resolution to enter the WTO
should not be shaken. Economic globalization is the major tendency
of world economy. China will only lag far behind developed coun-
tries if isolated. Entry into the WTO is favorable not only to bettering
China’s foreign trade environment, but also for China’s gaining in-
sights about its shortcomings and the common rules of international
trade, in addition to avoiding risks in international economic activi-
ties. The short-term shock to some domestic industries is not always
negative. In fact, it is because of long-time protection that some in-
dustries continue to need protection. The automobile industry is a
case in point. However, preparatory countermeasures are necessary
in every sector.

Improving the Legal Basis of the Market Economy While
Perfecting the Socialist Property and Credit Systems

The basis of a successful market economy system lies in an equal
rights contractual relationship among market players safeguarded by
complete legal and strict law enforcement systems. Legal systems
should fit the basic framework of a market economy system and
should be a driving force behind overall systematic innovation.
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Efforts should be directed toward obvious problems in reform prac-
tices and current economic relations, formulating and perfecting rel-
evant laws selectively and gradually. The principles behind legisla-
tion should aim to safeguard equal and legitimate rights of market
players and to maintain a good market order as follows:

• While abiding by China’s Constitution’s stipulations for all kinds
of ownership, China should effectively protect citizen’s legal
property, ensuring that all kinds of property rights are enjoyed
equally in market transactions. Clauses in laws and regulations
that go against basic principles of the constitution should be
deleted; discrimination and violation of rights in law enforce-
ment should be banned.

• The general rules of the civil code should be revised to protect
potential litigant’s legal rights and interests, to respect wills and
similar codicils, and to provide a legal basis and rules for admin-
istrative policymaking and management. The civil code should
also prevent too much administrative interference into the nor-
mal lives of ordinary citizens.

• Laws and regulations unsuitable for realistic economic relations
should be revising and/or repealed. “Ministerial legislation”
should be restricted, and contractual, credit, and property rela-
tionships in market economy conditions should be standardized.
The judicial system should be reformed be removing local pro-
tectionism in jurisdiction and enforcement.

• Judicial supervision should be strengthened. Respecting legisla-
tive contradictions and problems in judicial practices, the follow-
ing measures should be taken: revising and perfecting relevant
laws according to legal procedure, perfecting open trial system;
punishing those who bend the law to help their friends or rela-
tives; and improving quality of law enforcement and officers.

CONCLUSIONS

The major problem in current economic performance is the struc-
tural contradiction that needs to be resolved by the Chinese govern-
ment through conforming to reality and the requirements of
economic marketization. Such conforming requires not only middle-
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and long-term strategic planning, but also searching for transitional
points. Presently, the transitional plan is to adjust corresponding
policies and push forward relevant reforms with expansion of do-
mestic demand and new economic growth at the center. These poli-
cies and reform measures must be effective in the short run, rational
in the middle run, and favorable in the long run. At first, the major
effort should be to avoid chaotic policy objectives that might cause
serious contradictions for middle- and long-term development be-
cause of shortsighted policies.
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COMMENTS ON XIAOMIN SHI’S CHAPTER
Alice Young

Xiaomin Shi’s chapter conveys both the progress China has made
over the past 20 years and the problems China faces in transitioning
from a state economy to more of a market economy. He has made a
number of excellent suggestions to reform government policy
“selectively and gradually,” such as stimulation of mid-sized and
small enterprises through new credit and the capital markets, re-
gional decentralization and encouragement of pilot projects, market
access, and privatization of services. These are all important steps
that should be taken, but I have several concerns.

First of all, it was difficult to ascertain how his “selected” suggestions
differ in any major respect from the espoused Deng Xiaoping/Zhu
Rongji policies of the Chinese government. The stimulation of mid-
sized enterprises, regional decentralization, and the encouragement
of experimental pilot projects have all already been described in
various Chinese government directives.

Second, all of his suggestions first require the strengthening of fi-
nancial oversight, risk management expertise, and judicial enforce-
ment, none of which are readily available in China at the present
time. The shift contemplated by the author is not only government to
market control, but central to provincial control. Beijing is far away,
as the famous Chinese proverb says, and although decentralization
can better promote local economic growth, local institutions are in-
experienced in risk management and capital markets, which are nec-
essary ingredients for successful financial supervision and privatiza-
tion. Although decentralization provides greater local flexibility, it
can also result in local protectionism and restraints on capital flow
movement from province to province. It was primarily through cen-
tral government control that investment incentives could be shifted
from the coastal economic trade zones to the interior zones to stimu-
late economic development in those less prosperous areas.
Moreover, getting rid of the local protectionism that usually accom-
panies decentralization, and strengthening judicial supervision to
ensure fairness, is viable if and only if the quality of law enforcers
improves. It should be noted that 66 percent of the judges in China
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have no legal background whatsoever and are in fact mostly former
Peoples’ Liberation Army cadres.

Third, his recommendations do not appear to address Nicholas
Lardy’s concerns stated in his report to the Aspen Institute
Congressional Forum in 1999, namely:

• the state-owned enterprises’ (SOEs) oversupply of unsaleable
products

• the overexposure of the government-owned banks to SOE debt

• the inadequacy of tax revenues to finance government expendi-
tures for these reforms

For example, the author emphasizes creating employment opportu-
nities for mid-sized, small private enterprises as a means of stimulat-
ing the economy, but he fails even to mention the elephant in the
room—interim reform must also deal with the SOEs and the insol-
vent banking industry. Mid-sized and small private enterprises can-
not begin to replace the previous government-subsidized SOE social
insurance safety net, which provided medical and pension benefits
to most of the working population. Moreover, the problems of the
SOEs are exacerbated by the rapidly aging population, the one-child
policy, increased longevity, lack of funded social insurance plans,
and finally poor returns because of government restrictions and lack
of asset management and risk management skills.

It should be noted that the author’s proposal to reduce discrimina-
tion against private enterprises means not only the discrimination
between SOEs and private enterprises, but also between foreign and
domestic businesses, which China’s entry to the WTO will in any case
force it to address. Safeguarding private enterprises’ legal interests is
vitally important, but the key to a market economy in my mind is
consistency, transparency, fairness, and evenhanded enforcement,
whether it be private enterprises, SOEs or foreign enterprises.

Finally, in the interim period, must all measures by necessity be ad
hoc? As a pragmatic lawyer rather than an economist, I would have
preferred that Xiaomin Shi’s chapter propose guidelines that attempt
to create a balance between government control and market domi-
nance, central control and localization, private enterprise stimula-
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tion and SOE reform, and to address unemployment and the bad
debt of the banks.

Having said that, from my 20 years of transactional work in China,
and if we take the long-term view of 5,000 years of Chinese history,
the author’s modest interim reform approach may have ample time
to be further refined and implemented.
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Chapter Nine

CHINA AND THE WORLD ECONOMY: THE SHORT
MARCH FROM ISOLATION TO MAJOR PLAYER

Henry S. Rowen

The decision taken by China’s leaders in 1978 to restore some prop-
erty rights to farmers was a pivotal event in China’s modernization
and the near-simultaneous beginning of the opening of its economy
was of equal importance.

Openness is a crucial element in a strategy for successful develop-
ment. According to Sachs and Warner, no country in a sample of 117
that pursued “appropriate” policies (involving a “property rights”
test and an “openness” test) in 1970–1989 had less than 1.2 percent a
year growth and not one of them having under $4,000 GDP per-
capita grew at less than 2 percent.1 They found that 37 countries
acted to open trade and grew an average of 1 percent more per year
in the first two years after liberalization and 1.3 percent more in the
longer term by comparison with the decade before liberalization.

Openness has several positive effects: It limits the market power of
domestic monopolies; rent-seeking opportunities are reduced; it is a

______________ 
1Sachs, Jeffrey D., and Andrew M. Warner, “Economic Reform and the Process of
Global Integration,” Brookings Papers on Economic Activity, No. 1, Washington, D.C.,
1995. Francisco Rodriquez and Dani Rodrik in “Trade Policy and Economic Growth: A
Skeptic’s Guide to the Cross-National Evidence,” NBER Working Paper No. 7081, April
1999, and Ann Harrison and Gordon Hanson in “Who Gains from Trade Reform,”
NBER Working Paper No. 6915, New York, January 1999, have leveled criticisms
against Sachs and Warner’s paper principally on the grounds that some other factors
than trade policy might have been responsible for the improved performance. The de-
bate will go on.
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means of learning technologies and organizational methods used in
advanced countries, with foreign direct investment (FDI) being an
especially efficient way to acquire them; and larger scales of produc-
tion can be realized from exporting.

There are also potential disadvantages of openness, the main one
being exposure to destabilizing shocks. The financial sector is espe-
cially prone to disturbances, as demonstrated in the financial crisis
of 1997–1998. Governments are prudent in not opening their
economies to short-term capital flows until their financial institu-
tions are strong enough to cope with monetary surges. Openness
also exposes a country to economic sanctions by trading partners.
(However, that is a two-way street, because a trading partner that
imposes sanctions hurts its own economy as well).

Openness has three components: trade in materials (raw and manu-
factured) and services, the movement of capital (financial and direct
investment), and the movement of people. In 1977, China was the
world’s 30th largest trading nation, with total trade of less than $15
billion a year, while it played practically no role in international capi-
tal markets and its people were greatly restricted in their ability to
move back and forth across its borders. Since then, China has freed
substantially the movement of materials and services; it is selectively
open to direct investment by foreigners but retains controls on fi-
nancial capital; and it is much more permissive about its citizens
moving across its borders.

TRADE

Deng Xiaoping’s strategy at the beginning was to increase exports of
raw materials, especially oil and coal, in order to cope with a rapidly
growing trade deficit in the late 1970s. As a result, exports of oil more
than tripled and, together with the rise in its price, oil export earnings
increased almost seven-fold between 1977 and 1985 (shrinking
thereafter). Overall trade doubled between 1978 and 1980—from a
low level—and kept on growing rapidly thereafter.2 Then greater
market access was offered in 1992 to foreign investors, especially to

______________ 
2Lardy, Nicholas R., China in the World Economy, Institute for International
Economics, Washington, D.C., 1994.
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those who would bring advanced technology. Exports grew at 14 per-
cent a year during the 1990s, more than double the increase in world
trade of 6 percent a year. In 1996, 60 percent of merchandise exports
went to Asia and 19 percent and 16 percent, respectively, to North
America and Europe; the pattern of imports was similar except that
there were more from Europe and less from North America.3 Exports
of foreign-invested firms grew an average of 30 percent a year be-
tween 1990 and 1996, making it the tenth largest exporter in the
world, while the output of these firms grew even faster. These firms
were then responsible for 41 percent of China’s exports.4

By 1997, its total trade (imports plus exports) was about $300 billion,
about 3 percent of total world trade. To put this number in perspec-
tive, its share of world trade in 1928 was 2.3 percent; by 1977 it had
fallen to 0.7 percent and only reached its earlier 1928 peak share in
1993.5

Exports of manufactured goods became dominant during the 1980s,
growing from 1985 through 1993 at an average rate of 24 percent per
year; by 1993 manufactured goods made up 80 percent of China’s
exports. These were labor-intensive goods: textiles, clothing, shoes,
toys, sporting goods, TVs, radios, washing machines, and refrigera-
tors. These were low-technology products made by low-cost labor
that could for the most part no longer be made competitively in ad-
vanced countries. In 1999, exports still were labor intensive, but they
were becoming more advanced technically.

China’s exports could not have grown so much without a compara-
ble growth in imports. Although there is much protection, most of it
local, there already has been a substantial reduction in trade barriers.
Tariffs have fallen by more than one-half since 1992 to below an av-

______________ 
3Fung, K. C., and Lawrence J. Lau, New Estimates of the United States-China Bilateral
Trade Balances, Asia/Pacific Research Center, Institute for International Studies,
Stanford University, Stanford, Calif., April 1999.
4Naughton, Barry China’s Emergence and Prospect as a Trading Nation, Brookings
Papers on Economic Activity, Washington, D.C., Vol. 2, 1996.
5The Economist, November 20, 1999.
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erage of 20 percent; a World Bank estimate of the average protective
effect of nontariff barriers was only 9.3 percent for 1993.6

A key part of the process of expanding exports was the expansion of
the number of foreign trade corporations and their decentralization
to the provinces. They were allowed to retain increasing shares of the
foreign exchange they earned, a powerful incentive to increase ex-
ports.7 From having fewer than 20 monopoly trading corporations,
China now has hundreds of thousands of trading firms.

The American share of merchandise exports from China grew from
practically nothing in 1977 to about $21 billion in 1996—although
there is a large difference in the numbers reported by the two gov-
ernments. The U.S. government reports that the U.S. trade deficit
with China in 1998 was $56.9 billion, while the Chinese government
reports a trade surplus with the United States of $21 billion. (A bilat-
eral trade balance in a multilateral trading world is not a very mean-
ingful parameter economically but often is politically.) This gap of
nearly $36 billion in the two official accounts requires an explana-
tion, and Fung and Lau provide one.8 They make four kinds of ad-
justments: (1) for freight and insurance; (2) for mark-ups for trade
through Hong Kong; (3) for an estimated scale of smuggling autos,
cigarettes, and oil; and (4) for the inclusion of services. The result of
these adjustments is to reduce the estimated bilateral deficit in 1998
to about $35 billion, still a large number but much less than the $57
billion claimed by the United States. (Premier Zhu Ronghi cited this
analysis in his speech at MIT in April 1999, as well he should have.)
Fung and Lau also say that their adjustments do not alter the official
estimates that the bilateral deficit has been rising at about $7 billion
per year.

It is alleged by protectionists in the United States that imports from
China are at the expense of domestic jobs. However, few of these
products are being made in the United States any longer. In accor-
dance with the familiar product cycle, they have migrated to coun-

______________ 
6World Bank, China 2020: Long Term Issues and Options for the 21st Century, World
Bank, Washington, D.C., 1997.
7Perkins, Dwight “Completing China's Move to the Market,” The Journal of Economic
Perspectives, Spring 1994.
8Fung and Lau, 1999.



China and the World Economy: The Short March from Isolation to Major Player 215

tries with lower wage rates. China’s competition in the making of
such goods is mainly in Southeast Asia: Thailand, Indonesia,
Malaysia, and the Philippines. One consequence of the fall in cur-
rency values in Southeast Asia in 1997 was the shifting of some work
from China to that region (e.g., disk drive components) but hardly
any work shifted from the United States.

China’s imports grew about as rapidly as exports, and their composi-
tion also shifted away from commodities to industrial products, a
move that was greatly helped by the increase in domestic agricultural
output.

There is ample scope for continued rapid growth in China’s trade,
and World Trade Organization (WTO) membership will help to as-
sure that. With world trade growing at about $300 billion each year,
there should be room for an additional $20 billion worth of Chinese
products annually. Assuming continued growth of world output and
trade at past rates for the next decade, the rest of the world would
have to absorb $550 billion of Chinese goods and services in 2009 out
of world total trade then of about $9,000 billion. That would about
double China’s share of world trade to 6 percent, making it perhaps
the world’s fourth largest trading nation (after the United States,
Japan, and Germany). If the increment in world trade value over the
decade is $4,000 billion, it should not be seen as remarkable that
China is the source of an incremental $400 billion. But there would
be displacements, both in competing suppliers and, to a lesser ex-
tent, in importing countries and no doubt some protectionist oppo-
sition in them. Even so, it might not make a great deal of difference to
China’s development because, assuming sustained internal growth,
the domestic market will be very large by then, perhaps $4,000 billion
(in 1999 U.S. dollars).

FOREIGN DIRECT INVESTMENT

To attract direct foreign investment, China has offered substantial
tax and customs duty exemptions in Special Economic Zones, Open
Coastal Cities, Economic and Technology Districts, Open Economic
Cities, and Open Economic Areas. The original incentives were
highly successful, so much so that other provinces and cities wanted
them, and they spread. In contrast, China has not opened itself much
to financial capital, a prudent policy given the underdeveloped state
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of its financial institutions. The wisdom of having controls on capital
flows was shown during the financial panic of 1997–1998, which left
China relatively unscathed. (It is noteworthy that three of the four
parts of “Greater China,”—the Mainland, Taiwan, and Singapore—
did relatively well during the crisis; the fourth, Hong Kong, was hurt
by a combination of a currency fixed to the dollar and the inability of
domestic prices to fall rapidly enough to avoid a slump in output.)
The Chinese also have not encouraged equity investment by foreign-
ers in Chinese firms. As of 1999, many foreigners have had disap-
pointing experiences and are pulling back. Many funds started in the
early 1990s, and in 1995, at the peak, more than $1 billion was raised,
but by 1998 the figure was halved. Profits have been poor, and there
have been disputes over agreements.9

Direct investments are another story. China is now second after the
United States as a destination for foreign direct investments, receiv-
ing 30 percent of all FDI going to developing countries—as conven-
tionally reported. However, a large part of reported FDI, about 25
percent of the total, apparently has been capital recycled through
Hong Kong (and elsewhere) and brought to China to take advantage
of the benefits accorded capital labeled “foreign.” Chinese enter-
prises exporting to Hong Kong understate the value of their exports
relative to their market price; the difference is stripped off in Hong
Kong when the goods are resold. This is a good way to move funds
out of China altogether (and doubtless some of these funds have
found their way to such places as Vancouver and California), but
much of it comes back to China in the form of “foreign” investments
that take advantage of tax and other benefits. (This maneuver, as dis-
cussed above, greatly distorts U.S.-China trade data.)

Nonetheless, since 1992, FDI has played a large role in China’s rapid
growth. In 1983, it was only 0.2 percent of GDP, and it did not go
much over one percent until 1992. By 1997, FDI accounted for 7 per-
cent of its gross industrial output, 11 percent of gross domestic in-
vestment in fixed assets, and, in 1998, 13 percent of gross domestic
capital formation.10

______________ 
9Wall Street Journal, October 11, 1999.
10Fung, K. C., Lawrence J. Lau, and Joseph S. Lee, US Direct Investment in China ,
unpublished manuscript.
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There is a close connection between FDI and trade.11 In 1998, for-
eign-invested enterprises were responsible for $81 billion out of a to-
tal of $184 billion in exports. If foreign-invested enterprises and pro-
cessing and assembly exports are excluded, the average growth rate
of Chinese exports from 1990 to 1998 would have fallen from 14.5
percent to 7.5 percent a year.12 There is also a link between invest-
ments in China and exports to it via the propensity of investing firms
to supply foreign affiliates from within the firm.

Lardy asks, Why has there been so much foreign direct investment
given China’s undeveloped legal structure, the nonconvertibility of
currency, and corruption? The answers seem to be investments by
ethnic Chinese throughout Southeast Asia and elsewhere and the
fact that China kept liberalizing its foreign investment rules. The
ethnic Chinese have a comparative advantage through their lan-
guage competencies, family and clan ties, and a tradition of operat-
ing through personal connections. However, their potential for fu-
ture growth in FDI is becoming smaller relative to that of other
sources because the scale of foreign investments is growing larger
and because advances in China’s technological level implies a de-
mand for more advanced technologies that can mainly be supplied
by firms in advanced countries.

After a big increase in the early 1990s, “realized” (as distinct from
“contracted”) FDI has been on a plateau at about $40 billion a year.
This is because the backlog of commitments made earlier had yet to
move into reality and because of the slowdown in China’s growth
over the past five years. Also, some foreign investors have not made
money, are investing less, or are pulling out.

The recent history of foreign investment in the electric power sector
illustrates some of the uncertainties, risks, and promises in China.13

From the early 1980s to the early 1990s, China was perceived as one
of the best countries for direct investment in independent power
projects, and many deals were made. Then problems arose in the

______________ 
11Lardy, 1994.
12Fung, Lau, and Lee, unpublished.
13Thanks to Robert Crow, former chief economist of the Bechtel Corp, for these ob-
servations.
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1990s over who among central and provincial administrators had au-
thority to make deals. Also Prime Minister Li Peng decreed that for-
eign investors’ could not get a rate of return higher than that in the
United States. Because they perceived more risks in China, this
cooled their interest—except in power plants of less than 300
megawatts that could be authorized at the provincial level without
central government approval. Then in the late 1990s, several other
events occurred to cool foreign investors’ interest further: a slow-
down in energy-intensive heavy industry and the raising of electricity
prices toward market levels reduced demand for electricity; this left
excess capacity. And the shift of some authority over such projects to
the center from the provinces led to some cancellations.

A few big foreign-financed projects have, nevertheless, gone ahead,
and as excess capacity is reduced over the next few years, and with
institutional learning and reforms, there will likely be more foreign
projects. There is a long-term demand for 10–15 gigawatts a year in
generating capacity, an amount comparable to that being added in
the United States. However, the capacity of Chinese equipment and
engineering firms has grown, so foreign firms will be facing much
more competition than in the past.

Although the creation of privileged zones for foreign investors has
been a success, it has also created problems. One is the widened dis-
parity in incomes between the favored areas in the south and along
the coast and the less favored in the interior and north. To some ex-
tent, this regional income disparity reflects prior differences in hu-
man capital; for example, the Shanghai area was long more-
advanced than other parts of the country, but the policy of selective
openness to foreign investment widened existing differences. The in-
come disparity has naturally led to large-scale migration of people to
the fast-growing areas. The resulting huge “floating population” con-
sists of people who are on the whole better off for having moved but
who are denied various social benefits received by many of their set-
tled coworkers. However, with the passage of time the privileges af-
forded foreign investors have become more widely distributed
throughout the country.

Although it seems impossible to measure it with any precision, ar-
guably the greatest effect of FDI is in transferring technology, man-
agement methods, business models, and the building of institutions.
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(It is hard to argue that a country that saves 40 percent of its national
income lacks financial capital.) There are many ways for less-devel-
oped countries to acquire technology: licensing, studying academic
and trade journals, reverse engineering, learning from trading part-
ners, inviting expatriates to come home, sending students abroad
(hoping that they will return sooner or later), and FDI. The last of
these is an especially effective way to get advanced technology be-
cause it comes via an institution: a multinational corporation that
can bring tacit knowledge that is often crucial and that is not con-
veyed via arms-length techniques such as licensing. China’s rapid
progress must be due in substantial measure to FDI, and there is
much more to come if it continues to make itself an attractive desti-
nation.

THE IMPORTANT ROLE OF HONG KONG

Throughout, China’s outward-oriented strategy has had a special
role for Hong Kong. The British colony had developed a sophisti-
cated knowledge of how to operate in world markets. This knowl-
edge, its role as a financial center, its management competencies,
and its contacts proved valuable to Chinese enterprises trying to op-
erate in the wider world with which they were unfamiliar.

Hong Kong has served in several ways to help the development of
China, especially the bordering province of Guangdong. Hong Kong
firms receive goods from China, sometimes add further value to
them, and distribute them to customers around the world. Another
role played by Hong Kong firms is to invest in Special Economic
Zones such as nearby Shenzen. The pattern is one in which head-
quarters’ functions, such as finance, product design, and marketing,
are done in Hong Kong, and products are made, often nearby, in
China. The scale of these operations has gotten quite large.
Naughton observes that much of Hong Kong’s investment in China
represents the ordinary process of growth in a metropolitan region
expanding outward in concentric circles and that the more liberal
trade regime China has created space for Hong Kong and, ultimately,
Taiwan to expand.14

______________ 
14Naughton, 1996.
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Although the general opening of China suggests that Hong Kong will
play a less important role than in the past, Beijing has a strong incen-
tive to sustain Hong Kong’s competencies. These center on the rule
of law and relatively little regulation and corruption, all attributes in
short supply in China proper. The slogan of “one nation, two sys-
tems” refers to a political structure likely to be of continuing value. It
still remains uncertain that this precious asset will not be depleted.

CHINA AND THE WORLD TRADE ORGANIZATION

The agreement between the American and Chinese governments on
the terms of China’s accession to the World Trade Organization is a
signal event (although at this writing, the U.S. Senate has yet to con-
firm this agreement). Because it entails far-reaching concessions on
China’s part, it is not surprising that it took a long time to happen.
Among many other consequences, China’s accession means the end
of the annual congressional vote on “normal trade” (formerly “most
favored nation”). One might think of this as a U.S. concession, but it
is a ritual the United States will be well rid of.

Viewed from an American perspective, three attributes of the WTO
are paramount here: The first, of course, is its liberal content. The
second is its multilateral character, one that should diminish the role
of the United States as a nag in getting China to conform to market
rules. And third is its potential for strengthening the hand of China’s
center versus local protectionism. This last point deserves comment.

Even before the reforms began, China was much less centralized
than the Soviet Union, and with the reforms it has become a
markedly decentralized one. As one scholar put it:

[I]n a space of fifteen years or so, the Chinese political structure has
been transformed from one that was once reputed for its high de-
gree of centralization and effectiveness into one in which the center
has difficulty coordinating its own agents’ behavior. Because power
and resources are dispersed, the exercise of central control now de-



China and the World Economy: The Short March from Isolation to Major Player 221

pends to a large extent upon the consent of the sub-national units
whose actions are slipping from central control.15

Evidence on the fragmentation of power is extensive and local pro-
tectionism is rampant. Moreover, this dispersion of power coincides
with a fundamental characteristic of the regime, which is that
Communist Party interests—as interpreted though a vast bureau-
cratic apparatus—trump objective and public rules, i.e., laws. The
system is both fractionated and obscure. Many laws, regulations, and
rules are unpublished and inaccessible without personal connec-
tions. Recently China has agreed to publish trade and FDI-related
measures (which in any case is called for under Article X of the
General Agreement Tariffs and Trade (GATT) and incorporated in the
WTO), and, although practice has improved, regulations are some-
times vague, arbitrary, and inconsistent. Bureaucrats still have much
latitude in interpretation, and some rules are still not made public.
Also provincial and local governments’ actions often vary among
each other and with the central government. There is much to be
said for a federal system of government that allows for variation
among the parts, and China exhibits federalist properties. However, a
crucial attribute of federalism is an American type of constitution of
interstate commerce clause, and China effectively lacks one.1 6

Ironically, for a system that was founded on the principle of central
control (a “command economy”), today China has too little of it in
some ways.

Informed observers are skeptical of the capacity of the WTO dispute
resolution system to secure Chinese compliance with agreed-upon
goals and schedules and fear that the system could become seriously
overloaded. Concerns have been expressed as to whether “even if the
central government makes a commitment to develop Chinese legal

______________ 
15Shaoguang Wang, “The Rise of the Regions: Fiscal Reform and the Decline of Central
State Capacity in China,” in The Waning of the Communist State, Economic Origins of
Political Decline in China and Hungary, Andrew Walder, ed., Berkeley, University of
California Press, 1995.
16Gabriella Montinola, Yingi-Yi Qian, and Barry Weingast, Federalism, Chinese Style:
The Political Basis for Economic Success in China, Stanford University, Stanford, Calif.,
February 1994.
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institutions in order to approach treaty standards, it would be able to
carry out such a commitment.”17

Accession has major implications for how the Chinese government
handles a wide range of trade and investment topics. Its purpose is to
lower barriers in several ways: tariffs, nontariff barriers such as quo-
tas, import licenses, unwarranted inspections, and standards related
to agriculture, health, investment, textiles, and dumping. Separate
agreements are supposed to include intellectual property and ser-
vices. The agreement with the United States includes foreigners be-
ing able to own 50 percent of telecommunication firms within two
years and having management control, foreign banks being able to
do local currency business with Chinese firms, and tariff cuts, includ-
ing about a 75 percent reduction in those on autos. China has said
that it will sign the global Information Technology Agreement on the
occasion of its accession to the WTO; that would soon bring Chinese
tariffs on many high-tech products to zero. China has made progress
on intellectual property protection in recent years, but it will remain
a contentious topic.

According to a World Bank report, China’s full entry into the world
trading system will lead to it more than tripling its share of world
trade, to 10 percent by the year 2020, making it the world’s second
largest trading nation.18 This probably will require annual growth in
exports at 12 percent a year, modestly less than the growth rate of the
1990s. China might account for 40 percent of the increase in imports
of less-developed countries between 1992 and 2020. This would not
be entirely at the expense of such competitors as the Southeast Asian
nations, but their terms of trade would suffer. Altogether, the benefits
to China of membership have been estimated at $116 billion a year
by 2005 (about 6 percent of its projected GDP).

THE EXCHANGE RATE

The Western financial press in the past three years has repeatedly
carried stories to the effect that China was about to, or would within

______________ 
17Stanley B. Lubman, “Dispute Resolution in China after Deng Xiaoping: “Mao and
Mediation” Revisited,” Columbia Journal of Asian Law, Vol. 11, No. 2, February 1999.
18World Bank, China Engaged, World Bank, Washington, D.C., 1997.
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several months, or would early next year, devalue the yuan to offset
the disadvantage from the depreciation of its competitors’ curren-
cies. These stories have lacked plausibility. Much has been made of
the Chinese authorities’ desire not to set off another round of deval-
uations, an explanation that has won them plaudits. This may be so,
but there are more self-serving reasons. One is that they have low-
ered the value of the currency modestly by rebating the value added
tax on exports (a common procedure elsewhere); another is that
China’s exports, except to countries whose economies were most
hurt during the crisis, have held up well—notably to the United
States. Yet another is that yuan devaluation would put further strain
on the Hong Kong dollar and might lead to its link with the U.S. dol-
lar being altered. Also, given the history of hyper-inflations in China,
the government is sensitive to any moves that might cause people to
flee its currency. This is not to say that the value of the yuan is forever
fixed, but analysts would do well to consider the possibility that the
yuan’s next major move might be up rather than down.

It would also be a mistake to infer that American investment in China
versus that in other less–developed countries is highly sensitive to
exchange rates. It is not because most of it is aimed at serving the
domestic market.

CHINA’S HIGH TECHNOLOGY FUTURE

A question of interest for several reasons is China’s high technology
future. Research-intensive products and services will become an in-
creasing share of output; they will become increasingly important for
trade, both ways; and they will play a large role in China’s defense
sector.

China is a large and growing market for computers and their compo-
nents, telecommunication equipment, and aircraft and is a poten-
tially large one for pharmaceuticals and many other research-inten-
sive products. Its competencies to manufacture such products are
growing. With over 1 million scientists and engineers and over 5,000
research institutes, its scientific and technological potential is great.
Some of these research institutes are being restructured to become
technology companies, some of them in collaboration with foreign
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investors or partners. The government has invested in 47 engineering
centers with 11 so far operating as corporations.19 About 100 high
technology parks have been created (many of which so far display
little activity).

The success of Taiwan in the computer industry serves as one model
for the mainland. Its was a largely market-driven process, but with
important help from the government’s Industrial Technology
Research Institute. Other features of the Taiwan model were the re-
cruiting of engineers with experience from the United States; links
with firms in Japan, the United States, and Europe to learn about
technology and markets; favorable tax and securities laws; the emer-
gence of private sources of finance in the form of individual and
venture capital; and the development of good universities whose sci-
ence and engineering faculty members have developed close ties
with firms. A contributor to Taiwan’s success (notably in the com-
puter industry) is close links with the leading sources of technology
and market know-how in Silicon Valley. There is much moving back
and forth of data, ideas, and—despite the supposed “death of dis-
tance”—people on airplanes.

Taiwan serves not only as the best model of how to catch up in a fast-
moving sector, but it is already serving as a bridge to help the main-
land move ahead as firms in Taiwan out-source jobs to the mainland.
But as the mainland develops, the task its aspiring high technology
enterprises increasingly face will be one of creating intellectual prop-
erty. Judging from the experience of Taiwan (as well as India, Israel,
Ireland, and other places), this will be helped by close ties to the
main centers of technology in developed countries.

An inevitable by-product of technologic advances for civil applica-
tions is advances for military applications. This is a switch from the
situation several decades ago when advances in military technology
often led to civilian ones, as happened, for instance, in jet aircraft,
nuclear power, computers, and telecommunications. Now, for ex-
ample in computers and telecommunications (whose technologies
are converging), civil applications are often in the lead. There are, of
course, important military sectors that have little or no significant

______________ 
19World Bank, World Development Report, 1998/99, World Bank, Washington, D.C.,
1999.
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civilian counterparts, such as stealthy aircraft, but overall, countries
that come to be advanced technologically in general, as will be true
of China, will find the barrier to military uses of these technologies
lower than in the past.

CONCLUSION

For those who recognize that openness promotes development and
that a country’s development, if it goes far enough, is a sufficient
condition for its political evolution to political pluralism, China’s in-
creased involvement with the world economy should be welcomed
not only for the familiar commercial reasons but for political ones as
well.20 According to this view, Deng Xiaoping's initial instinct to push
exports, reinforced by his southern tour in 1992, has turned out to be
fateful and highly beneficial for China’s political as well as its
economic development. Of course, this is not to maintain that all will
be smooth sailing ahead on either front.

______________ 
20Henry S. Rowen, “The Short March: China’s Road to Democracy,” The National
Interest, Fall, 1996.
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Chapter Ten

AMERICAN INTERESTS IN AND CONCERNS
WITH CHINA

John Despres

America’s main interests in China have been quite constant and
largely consistent with China’s own interests. But the American
people’s and their political representatives’ concerns about China’s
current behavior and long-term intentions have waxed and waned.
Since U.S.-Chinese relations were normalized two decades ago,
Americans have both idealized and demonized the drive of China’s
leadership to preserve social stability and perpetuate its political
power by raising the Chinese people’s material living standards, the
level of China’s technology, and the strength of their security forces.
Rose-tinted visions of China’s early political reform have not mate-
rialized. Dire predictions of Chinese military expansion have also
been discredited. Overly optimistic forecasts of profits from private
U.S. investments in China remain unfulfilled. And a peaceful settle-
ment between Taiwan and China does not appear imminent. As a re-
sult, Americans’ views of China have become increasingly sober and
stable since the thawing of the cold war.

Geopolitics have become more fluid in the 1990s. America’s con-
cerns with China’s possible use of force against Taiwan have grown
more serious and occasionally acute. Americans have also focused
more sharply on China’s acquisition, application, and export of
strategic technologies. At the same time, popular opposition to freer
trade with China in the absence of greater respect for human rights
and religious freedom has grown, especially among lower-income
Americans. Public opinion surveys even suggest that four out of five
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Americans believe the United States should introduce environmental
and labor standards into the World Trade Organization (WTO) when
China joins this international rule-making and commercial dispute-
settling body. Booming U.S. demand for imports from China have
boosted trade deficits, reinforcing American frustrations with
China’s barriers to U.S. exports and investments. Indeed, China be-
came a main focus for protests against globalization that disrupted
Seattle in November 1999.

Still, China remains the world’s most populous nation and, despite
its recent slowdown, one of the fastest growing, with enormous po-
tential for good or ill. To help realize the good and limit the ill, most
Americans favor China’s joining the WTO, assuming it lives by the
rules. This is not just because prospective exporters and investors see
great opportunities for themselves in China’s growing market.
Americans also expect China’s participation in the WTO to accelerate
the reform of its economic and legal institutions; to open the door for
Taiwan’s accession to the WTO and for direct, cross-straits trade
links between Taiwan and China; and thus to lower political barriers
to the movement of people, information, and ideas between them.
Above all, they hope that China will refrain from provocative shows
or coercive uses of force against its claimed compatriots on Taiwan,
as when it fired missiles menacingly in the Taiwan Straits in 1996. For
all these reasons, the United States will remain keenly interested in
China’s political as well as economic reform, its progressive integra-
tion into the global community, and the peaceful course of its cross-
straits relations.

Strategic bonds between the United States and China weakened as
the cold war thawed in the late 1980s and the Soviet Union expired in
the early 1990s. There was no longer any need to contain Soviet ex-
pansion. Moreover, the eruption and repression of public protests in
China in 1989 renewed American revulsion toward the Chinese lead-
ership’s harsh treatment of its critics and opponents, which had been
largely dormant since the Cultural Revolution ended, Mao died, and
U.S.-Chinese relations were officially “normalized” in the 1970s. The
end of the cold war and China’s violent crackdown changed the cli-
mate for U.S.-Chinese relations and opened American eyes to
China’s continuing lack of individual liberties and democratic prac-
tices.
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Nevertheless, America’s main interests in China have been quite
constant, namely peace, security, prosperity, and a healthy environ-
ment. Chinese interests in the United States have also been quite
constant and largely compatible, notwithstanding sharp differences
over Taiwan, strategic technology transfers, trade, and human rights.
Indeed, U.S.-Chinese relations have been consistently driven by
strong common interests in preventing mutually damaging wars in
Asia that could involve nuclear weapons; in ensuring that Taiwan’s
relations with the mainland remain peaceful; in sustaining the
growth of the U.S., China, and other Asian-Pacific economies; and, in
preserving natural environments that sustain healthy and productive
lives.

What happens in China matters to Americans. It affects America’s
prosperity. China’s growing economy is a valuable market to many
workers, farmers, and businesses across America, not just to large
multinational firms like Boeing, Microsoft, and Motorola, and it
could become much more valuable by opening its markets further.
China also affects America’s security. It could either help to stabilize
or destabilize currently peaceful but sometimes tense and dangerous
situations in Korea, where U.S. troops are on the front line; in the
Taiwan Straits, where U.S. democratic values and strategic credibility
may be at stake; and in nuclear-armed South Asia, where renewed
warfare could lead to terrible consequences. It also affects America’s
environment. Indeed, how China meets its rising energy needs and
protects its dwindling habitats will affect the global atmosphere and
currently endangered species.

China’s economic growth has slowed, while its social and environ-
mental challenges have continued to mount. It faces difficult
choices. The gains from economic liberalization have been waning.
Painful institutional and political changes will be needed to sustain
growth. Most immediately, political leaders will need to dismantle
their counterproductive controls over the allocation of scarce capital,
particularly through the state banking system. To restrain corrup-
tion, reform the tax system, and raise the revenues needed to pay for
essential public works and services, China’s political leaders, law-
makers, regulators, and other officials will need to be made more
openly and directly accountable to the people whose interests they
claim to serve.
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Yet, China’s leadership, preoccupied with preserving its own power,
lacks a convincing vision of China’s future. While we do not know
whether China will rise to the challenge and prosper, or stagnate and
falter, Americans have a great stake in China’s successful reform.
That is why they have an interest in China’s acceding to the WTO,
opening it to the global economy, and strengthening its compliance
with international rules and norms.

Even so, they expect potential conflicts of interests to recur. China
would like the people of Taiwan to accept its view of Chinese
sovereignty peacefully. But, when the people of Taiwan prepared to
choose their next leader peacefully at the polls in 1996, and again in
2000, China asserted a right to impose its views on them forcefully,
notwithstanding American insistence that it refrain from such vio-
lence. China also insists on its right to modernize its armed forces
and to buy or sell strategic technologies, without disclosing how it
does so and without conceding any allegations that it violated U.S.
laws or its own treaty obligations. But Americans do not want it to
acquire, deploy, or export strategic technologies that could be used
against the United States or its allies in Northeast Asia, the Persian
Gulf, or elsewhere.

China’s self-perpetuating, one-party dictatorship also denies peo-
ple’s right to political speech, religious assembly, and labor or other
organizations outside of state and party control. Openly criticizing
such strict constraints on human rights will continue to be an essen-
tial expression of American ideals. Until China strengthens its prop-
erty laws to meet international market standards, disputes over the
intellectual, financial, and tangible property rights of Americans in
China will also persist, and could rapidly escalate or proliferate.

Recent U.S. Presidents have made great efforts and had endless diffi-
culties pursuing American interests in China. China was a source of
troubles for President Clinton in 1998 and 1999. In particular, he
seems to have let Chinese leaders expect more from him on Taiwan
and the WTO than he was prepared to deliver. After announcing a
new “strategic partnership” with China on his visit there in 1998, he
neglected to reiterate America’s overriding interest in peace when he
articulated the Chinese leadership’s “Three No’s” policy toward the
recognition of two Chinas, support for Taiwan’s independence, and
acceptance of applications by Taiwan to join international organiza-
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tions, like the United Nation. At the time, this was reported to be the
quid pro quo for letting President Clinton give a speech on Chinese
TV, which was finally permitted without prior publicity when the
viewing audience was predictably small.

While the president’s recitation of the “Three No’s” did not alter U.S.
commitments, critics saw it as taking the Chinese side in the cross-
straits dispute and Taiwan’s President Lee took advantage of the en-
suing controversy to assert special state-to-state relations between
Taiwan and China. It is hard to know whether the cross-straits dia-
logue between the leaderships in Taiwan and China would have been
renewed in the autumn of 1999, as planned, if President Clinton had
not provoked President Lee into asserting Taiwan’s statehood. It is
also too soon to say whether serious or lasting damage was done by
his rejection of Premier Zhu’s unexpectedly bold and favorable offer
in April 1999 for China’s accession to the WTO. The damage has been
limited and partially repaired already from the president’s ill-advised
hesitation to apologize for the unintended bombing of the Chinese
Embassy in Belgrade and the Chinese leadership’s hasty and mis-
taken decision that it was a deliberate attack that justified nationalist
reprisals by students stoning the U.S. Embassy in Beijing. Whatever
the ultimate verdicts may be on these episodes since the first meet-
ing of the RAND-China Reform Forum conference in Beijing in June
1998, they illustrate the great stakes and instabilities in the vital rela-
tionship between the United States and China.

CONCLUSION

Great common interests and risks of serious conflicts between the
United States and China will keep raising difficult new challenges.
They will require new initiatives for mutually beneficial cooperation
and continuous efforts to avoid potentially critical misunderstand-
ings over unforeseeable events in Taiwan, Korea, Japan, the Persian
Gulf, Yugoslavia, or elsewhere. Without doubt, sustaining China’s
economic growth and reinforcing its institutional reforms though
greater openness is a winning prescription for both the United States
and China. To pursue this course amid unexpected difficulties, both
countries will need to pay close attention to many issues, conduct
frank dialogues, and participate in constructive statesmanship. Ups
and downs in U.S.-Chinese relations will likely recur, but they need
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not be as volatile as they have been in recent years. Assuming that
the future will mirror the past, substantial changes in our situations
and needs vis-à-vis each other will be unpredictable, inevitable, and
hard to fathom. This puts a large premium on ensuring that there are
clear communications between Chinese and Americans who are
willing and able to keep the relationship on an even keel.
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DISCUSSION ON JOHN DESPRES’ CHAPTER
Shuxun Chen

I think that what interests and concerns in John’s presentation is
something in common and in difference between China and the
United States. I basically agree with what he said in his presentation
and in his outline. Both countries hope to seek to maintain a peace-
ful and stable security environment of the world, and wish to coop-
erate in limiting the potential conflicts and nuclear proliferation in
Korea, South Asia, and the Persian Gulf; in protecting global envi-
ronmental resources, in interdicting drug traffic; and in other areas
of common interest. However, there are also many differences be-
tween China and the US, and some of them may present the obsta-
cles to the development of the relations, and even may lead to the
deterioration of the relations of the two countries, such as the
Taiwan issue and the human rights issue mentioned by John.

It was an eventful year in 1999 for the Sino-U.S. relations, e.g. the Cox
Report, the political donation, the bombing of the Chinese Embassy,
the “State to State relations” by Li Denghui. Fortunately, China and
the US finally reached the agreement on the WTO issue in
November, otherwise, it should be said that it was the year that the
Sino-US relation went backwards greatly. From Jiang Zemin’s visit to
the US in 1997 and Clinton’s visit to China in 1998, both countries
made a proposal to establish the “constructive strategic partnership
relations”, then to the backward of the Sino-US relations, especially
after the bombing the Chinese Embassy in Belgrade in May of 1999,
the relations between the two countries fell into the lowest point.
Both sides are reconsidering the “constructive strategic partnership
relations”, and the mutual suspicious has been increased.

Why the Sino-US relations are fluctuated greatly? I think that the
difference of cultural background is one of the most important rea-
sons. Due to the different value and ideology, the Chinese differ
greatly from the Americans for the perspectives on some events and
issues, e.g. the Tian’anmen event, Li Denghui’s visit to the US, hu-
man rights issue, Taiwan issue, and Tibet issue. Logically speaking,
the fluctuation of the relations between the two countries should be
even larger due to some serious differences, however, in the mean-
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time, we have to notice the realistic elements in the Sino-US rela-
tions, such as the common interests mentioned above. Besides,
China is a huge market, and the economic and trade cooperation be-
tween the two countries is mutual benefits to both sides. Thus, the
Sino-US relations are relatively placid.

In the United States, generally speaking, the Administration is more
realistic and advocates taking the “engagement” policy toward
China, and the Congress and the media are more concerned about
values and ideologies, and they prefer to take the “containment”
policy toward China. When the relation is going on smoothly, the
“engagement” and the “partnership” win an advantage, but when-
ever something happened, the “containment” is in the lead.

In 1950s and 1960s, China and the United States took each other as
an enemy. At the end of 1960s, the two counties were facing a com-
mon enemy – the former Soviet Union. The leaders of the two coun-
tries made consideration from the strategic angle and decided to de-
velop the relation between the two countries. Even though both sides
had misgivings towards each other, held the completely different
value and ideology, and had the superficial mutual knowledge and
understanding, all differences between the two countries were laid
aside for the time being in front of the threat of the Soviet Union, the
other superpower of the world.

It should be recognized that, with the reform and opening-up in
China and the more and more increased contacts between the two
countries, the Sino-US relations have been moving straight forward
and have eliminated some differences and misunderstandings, be-
cause many differences and misunderstandings were caused by the
separation in the past. However, at the same time, we should also
recognize the different value and ideology between the two coun-
tries, and both sides have its own interest and have its own perspec-
tives. The threat of the Soviet Union was the “binder” of establishing
and developing relations between China and the US. After the cold
war, this “binder” has not existed any more, the elements of value
and ideology are rising, and frictions and controversies are increas-
ing. From the American side, the US has become the only super-
power in the world, and some Americans have not broken away from
the cold war thinking, especially some people from the various inter-
est groups and the think tanks have put ideology into the position of
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the first importance to deal with the international affairs. These peo-
ple constantly seek for the new enemy and look upon China as the
new potential rivalry based on their cold war thinking. As the victor
of the cold war, the Americans practice their democratic system as a
model in the world and take the ideology as the basic lever of diplo-
macy. They peddle their value in developing the relations with
China. From the Chinese side, China has a long historic cultural
tradition, in which includes the strong nationalist spirit. The
quintessence of the Chinese traditional culture is amiability to be the
most importance. The Chinese are not aggressive and it has been ap-
proved in the Chinese history. In more than 100 years, China was
under the invasions of the foreign powers, but the Chinese remained
faithful and unyielding and maintained their dignity to fight against
the invaders. At present, the Chinese are very vulnerable in facing the
anti-Chinese groups of the world and the American hegemonism, for
example, referring to the WTO negotiation between China and the
US, many Chinese people were tired with the obstacles and condi-
tions made by the Americans and unsatisfied with the concessions
made by the Chinese government. The other example is that the na-
tionalist sentiments of the Chinese people ran high after the Chinese
embassy in Belgrade was bombed by the American. Although the top
leaders of the two countries met in New Zealand and China and the
US reached the agreement of the WTO negotiation, the mutual mis-
givings and the negative feelings prevailed.

Mr. Despres raised a question in his one page outline that candid
Sino-American dialogues will be needed both to discover new pos-
sibilities for mutually beneficial cooperation and to avoid harmful
misunderstandings of potentially critical differences between them.
China is the largest developing country, the United States is the
largest developed country and the only superpower in the world. To
keep a smooth relation between the two countries is a good thing not
only for these two countries, but also for the whole world.

There are many differences between China and the US, e.g. value and
ideology, meanwhile, there are also some common interests, that is
the realistic element, e.g. the economic interests and common inter-
ests in dealing with some international issues. In order to keep a
smooth relation, both sides have to do their best to eliminate the
differences, or to lay the differences aside, and seek for the common
interests between them. The more the common interests, and the
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more smooth relations can be developed between the two countries.
How can China and the US develop and keep such a smooth rela-
tion? Based on the experience in the nearly three decades after
Nixon’s first visit to China, it has been proved that strengthening
contacts and exchanges is the effective way to develop the relations.
These contacts and exchanges include the institutional and the indi-
vidual, and the institutional includes the governmental and the non-
governmental. Through these contacts and exchanges, both sides are
able to increase comprehensive and objective understandings to un-
derstand and forgive each other. After carefully analyzing the post-
cold war situation and summing up the past experience and lessons,
the Chinese government has pointed out the principles of eliminat-
ing conflict, reducing trouble, increasing understanding and
strengthening cooperation to handle the international affairs and to
deal with the international relations. I believe that if the US side takes
the same or similar approach, the Sino-US relations will keep the de-
velopment smoothly.
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Chapter Eleven

SINO-U.S. ECONOMIC AND TRADE RELATIONS
Xianquan Xu

INTRODUCTION

Since the establishment of Sino-U.S. diplomatic relations, economic
and trade relations between the two countries developed rapidly.
Over the past ten years, trade volume between China and the United
States has more than tripled. While differences and disputes in bilat-
eral relations continue, the rapid growth of economic and trade rela-
tions between China and the United States cannot be stopped.

Two prominent issues exist in present Sino-U.S. economic and trade
relations. One is trade balance. This chapter gives a multi-spectrum,
in-depth analysis of this issue, identifying factors that have con-
tributed to imbalances in Sino-U.S. trade. It also notes that the U.S.
trade deficit with China has been exaggerated and overestimated and
does not reflect the true economic and trade interests of the two
countries. The United States should therefore not view the trade
deficit with China as a serious issue. In fact, the deficit is a phe-
nomenon stemming from the sustained growth of the U.S. economy
and reflects the strength of the U.S. economy. The second issue is
China’s accession to the WTO. This chapter examines the reasons
why Sino-U.S. negotiations on China’s accession to the WTO has
been such a prolonged process, finding that the United States has
been the source of resistance. The deep-seated reason behind this
resistance is that some Americans have not stepped out of the
shadow of cold-war thinking. This chapter also points out that
China’s accession to the WTO is not merely a technical issue, but
rather a political one and, therefore, requires that the final solution
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be sought from a political perspective. On November 15, 1999, China
and the United States reached an agreement on China’s accession to
the WTO. This agreement has eliminated major obstacles in the de-
velopment of Sino-U.S. economic and trade relations. It will also
bring prosperity and stability to the world economy.

STATUS QUO

Since the establishment of Sino-U.S. diplomatic relations, economic
and trade relations between the two countries have been developing
rapidly, far beyond initial expectations. Particularly in the 1990s,
when Sino-U.S. relations were at a low ebb, trade volume increased
drastically despite frequent friction and disputes. According to
Chinese Customs statistics, Sino-U.S. trade in 1998 was valued at
$54.9 billion, 4.6 times that of 1990 ($11.8 billion).1 The average an-
nual rate of increase during that period was 21.19 percent. As
recorded by U.S. Customs statistics, the 1998 trade volume between
the two countries was $85.4 billion, which was 4.3 times that of 1990
($20 billion). These statistics report the average annual rate of in-
crease as 19.9 percent, which is much higher than the average rate of
U.S. trade growth as a whole. China is the fourth largest trading part-
ner of the United States (after Canada, Japan, and Mexico). The
United States is China’s second largest trading partner. China’s ex-
ports to the United States account for over one-third of China’s total
exports. (See Table 11.1)

U.S. investments in China began in 1980 and experienced rapid
growth in the 1990s. By the end of September 1999, there were 28,249
U.S. direct investment projects in China, with a total contracted in-
vestment of $50.9 billion and the actually invested value of $24.2 bil-
lion (MOFTEC, 1999). U.S. direct investments are distributed over 26
provinces, municipalities, and autonomous regions in China and
cover a wide range of industries, including automobiles, pharma-
ceuticals, petrochemicals, chemicals, textiles, machinery, electron-
ics, telecommunications, light industry, food, agriculture, and such

______________ 
1All dollar amounts are U.S. dollars unless otherwise noted.
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service sectors as tourism, real estate, and financial services (see
Table 11.2). An increasing number of American multinational corpo-
rations are showing optimism about China’s markets. There are al-
ready more than 200 Fortune 500 companies investing in China,
many of which are American conglomerates. The Fortune Global
Forum ‘99 was convened in the Pudong Area of Shanghai on
September 27. Among the executives of the more than 300 transna-
tional corporations represented at the forum, many were en-
trepreneurs from American multinational corporations. The location
of the Fortune Global Forum is usually based in an area of one of the
most active and dynamic economies. The selection of Shanghai as
the venue evidences the prevailing confidence in the great potential
that Shanghai offers as well as the promising trend of China’s eco-
nomic development.

The achievements in the development of China-U.S. trade demon-
strate the strong complementarity of trade and commonality of in-

Table 11.2

American Enterprise Investments in China (1982–1998)

Year Number of Approved
Projects

Contracted Value
(millions of U.S. $)

Utilized Value
(millions of U.S. $)

1982 23 247.00 118.68
1983 32 477.52 83.13
1984 62 165.18 256.25
1985 100 1152.02 357.19
1986 102 541.48 326.17
1987 104 342.19 262.80
1988 269 370.40 235.96
1989 276 640.52 284.27
1990 357 357.82 455.99
1991 694 548.08 323.20
1992 3265 3121.25 511.05
1993 6750 6812.75 2063.12
1994 4223 6010.18 2490.80
1995 3474 7471.13 3083.01
1996 2517 6915.76 3443.33
1997 2188 4936.55 3239.15
1998 2238 6483.73 3898.44
1999(1-9) 1575 4350.84 2791.62
total 28,249 5,094,440 2,422,416

SOURCE: MOFTEC, 1999.
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terests between the two economies. Although some disputes have
arisen in bilateral relations, the rapid development of China-U.S.
trade and economic relations cannot be stopped.

Because of the differences in history, culture, social systems, ideol-
ogy, and values, it is not strange that conflicts occur between China
and the United States. Currently, the key issues giving rise to friction
and disputes include trade balances, MFN, market access, protection
of intellectual property, China’s accession to the WTO, the textile
trade, export of body parts from Chinese prisoners, antidumping
laws, sanctions against China, and restrictions on the export of high-
tech products. Below are my personal views on the two key issues
mentioned at the beginning of the chapter.

THE CHINA-U.S. TRADE BALANCE ISSUE

China’s statistics on exports to the United States exclude goods sold
to Hong Kong or to a third country that are reexported to the United
States, while U.S. statistics include such reexports as being from
China. These variations in statistical methods have naturally led to
divergent statistical results. An example of such statistical divergence
can be seen in the trade surplus of $21 billion recorded by Chinese
Customs in 1998, while that recorded by U.S. Customs was $57 bil-
lion. In addition, U.S. Customs calculations of imports from China
ignore the value added from processing and repackaging of Chinese
products in Hong Kong and in third countries for the purpose of re-
export. Therefore, from the Chinese viewpoint, U.S. imports from
China are overestimated.

One of the key reasons leading to exaggeration of the deficit suffered
by the United States is the processing trade, which accounts for over
70 percent of the total trade between China and the United States.
The materials, parts, components, and packaging materials needed
for processed exports to the United States are supplied from the
United States or other countries. The costs of the materials plus
transportation and overhead expenses make up about 85 percent of
the total product costs. The amount of the processing fee retained by
China is a small percentage (only about 15 percent) of the total prod-
uct costs. U.S. Customs then computes the total cost of such prod-
ucts as imports from China, which does not reflect the true picture
and is therefore unreasonable.
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The root of the problem is the statistical method based on the rules
of origin. This method originated in the United States, gradually
spreading to many other countries as a basic rule of statistical com-
putation. In the past, since international trade was largely confined
to inter-industry trading and there was limited foreign direct invest-
ment, statistical analysis based on the rules of origin could truly re-
flect the actual trade interest of each trading partner. However,
against the current background of economic globalization and inter-
nationalization of manufacturing activities, where intra-industry and
intra-multinational trading has increased substantially in volume
and foreign direct investment has become increasingly pervasive, the
conventional method of rules of origin cannot accurately reflect the
trade interest of each trading partner. Rules of origin have given rise
to two types of errors. First, multinationals have invested extensively
in foreign countries. The raw materials, parts, and components as-
sociated with the manufacturing of these companies and trade of the
finished products should be included in the statistics of the originat-
ing home country, but under the rules of origin, they are recorded in
the trade statistics of the host country. Second, because the rules of
origin emphasize merchandise trade and exclude service trade, the
trade benefits of respective trading countries cannot be fully and ac-
curately reflected.

In addition, the shift of production bases in the course of the
processing trade has given rise to a “trade-balance-transfer” effect.
Companies that were originally engaged in the processing trade in
their home countries, such as Hong Kong, Taiwan, and South Korea,
have moved their factories to mainland China. With that move, the
value of the export products processed on mainland China are then
transferred to China’s account of export, thereby increasing the U.S.
deficit with China. According to U.S. Department of Commerce
statistics, the U.S. trade deficit with the four “tigers” of East Asia
dropped from $34 billion to $7.8 billion from 1987 to 1995, while the
trade deficit with China in the same period showed an increase, from
$2.8 billion to $33.8 billion.

Also, the United States exercises stringent controls over exports of
high-tech products to China, in effect restraining exports by
American enterprises. This constitutes another reason for a trade
imbalance between China and the United States.
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Moreover, there are reasons to believe that U.S. export statistics have
been underestimated. According to a report by Business Week (June
7, 1999), U.S. export statistics are inaccurate, leaving out tens of bil-
lions of export dollars, in addition to overestimating deficits. The U.S.
Department of Commerce estimated that about 10 percent of the
merchandise exported per annum were unreported. If all of these
discrepancies are taken into consideration, the total deficit suffered
by the United States was only $101 billion instead of $169 billion.
This includes the overestimation of the U.S. deficit with China.

To summarize, the errors caused by origin determination are the key
factors of statistical divergence. In the context of internationalization
of production and economic globalization, economic and trade in-
terests between countries cannot be viewed from only the single per-
spective of merchandise trade. Instead, merchandise trade, service
trade, and direct investment should be taken into consideration to-
gether in assessing trade interests. The service trade in the United
States, for example, is the most developed in the world and has been
enjoying increasing surpluses. In 1997, the United States had a total
of $85.2 billion surplus in its service trade, which was not reflected in
the current account. Particularly noteworthy is the fast-growing rev-
enue from foreign direct investment. U.S. multinationals invest in
manufacturing facilities in host countries, thereby gaining access to
locally produced products in the host countries’ domestic markets.
The sales of locally produced products have virtually substituted ex-
ports from the home country to the host countries. Moreover, such
sales, which save transportation expenses and reduce operating
costs, are more advantageous than direct export.

According to data from China’s Ministry of Foreign Trade and
Economic Cooperation (MOFTEC, 1999), the total sales of U.S. in-
vested enterprises in 1998 was RMB 197.5 billion, which is equivalent
to $23.8 billion. Deducting $5.4 billion for exports, the sales in
China’s domestic market amounts to about $18.3 billion. These do-
mestic sales have in fact substituted part of what would have other-
wise been U.S. exports to China (see Table 11.3). Moreover, some of
the products produced by those U.S. invested enterprises have had
very high rates of penetration in the Chinese market. For example,
Kodak has over 70 percent of China’s film market, Motorola occupies
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30 percent of China’s mobile phone market, and Coca-Cola and
Pepsi-Cola have a combined share of over 50 percent in China’s car-
bonated soft drink market.

Let’s take a look at the profitability of the multinational-invested en-
terprises in foreign countries. According to a report by Business Week
(March 1, 1999), the money made by American enterprises from the
sales of overseas operations is three times that from the export sales
of their plants in the United States. Data from China’s Ministry of
Foreign Trade and Economic Cooperation (MOFTEC, 1999) reveal
that the total gross profits made by American-invested enterprises in
China in 1998 was RMB 7.985 billion (about $960 million), with the
net profits being RMB 3.5 billion (about $423.9 million) (see Table
11.4).

The data in the tables above indicate that the benefits generated
from investments are more important to the Chinese economy than
exports. The U.S. trade deficit with China, as recorded in U.S.
Customs statistics, do not reflect the true trade interests between the
two countries and are obviously exaggerated and overestimated. As a
result, the United States should not view its trade deficits with China
as a serious problem. It is in fact beneficial to the U.S. economy if
service trade and the benefits from direct investment are taken into
consideration. It is worth it to mention here that trade deficits go
hand in hand with the strong growth of the U.S. economy, reflecting
the strengths of the U.S. economic power and strong consumption
boosted by increases in domestic demand. Importation of large
quantities of low-cost, high-quality labor-intensive consumer prod-
ucts is to the advantage of American consumers in general, saving
about $20 billion in consumer expenditures, and such importation
will benefit the U.S. economy in particular as a supplement to the
U.S. economic structure in terms of economic structural adjustment
and upgrading. It will also help the United States control inflation
and maintain low interest rates, thereby boosting fast-growing in-
come. However, there is no direct and natural correlation between
trade deficit and the rate of unemployment.
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Table 11.4

Total and Net Profits from American-Funded Enterprises in China
(1998)

Sector

Number of
Projects

(thousands)

Total
Profits

(millions
of RMB)

Net
Profits

(millions
of RMB)

Farming, forestry, animal husbandry, and
fisheries 1,850 74.11 67.52

Exploitation and mining 610 46.77 47.46
Manufacturing 75910 4,904.90 2,349.88
Electric power, gas, and water production

and supply 700 3,331.76 2,644.22
Construction 2,850 54.24 37.01
Geological prospecting and water conser-

vancy 70 11.61 7.51
Transportation, warehousing, postal, and

telecommunications services 1,130 109.48 79.36
Wholesale and retail trade and catering ser-

vices 6,740 348.87 381.54
Banking and insurance 40 1.19 1.19
Real estate 4,360 85.98 16.12
Social services 9,640 187.06 902.00
Health care, sports, and social welfare 500 15.91 21.81
Education, culture and arts, radio, film, and

television 170 0.13 10.16
Scientific research and polytechnical services 910 25.66 14.32
Other sectors 4,020 142.31 131.06
Total 110,440 7,985.13 3,518.26

SOURCE: MOFTEC, 1999.
NOTE: The above table may be incomplete because of possible omissions of unre-
ported figures.

CHINA’S ACCESSION TO THE WTO

Thirteen years have elapsed since China commenced negotiations
on its resumption of GATT membership and entry into the WTO.
Why were negotiations protracted for such a long period? In my view,
the main barrier came from the United States. On a number of public
occasions, the United States expressed its support of China’s bid to
join the WTO. However, during less-public negotiations, the United
States expressed concerns about China as a developing country, re-
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peatedly exerting pressure on China to accept high and demanding
terms and forcing China to open more markets in an attempt to gain
dominance over important industries and wring more benefits from
the mainland. These pressures have hindered China’s efforts to join
the WTO.

China’s economic strength and international competitiveness have
been weak and are far from being a contending force against devel-
oped countries. China will not accept demanding terms that are in-
appropriate for China’s level of economic development and could
harm the national economy. China’s economic opening is a gradual
process that needs appropriate time for transition. There should be
no doubt that China’s position is appropriate for joining the WTO as
a developing country. China’s stance on WTO accession has always
been clear.

China’s entry into the WTO will not constitute a threat to the United
States or any other countries; instead, it will only bring benefits. In
my opinion, some Americans continue to harbor “cold-war think-
ing,” which prevents them from seeing China’s economic situation
as it truly is. Some rigid-minded people both within and outside of
the U.S. Congress think that China will constitute a major threat to
the United States once it becomes a strong economic power, and
therefore they take China as a hypothetical enemy. They oppose
China’s accession to the WTO and advocate a containment policy
toward China. In fact, China’s development as an economic power is
in the best interests of the United States. China and the United States
have recently established mutually dependent, complementary, and
supportive relations. Chinese workers are producing a variety of low-
cost quality consumer products for millions of Americans. These
products, in effect, help the United States control inflation and create
necessary conditions for sustained development of the U.S. econ-
omy. At the same time, the United States has created a lot of em-
ployment opportunities in China, which are conducive to China’s
economic development. How is it that this mutually dependent and
close partnership can so easily be seen as belligerent? The several-
thousand-year-old Chinese cultural tradition culture favors “turning
enemies into friends,” rather than “turning friends into enemies.”

Based on my many years of research, I think that China’s WTO ac-
cession is not only an issue of a technical nature. More important, it
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is an issue of a political nature. Discussions on technical details will
only lead to prolonged bargaining and endless debate, and it will be
very difficult to achieve common ground amid these differences and
to eventually strike a decisive agreement. It is more important that
politicians from both sides consider the long-term fundamental in-
terests of both countries and resolve the problem.

The time has finally come. China and the United States have decided
to move forward with the basic interests of both countries in mind.
On November 15, 1999, they reached an agreement on China’s ac-
cession to the WTO. This was an historic moment, beneficial to
China, the United States, and the rest of the world. It has eliminated
a major obstacle in Sino-U.S. economic and trade relations, symbol-
izing the beginning of a new era for Sino-U.S. relations. The agree-
ment will further promote Sino-U.S. relations, assuring stability and
paving the way for future improvements and developments in Sino-
U.S. relations.

The signing of this agreement on China’s accession to the WTO has
received strong responses, and the American business community is
particularly enthusiastic. It is widely believed that the agreement
represents great opportunities for entering Chinese markets, bring-
ing substantial business benefits, and opening unlimited business
opportunities for American investors and business people.

The further opening of China’s markets, lowering tariffs, eliminating
quantity restrictions, and expanding market access will create neces-
sary conditions for the entry of American goods and services into
China, which will lead to significant increases in American exports to
China, thereby expanding domestic employment in the United
States. According to a report by the U.S. International Trade
Commission (Assessment of the Economic Effects on the United States
of China’s Accession to the WTO), following China’s accession, U.S.
exports to China will increase by 10 percent, or $2.7 billion a year, in
light of China’s April tariff offer. The U.S. Department of Agriculture
also predicted an increase of U.S. agricultural exports to China of
$2.2 billion per annum.

The opening of China’s service sector, which will be even more ben-
eficial to the United States, includes access to telecommunications,
banking, insurance, securities, tourism, and professional services. All
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of these will provide new opportunities for American service
providers. Permission given to foreign investors to enter China’s
Internet and telecommunications market will offer American
telecommunications companies and related service providers a great
deal of benefits. In this way, American hi-tech companies and service
providers are the biggest winners in the Sino-U.S. bilateral agree-
ment.

China has also made commitments to grant foreign companies for-
eign trade and distribution rights, which include wholesaling, retail-
ing, maintenance, after-sale services, and transportation. American
businesses can distribute imported products and products that are
made in China, which will in turn provide export opportunities for
American products.

After China joins the WTO, the investment environment will be fur-
ther improved. Foreign investment in China is expected to increase
as a result of the increased attractiveness of the vast market. It is
projected that foreign direct investment will increase to $100 billion
by 2005, and it is likely that American investments will take the num-
ber one position in this increase. At the same time, American multi-
nationals will strengthen their presence, making China their produc-
tion base. Investments in the service sector and high technology are
also expected to increase. American investors will see considerable
returns.

For China, entry into the WTO conforms to the long-term and fun-
damental interests of the Chinese people and corresponds to the
needs of China’s reform and opening to foreign trade. It will also
benefit China to achieve a sufficient, stable, and rapid economic de-
velopment. In the short run, however, most of China’s industries,
particularly some state-owned enterprises, will experience many
repercussions in being subjected to severe challenges.

China’s accession to the WTO will also propel China along in its eco-
nomic reforms, accelerating the shift to a market economy, facilitat-
ing the adjustment of its economic structure and reform of the en-
terprise system, and optimizing resource allocations in all directions.
Introduction of the mechanism of competition will lead to increased
efficiency and compliance with international norms and will acceler-
ate China’s integration into the mainstream of the international
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economy, thereby allowing China to reap the benefits of economic
globalization and gaining more markets for China’s economic devel-
opment. Particularly, China’s WTO accession will create a better ex-
ternal environment for Chinese enterprises, ensuring that they will
enjoy nondiscriminative economic treatment and providing more
market opportunities in their efforts to expand into international
markets and exports. According to estimates by the World Bank, five
years after China accedes to the WTO, the country’s total import and
export volume is likely to double, to $600 billion.

China’s efforts to strengthen the rule of law and perfect its legal sys-
tem may be reinforced by its accession to the WTO, resulting in in-
creased transparency and an improved investment environment,
which will attract more foreign investors and ultimately benefit
China’s economic development.

However, China’s accession to the WTO will undoubtedly pose se-
vere challenges to Chinese industries. The short-term effects are
likely to result in more bankruptcies and worker layoffs, all of which
may lead to social instability. These were the justifications for
China’s entering the WTO as a developing country, which will allow
China to have an appropriate transition period for its nascent indus-
tries to mitigate these negative effects.

The above demonstrates that the agreement between China and the
United States is a win-win situation, with American benefits being
more direct. Therefore, the United States should support permanent
trade relations with China. At the same time, the United States
should also utilize China’s WTO accession as a turning point to re-
solve remaining disagreements in Sino-U.S. economic and trade re-
lations.

China is the largest developing country in the world. The United
States is the most developed country in the world. Both countries
have vast territories and abundant natural and human resources.
Both countries have huge domestic markets of great potential.
Through trade and economic cooperation, both countries can
achieve resource complementarity and market sharing. Combining
U.S. capital, technology, and management expertise with China’s
low-cost labor and huge domestic market will bring enormous op-
portunities of common interest to both countries. Therefore,
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improving Sino-U.S. relations and dissolving differences will help
both countries forge benign and interactive relations and will have
significant bearing on the economies of both China and the United
States, as well as far-reaching implications for world prosperity in the
21st century.

CONCLUSIONS

When we examine the two major issues in Sino-U.S. economic and
trade relations, the American deficit with China is in fact not a seri-
ous issue. An analysis on the basis of the facts clearly demonstrates
that the statistical method based on the rules of origin has exagger-
ated the deficit, which does not reflect the true trade interests be-
tween the two countries. Processing trade is the key cause behind the
deficit. A correct view of the deficit can be arrived at only when we
take into consideration merchandise and service trade and foreign
direct investment. Imports of low-cost, good-quality consumer
products from China to the United States have supported structural
economic adjustments and promoted upgrades in American indus-
tries, while also satisfying consumer demand, helping control infla-
tion, and playing a facilitating role in the sustained economic devel-
opment of the United States. With China’s WTO accession, there will
be a noteworthy increase in American exports to China, which will
gradually decrease the U.S. deficit with China.

China’s WTO accession has experienced over 13 years of prolonged
and difficult negotiations. China and the United States reached a bi-
lateral agreement on China’s accession to the WTO on November 15,
1999. This mutually beneficial agreement has eliminated a major
obstacle in Sino-U.S. relations, creating the necessary conditions for
stable development of economic and trade cooperation between the
two countries. It will also bring the world economy prosperity and
stability. For this reason, the United States should take further steps
in approving permanent normal trade relations with China.
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COMMENTS ON XIANQUAN XU’S CHAPTER
Hang-Sheng Cheng

My talk consists of two parts: First, I shall comment on Mr. Xu’s pa-
per; then, I shall present my own views on the subject.

To start, I wish to compliment Mr. Xu on his well-researched and
tightly-argued paper. The data he presents are very useful, especially
those in the tables at the end of the paper, which I believe are not
available elsewhere. I have no doubt that this paper will be an impor-
tant contribution to any conference volume the sponsors of this
conference may wish to publish.

I also applaud Mr. Xu’s judicious selection of the two topics: the
U.S.–China bilateral trade balance and China’s WTO accession. They
are indeed key issues in U.S.–China economic relations. Resolution
of these two issues would help solve most of the others, including the
MFN (now called NTR, or normal trade relations), market access, in-
tellectual property rights, textile trade, etc.

On these two, I have little to add to what Mr. Xu has said in his paper.
The bilateral trade balance is a hot issue in official discussions and
news media. However, to economists it is a non-issue. A country’s
total trade deficit reflects the excess of its national spending over its
domestic savings, and bilateral trade balances reflect international
comparative advantage and consumer preference. They are topics in
different areas of economics. Mixing them is a common mistake
based on misunderstanding, with unfortunate policy consequences.
For instance, applying political pressure on a foreign country to ease
trade restrictions may help alter bilateral trade balance, but will do
nothing to change a nation’s total trade balance. We have to ask our-
selves whether it is total or bilateral trade balance that we care about.
More basically, for an international–currency country such as the
U.S., one needs to ask why we should care about either at all.

On China’s accession to the WTO, even the White House now admits
that it made a mistake in April 1999 in not accepting Premier Zhu
Rongji’s offer of concessions, including breakthroughs on industrial
tariffs, telecommunications, financial services, as well as increased
market access for U.S. agricultural products. An even greater blunder
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was committed by the White House to publish Zhu’s list of offers,
which should have been a matter for discreet negotiation between
the two governments. As we know, as a consequence Zhu took on
much criticism in China for having made the offers and gone home
empty-handed.

Mr. Xu also states that China’s accession to the WTO is in both
countries’ national interest. This leads me to ask, What is the U.S.
national interest in its economic relations with China? I believe that
for too long we have been bogged down on technical issues and
failed to focus on this fundamental question of our long-run national
interest. I believe that many of the flip-flops in our policy towards
China and conflicts in our economic relations have their roots in this
short-sighted, fragmented approach in dealings with China. It is high
time that we begin a national debate on this question and determine
where our long-run national interest lies. Then and only then could
we avoid protracted and fruitless negotiations on partial, sectoral is-
sues and work towards the formulation of a strategy for pursuing our
national interest.

My position on this question can be summarized, without elabora-
tion, in the following four propositions:

a. Given China’s abundant labor supply and U.S. superiority in
technology and capital, the two economies are complementary
to each other. Both can reap large benefits from open trading.
That is to say, restrictions on trade between the two are against
the national interests of both countries.

b. Economic reform is the top policy priority in China. Over the last
two decades, reform has had impressive success, but is now en-
tering the most difficult stage. Outside help in terms of technical
expertise in many areas—such as engineering, enterprise man-
agement, banking, capital market development, accounting,
law—is much needed and would be greatly appreciated by both
the government and the people. When offered with sensitivity
and discretion, it would help dispel much of the mutual suspi-
cion and hostility that now exist between our two countries.

c. It is in the long-run U.S. national interest to assist China in its
economic reform. Properly conceived and executed, not only
would it help win goodwill and thus help resolve many existing
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conflicts, but also would help gain access for U.S. businesses in a
wide spectrum of functional areas and geographic regions in
China.

d. There already exist many official or unofficial channels through
which technical assistance is rendered. They need to be ex-
panded and integrated into a coordinated national program with
proclaimed, and sustained official backing. The program could
be run by a non-government organization, but should be funded
by Congress to demonstrate national policy commitment.
Additional funding would be minuscule. It would be a most cost-
effective way to promote long-run U.S. national interest in its
economic relations with China.
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Chapter Twelve

U.S.-CHINA: BONDS AND TENSIONS
Hui Wang1

It is almost certain that the world in the new millennium will see
more interactions between the United States and China and also
their growing effects on their and the world’s prosperity. It is uncer-
tain, however, how the interactions will develop. Recently, both sides
have been puzzled in their interactions.

When U.S.-China relations became strained after the Tiananmen
Square incident, Deng confirmed his conviction that China and the
United States required a long-term, cooperative, and more trustful
relationship, which would be in China’s best interest.2 During the last
decade of the 20th century, however, a concert of historic events
unfolded and complicated the earlier relatively simple tones of U.S.-
China interactions. Along with other critical events, the collapse of
the Soviet Union shook the fundamental bonds of the U.S.-China
relationship as much as President Nixon’s visit to China did in the
past. China’s “rising” and Taiwan’s change in international status
have also affected the U.S.-China relationship. From the view of dy-
namic equilibrium, although U.S.-China relations from the early

______________ 
1Hui Wang is President of First China Capital, Inc. and a consultant at RAND. Tel. 310
383-3780. E-mail: fcc888@hotmail.com.
2In the early 1990s, Deng Xiaoping issued a mandate for relations with the United
States: Increase trust, reduce tensions, develop cooperation, and avoid confrontation.
It appeared publicly for first time on December 1, 1992, in The People’s Daily in a re-
port of President Jiang Zemin’s meeting with a U.S. House of Representatives delega-
tion and Ambassador James Sassor. On February 26, 1989, in a meeting with then
President Bush, Deng Xiaoping was quoted as saying, “Increase trust and reduce ten-
sions.”
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1970s had their ups and downs, the common fear of the USSR often
generated enough mutual interest, tending to draw the two sides to-
gether. As Nixon explained it:, “During the Cold War, the United
States and China were brought together and held together by our
fears.”3 However, the end of the USSR and the cold war essentially
eliminated that immediate motivation to remedy any problems in
U.S.-China relations.

Prospectively, growing mutual economic benefits and potential
mutual interests in maintaining peace and prosperity underline a
possible structure for the U.S.-China relationship. The end of pro-
longed negotiations between the United States and China on China’s
entrance into the WTO and illustrates that both sides recognize
broad mutual shared interests even though profound differences ex-
ist. As the United States is leading the world economy, the potential
global impact of China for decades to come, from economic to envi-
ronmental, should not be overestimated. Particularly, if China con-
tinues on its course of economic reform and accelerates broader so-
cial and political reforms, interactions between the United States and
China could be profoundly more beneficial and productive.

Now, although no new terms have officially replaced the
“constructive strategic partnership” initiated and advocated by the
U.S.-China Summit in 1997 and 1998, both face challenges to the
goal of a mutually beneficial relationship. China appears to be more
suspicious of U.S. intentions regarding China’s emergence than at
any other time in the last three decades. China has become more
confused about the already seemingly elusive U.S. decisionmaking
process and at times has been reluctant to communicate with the
United States. In addition, President Clinton’s policy of engaging
China was never an easy sell, and the American public, including the
media and the Congress, often finds it difficult to accept China as a
partner. However, many politicians and experts in international pol-
icy warn of the strategic danger in possibly misunderstanding and
treating China badly and the potentially enormous costs of deterio-
ration of the U.S.-China relationship.

______________ 
3Richard Nixon, Beyond Peace, Random House, New York, 1994, p. 131.
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The colorful history of over two decades generally attests that both
the United States and China have strategically and pragmatically
benefited from their cooperative relationship and mutual good will.
History also shows the high price for mistakes in relations with China
as shown by two wars near China, and the additional cost to China
was forced isolation. The lessons and experiences are rich. In addi-
tion, one of legacy of the U.S.-China relationship is a tremendous
improvement in and diversified channels of communication be-
tween the two countries since rapprochement. These should allow
easier avoidance of problems.

Where is the U.S.-China relationship heading and what is driving it?
An examination of bonds and tensions between the United States
and China is intended to help address this question.

INTRODUCTION

Bonds and tensions between the United States and China are like a
matrix of vectors, pulling or push the relationship. Certain elements
that cause each side to receive what is expected and justified con-
tribute to the equilibrium. Bonds between the United States and
China stem from shared economic, security, and political interests
and goals. Tensions between the United States and China arise from
differences in and conflicts about economic, political, and security
interests and goals. Even the most cynical agree that the United
States and China share and respect many interests, rules, laws, and
norms. At the same time, even those most optimistic about the rela-
tionship recognize the existence of vast differences in interests and
in underlying culture, history, political structure, values, social and
economic preferences, and recent experience. Additionally, vision
and capabilities of leaders and domestic political conditions may
from time to time become an important factor in shaping the rela-
tionship.

In this chapter, we will discuss bonds and tensions, focusing on
world peace and stability, regional security and prosperity, Taiwan,
business and trade, the environment, the ideological divide, and
domestic factors and debates.

Even through some of the forces that previously drove the United
States and China to equilibrium and cooperation do not exist any



260 China, the United States, and the Global Economy

more, changes in the dynamic world also factor new elements and
incidents into the relationship. As the collapse of the Soviet Union
had different effects on the United States and China, so are their
views of mutual interests, needs for each other, tensions, and related
tolerance of each other. We have seen a continuous swing in the re-
lationship and some erosion in public support on both sides. While
the United States looks for a direction in its China policies, China
guesses at the American’s intentions. Particularly, the political
rhetoric of presidential election years sends confusing signals and
extreme messages to the Chinese. However, new bonds are growing,
too, and some of them are not sufficiently appreciated. For example,
one of areas in which the United States and China has a growing and
long-term interest is the economy. The Chinese economy is still
rapidly growing and is more integrated into the world economy than
it was ten years ago. The United States and China have more interre-
lated economic interests than ten years ago, and their economic
bond seems likely to continue well into the future.

For discussion, Figure 12.1 is used to illustrate movement of equilib-
rium of the U.S.-China relationship as determined by bonds and
tensions between the two sides. Particularly, the figure illustrates in-
teraction between the two sides in determining equilibrium of the
relationship. The vertical axis shows factors of the U.S. side. The
higher in the direction of arrowhead, the stronger bonds and the
weaker tensions. The horizontal axis shows factors of the China side.
From left to right, bonds get stronger and tensions weaker.
Conversely, from high to low, or from right to left, tensions get
stronger and bonds get weaker. The diagonal represents a collection
of equilibrium of the U.S.-China relationship. At equilibrium, inter-
actions of the two sides are reciprocal and the relationship between
the sides is considered stable. The diagonal represents the rule of re-
ciprocity in development of the bilateral relationship. The relation-
ship may from time to time fall into the area between the two arches,
centered around the diagonal. Departing from the origin along the
diagonal, it moves in the direction of a warmer and more cooperative
relationship. Theoretically, the closer to the diagonal, the more sta-
ble the relationship. Conversely, the further apart from the diagonal,
the less stable the relationship. There is a tendency for the relation-
ship to move toward the diagonal one way or the other. If one side
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Figure 12.1—The U.S.–China Relationship

considers it treats the other side better than it receives in kind from
the other side for a sufficient time, then it will adjust the relationship
based on the reciprocity rule. The area beyond the two arches has
only a small chance of occurring. In other words, a relationship
would be very unlikely to exist beyond the two arches. We apply this
figure to the U.S.-China relationship. The star in the figure indicates
where the relationship stands, for example, in 1988.

When the relationship falls into the area between the upper arch and
the diagonal, two types of situations can occur. First, the United
States considers that there are more bonds and less tension than in
the Chinese viewpoint. In this area, the United States tends to initiate
actions to improve the relationship. Second, China considers more
tension and fewer bonds than in the U.S. viewpoint. In this area,
China sees the United States as causing more harm, either existing or
potential, to the relationship. While the relationship is in this area,
the United States would expect China to respond favorably to its sig-
nals and actions that are positive to the relationship. If China re-
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sponds as expected, the relationship tends to move horizontally to
equilibrium, which reflects a warmer relationship. However, if China
does not respond for a period of time as expected, the United States
would tend to move downward in equilibrium, meaning a colder re-
lationship.

When the relationship falls into the area between the lower arch and
the diagonal, there are also two types of situations. First, China con-
siders more bonds and less tension than does the United States. In
this area, China would tend to initiate actions to improve the rela-
tionship. Second, the United States considers more tension and
fewer bonds than China does. In this area, the United States sees
China as causing more harm, existing or potential, to the relation-
ship. While the relationship is in this area, China would expect the
United States to respond favorably to its signals and actions that are
positive to the relationship. If the United States responds as ex-
pected, the relationship tends to move upward to equilibrium, which
reflects a warmer relationship. If the United States does not respond
for a period of time as expected, China would tend to move horizon-
tally to equilibrium, meaning a colder relationship.

For example, Figure 12.2 shows the relative positions of the United
States and China in 1988 and 1990. Many observers agree that the
cooperation between the United States and China reached its peak in
the late years of the Reagan administration, and the relationship
went on well through the first few months of the Bush administra-
tion, before the Tiananmen Square incident. Both saw each other
more as an asset than as a threat. In Figure 12.2, the star for 1988
shows the U.S.-China relationship, basically in equilibrium, located
in the area of strong bonds and less tension. Cooperation between
the United States and China broadened and deepened. Some coop-
eration, such as in jet fighter testing and design improvement, was
intended to improve the Chinese capability to counter threats from
the Soviet Union. Other cooperation indirectly helped raise Chinese
technology and skills, such as the financing for over two dozens
satellite launches by Chinese rockets, which enhanced Chinese space
capabilities.4

______________ 
4Jonathan Pollack provides a lucid account of these developments in his article: “The
Cox Report’s ‘Dirty Little Secret,” Arms Control Today, April/May 1999, pp. 26–27. See
also, Bates Gill, “Limited Engagement,” Foreign Affairs, July/August 1999, pp. 65–76.
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As compared to the relationship in 1988, the one in 1990, represented
by the 1990 star in Figure 12.2, was sharply lower and a bit leftward.
As Secretary James A. Baker observed in 1995:

The Tiananmen Incident shattered the bipartisan consensus in the
United States that had been carefully constructed over two decades
by five administrations for engagement with China.5

This explains the fall of the U.S.-China relationship in 1990 from that
in 1988. Understandably, China’s perception of the relationship de-
scended but not as much as the change in U.S. perception, as illus-
trated by the leftward movement of the 1990 star in the figure.
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Figure 12.2—The U.S.–China Relationship, 1988 and 1990

______________ 
5James A. Baker, III, The Politics of Diplomacy, G. P. Putnam’s Sons, 1995.
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WORLD PEACE AND STABILITY

The United States has profound interest in promoting a peaceful,
stable, and prosperous world. China, to a large extent, shares this
interest, and its cooperation and participation could make the
American task easier. While the United States maintains dominant
power in the world, China remains an East Asian regional power with
several elements of global significance. Following are a few of these
elements. As a permanent member of the United Nations Security
Council, China provides crucial support for carrying out interna-
tional mandates, peacekeeping, and humanitarian relief and assis-
tance. With its 1.2 billion people, China represents over one-fifth of
the world population. China is a member of the world club of nuclear
weapons. China set a record for enduring development and growth
and bears yet greater market potential for decades to come.

As signatories to such international agreements as the
Comprehensive Test Ban Treaty, the Nuclear Nonproliferation
Treaty, and the Chemical Weapons Convention, the United States
and China share a mutual interest in their viability. Moreover, the
United States would benefit from a China that not only accepts in-
ternational norms but is also involved in crafting, monitoring, and
implementing them.

The United States has a strong interest in keeping weapons of mass
destruction and other sophisticated weapons out of unstable regions
and away from terrorists. The United States understands that many
of the threats today and in the decade to come will come not from
conflicts between great powers but from states that defy existing
rules and from violent nongovernmental groups. China is already a
nuclear power with increasingly sophisticated weapon capabilities.
The United States needs China’s cooperation in preventing danger-
ous weapons from falling into the wrong hands.

China has been adjusting its arms sales practices and export of un-
safeguarded nuclear facilities. But the United States seems to want
China to limit or end some of its weapon sale programs and relation-
ships with troubled clients. In recent years, mostly in response to
U.S. requests, China has made efforts in controlling and preventing
proliferation of missile and nuclear technologies. However, while the
United States takes a lion’s share of the world arms and weapons
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market, including selling advanced weapons to Taiwan, which trou-
bles China deeply, China is not immune to its own domestic opposi-
tion to current policies of cooperation with the United States.
Although a peaceful and stable world is in the interest of both the
United States and China, differentiated economic interests have to
be addressed, and in fairness, China can be expected to respond only
to appropriate incentives. Not without costs, not without opposition,
and not without second thoughts, China has managed to demon-
strate improving compliance with prevailing rules. The United States
needs to have a closer relationship with China to convince and moti-
vate China to cooperate further on arm sales issues. In addition,
China has cooperated with U.S. and international organizations in
campaigns against drug trafficking and smuggling.

The United States and China also share an interest in limiting the
spread of Islamic fundamentalism. For many years, the United States
has been combating Islamic fundamentalist terrorists, whose anti-
U.S. activities range from kidnapping to embassy bombing. Recently,
China has become more concerned with its own terrorist related-
problems, having suffered bombings on city buses and in busy
shopping areas in cities of Xingjiang and other areas. Some of these
terrorists have been trained in traditionally anti-U.S. and anti-West
terrorist camps in central and southwest Asia. Although China has
traditionally had good relations with Muslim countries, it has be-
come more alarmed by the destructive activities of Islamic funda-
mentalists. When U.S.-China relations are stable, the United States
may find China more willing to cooperate in limiting the spread of
Islamic fundamentalism, given China’s recent terrorist experiences.

Moreover, both countries would benefit if China had a greater stake
in the success of institutions and regimes that foster economic
growth. That would mean China’s cooperation in supporting, in
addition to the United Nations, the World Trade Organization, the
International Monetary Fund, the Asia-Pacific Economic
Cooperation group, the International Atomic Energy Agency, and
others. When the worst financial crisis since World War II hit Asia
and subsequently spread to other parts of the world, China’s re-
sponses earned broad praise. By deciding and openly announcing it
would not devaluate the yuan, China offered much needed stabiliza-
tion during spiraling currency devaluation and a financial system
meltdown.
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Both the United States and China want to see a stable South Asia and
prevent conflicts between nuclear-equipped India and Pakistan from
getting out of control. Recently, the high-profile race for nuclear
weapons tests between the two in 1998 and the Kashmir conflict in
1999 alerted the world to the instability in this region and confirmed
the possible use of the ultimate threat. These incidents further re-
mind the world of how disturbing their profound distrust could be to
the region specifically and the world in general if a hostile game of
threatened nuclear weapons use abruptly escalated. The United
States is expected to continue to play a role in cooling down crises
between India and Pakistan. China, although historically inclined to
favor Pakistan, would be the last to want to see relations between the
two escalate, both of which share borders with China. Since China
has increasingly neutralized its position in such conflicts, both
countries will try to garner China’s favor, as indicated by both India
and Pakistan sending top envoys to Beijing during their most recent
confrontation. China, thus, could provide strong support to the
United States in preventing any such crises from becoming extreme.

REGIONAL SECURITY AND PROSPERITY

The United States and China have strong mutual interests for peace
and security in East Asia and the West Pacific Ring. With bitter expe-
rience of being invaded not too long ago and enjoying the rich re-
wards of economic reform and opening in the last two peaceful
decades, China craves a continuing peaceful and stable domestic
and surrounding environment. China sees itself fighting an uphill
battle against growing challenges and dissatisfaction generated from
its economic and social transformation and economic opening.
China wants to avoid any chaos and loss of control. Any major
disruption, such as a war, could put a halt to the current process of
reform and structural change. The United States has broad commit-
ments and strong interests in this area of the world largest popula-
tion and economic block, from military to business ties. On the one
hand, China sees the United States as the single force that can
change the environment for its economic growth and further mod-
ernization, forcing China to choose very different approaches of de-
velopment if it does so. On the other hand, the United States recog-
nizes that China has the greatest potential to support or disrupt U.S.
interests in this dynamic area of the world.
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From the prospective of U.S. national security in this region and Asia
at large, winning China’s understanding, cooperation, and support
has proven rewarding, while China has found the same with the
United States as its ally. After Nixon’s visit to Beijing in 1972, China
cooperated with the United States in ending the Indochina wars and
in keeping peace there, in driving the Soviet Union out of
Afghanistan, in maintaining North East Asian peace and stability, in
addition to other more global issues. In the 1970s and 1980s, respect
and cooperation prevailed. In fact, since rapprochement with China,
the United States has not entered any ground wars in Asia. In the
1950s and 1960s, hostility between the United States and China trag-
ically cost the United States over 100,000 lives in Korea and Vietnam,
and resulted in an even greater number of deaths for China.

Unforgettably, China, mostly by siding strategically with the United
States in countering the threat from the Soviet Union since the early
1970s, contributed to and benefited from the ending of the cold war
as did the United States. During the 1970s and 1980s, the United
States and China cooperated militarily, from personnel training, in-
telligence sharing, and weapons testing, to weapon sales and weapon
manufacturing equipment sales. In addition to military and diplo-
matic cooperation with the United States, China challenged the
whole centrally planned Soviet economic model by its then-risky but
tremendously successful reform and transition to a market-oriented
economy. China, having suffered from the Soviet-style economic
system itself, boldly dissolved the commune agricultural system and
encouraged free enterprises across industries in the 1980s. Reform
helped China achieve a high degree of economic growth and dramat-
ically raised the quality of life of the Chinese people. China presented
a strong and convincing case for economic decentralization and lib-
eralization. China’s economic success fundamentally shook confi-
dence in the Soviet economic system and enlightened the thinking of
officials and people of centrally planned economies, including those
in the Soviet Union.

In terms of security and stability in Northeast Asia, outstanding is
North Korea and its nuclear weapon and ballistic missile capabilities.
Moreover, North Korea is heavily armed with over one million troops
and has also developed other weapons of mass destruction, such as
chemical weapons. North Korea’s ideological isolation and economic
failure heighten the risk for a military miscalculation. Although dia-
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logue and negotiations with North Korea have increased in recent
years, North Korea in general remains one of the most uncertain and
explosive regimes in the world. While having much less influence
over Pyongyang than most of Kim II Sung’s time, China has been
critical in averting a second conflict on the Peninsula. China explic-
itly opposes any military action from the south against the north, and
China still holds the most influence over North Korea in any major
crisis. Therefore, although the United States has been making the
most initiatives on security issues with North Korea, China’s support
and cooperation remains crucial to any lasting success. Such joint
diplomacy should include resolving questions about Pyongyang’s
nuclear program, persuading North Korea to halt further missile
testing, and coordinating humanitarian relief. As members of the
Four Party Talks on Korean security, the United States and China
should continue their cooperation in dissuading North Korea from
obstructing progress or from bolting from the process altogether.
The talks remain one of the most important channels to diffuse ten-
sions between North and South Korea—a near-term interest that
Washington and Beijing share.

Even if there were a potentially dramatic change in North Korea,
even beyond the point of North Korea being a threat, the United
States needs to cooperate with China regarding the Korea Peninsula.
Preparation for a wide range of possible challenges and events of
new conflicts or lasting peace requires, at the minimum, the United
States to closely consult with China. Likely, the Chinese influence on
a unified Korea could grow substantially. Certainly any postunifica-
tion arrangement in which Washington maintains a military pres-
ence in Korea will require some clear understanding with Beijing.
Otherwise, China can be expected to exert tremendous, albeit subtle,
pressure on the government of a unified Korea to forego any
continuing U.S. military presence, leaving Japan domestically
vulnerable as the only country in Asia with troops. After all,
understanding and cooperation from China on any such security
issues require a reasonably good relationship between the United
States and China.

However, U.S. moves to proceed with theater missile defense in co-
operation with Japan, South Korea, and Taiwan are understood in
China as politically and strategically motivated efforts to confront
and contain China. China increasingly considers the proposed de-
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velopment of theater missile defense in Japan, South Korea, and
Taiwan a major shift, if not outright reversal, of U.S. policy and strat-
egy toward China. By feeding Chinese fears of “being surrounded,”
the U.S. alliance in East Asia may do more harm than good. If the
North Korean ballistic missile threat disappears, there will be no ex-
cuses for American military presence in the area. The extension of
theater missile defense to Taiwan would constitute an extremely se-
rious and high-stake turning point of U.S. security strategy in the re-
gion. Reactionary adjustments and long-term changes in China’s
strategy should be expected, and costs to everyone involved would
be high. Before such plans for theater missile defense permanently
set back U.S.-China relations, it would be helpful for the United
States to reflect on the lengths it has gone to over three decades to
open China’s door and how easily such policies could close it.

It is in both U.S. and China’s interests to maintain stability in the
countries of Central Asian members of the former Soviet Union, in-
cluding Mongolia, Kazakstan, Kyrgyzstan, Uzbekistan, Tajikistan,
and Turkmenistan. Most of these newly independent countries suffer
to different degrees from economic decline and social unrest. The
United States wants to see a continuing orderly transition in these
countries to a market economy and a democratic political system.
Moreover, given the geographic location, the United States wants to
assimilate the new Central Asian states into the international com-
munity and avoid any adverse changes in relation to the American-
dominated security of the Persian Gulf. Meanwhile, as its economic
reach rapidly extends, China is enjoying growing interactions in this
area. China wants to increase its trade and economic ties with this
area and to develop a local partnership for stability and development
near its western border. It was in Central Asia that the United States
and China once successfully cooperated against invasion by the
Soviet Union in Afghanistan and made a classic example for Sino-
U.S. cooperation by combining the most advantageous resources
from each. However, if the relationship deteriorates, China could be
displeased by U.S. strengthening ties in the region—China may per-
ceive such a move as a new potential threat to its western border.

Neither the United States nor China want Russia to lose its remaining
social and economic order. Since Russia possesses thousands of nu-
clear warheads and sophisticated missiles, further deterioration in
Russia could potentially make world security uncertain and the al-
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ready costly efforts at stabilization more costly. At the same time,
both the United States and China do not want to see an expansionist
Russia again but a cooperative and restrained Russia. In a long run,
the United States and China potentially have more ground regarding
Russia to cooperate on than to compete about. Russia is deeply sus-
picious about the United States and recent NATO developments. The
unexpected Russian occupation of Pristina airport in Kosovo and
firing of antimissile rockets are clear signs of this suspicion. Russian
leaders were explicitly aggravated by the U.S. antimissile plan and
implied that there would be consequences if the United States re-
signs from the 1972 Antiballistic Missile Treaty. In addition, Russia
does not want to degrade economically into a third-world country,
and although Russia has been accepting U.S. support, its under-
standing of U.S.-Russian relations are very different from that of the
United States. As Russia’s status as a world power continues to fall,
its complaints and distrust will deepen. Even if Russia should be-
come strong again someday, it will present uncertainties to its
neighbors and to world powers, no matter whether it is capitalist or
communist. Russia is no doubt less threatening than it was 15 years
ago. And only ten years’ experience of the “new” Russia has not con-
tested the memory of the “Great Russian imperial consciousness” of
the hundred previous years.6 As long as China possess little military
projection power, Russia will view China more as a counter balance
to the U.S. superpower and less as a rival. Nevertheless, because of
the long shared border, Russia and China’s vigilance of and hedging
against each other will reappear when Russia becomes stabilized.
From a geopolitical point of view, the United States and China have
common interests in preventing a reemergence of an expansionist
Russia. But if U.S.-China relations deteriorate, a Russia-China al-
liance would likely emerge to counter U.S. dominance, which is the
last thing that the United States would want to see.7

Both the United States and China want Japan to remain a world cen-
ter of economic prosperity, extending the influence of peace and
stability far beyond the region. Japan is another geopolitical factor
keeping the United States and China together. Any emergence of
Japanese militarism would not be in the interests of either the United

______________ 
6Zbigniew Brzezinski, The Grand Chessboard, 1996, and Game Plan, 1986.
7See The Grand Chessboard by Zbigniew Brzezinski.
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States or China. Even though Japan is a major ally of the United
States in Asia, China will likely continue to consider a U.S. military
presence in Japan a good exchange for keeping Japan from rearming.

TAIWAN

U.S. support of Taiwan, through arms sales and political commit-
ments, continually provokes Chinese suspicions and distrust. The
Taiwan issue also occasionally creates opportunities for the United
States to strengthen bonds between itself and China, such as the
Clinton administration’s responsive reassurance to Beijing of the
U.S. “One-China” policy in the wake of Lee Tenghui’s state-to-state
talk. Essentially, China sees the United States as the only real foreign
obstacle to the long-dreamed of unification of Taiwan and China.

Taiwan stands out as the source of the most damaging tensions and
distrust in the U.S.-China relationship. Taiwan could even cause a
war between the United States and China. Taiwan has enjoyed broad
sympathy and support from the United States, including formal U.S.
congressional commitment to the Taiwan Relations Act and a wide
range of personal contacts. In fact, several presidential candidates
have promised to involve the United States if China attacks Taiwan.
However, as China has indicated, and history demonstrated, it would
be a deadly serious mistake to underestimate China’s willingness to
defend its interests—and Taiwan is foremost among them.

China views Taiwan as its territory and considers that separation oc-
curred as a result of a combination of civil war and U.S. military in-
volvement. As far back as the 1970s, the Chinese government made it
clear that U.S. recognition of Taiwan as part of China was a critical
condition to normalized relations. The United States has repeatedly
acknowledged that there is one China and that Taiwan is part of
China. To mainland Chinese, Taiwan is part of China, and it is incon-
ceivable that it should be separated from China. Concession of
Taiwan as separate from China could strip the Chinese government
of its legitimacy and the Chinese people’s faith. Regarding issues of
territory and sovereignty, the Chinese believe Taiwan is to China as
Hawaii is to the United States. The Chinese government simply can-
not afford to lose Taiwan without exhausting all means to stop it.
Growing up with both pride in its civilization of a thousand years and
sorrow about cruel humiliations, the Chinese consider unification
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with Taiwan as the final milestone to ending its “Century of Shame.”
This national sentiment is deeply rooted in China’s sufferings. It is
worth pointing out that this sentiment may restrict China’s view of
the dynamically changing world and cause it too much prejudice to
deal appropriately with other members of the international com-
munity.

Tensions about Taiwan are best reflected in contradictions of U.S.
Taiwan policies. To begin, U.S. policy on Taiwan is governed by the
Taiwan Relations Act. However, U.S.-China relations regarding
Taiwan were initiated, developed, promoted, and institutionalized
more on the basis of bilateral treaties, commitments, public state-
ments, and private promises by and between the administration of-
fices of the six consecutive U.S. presidents since Nixon and the
Chinese government than by the Taiwan Relations Act. Fundamental
contradictions in U.S. signed treaties together with commitments to
China and the Taiwan Relations Act are increasingly viewed by China
as U.S. violations of pledges to the Chinese. One of the contradic-
tions, for example, is that the Taiwan Relations Act obliges the
United States to sell arms to Taiwan while the United States publicly
committed to China to reduce the quality and quantity of arms sales
to Taiwan.

At the same time, the United States sees itself as obligated to keeping
Taiwan’s peace. To the mainland Chinese, U.S. obligations to Taiwan
can be better understood as the result of more than two decades of
confrontation under the cloud of the cold war. The American obliga-
tion toward Taiwan in general cannot be easily dismissed. The
United States, however, does not have the same obligations to
Taiwan as it has to Japan and South Korea. It also appears not to be
in the best interests of Japan or South Korea to allow U.S.-China mili-
tary confrontations over Taiwan. Japan and South Korea would
much prefer to see the United States use its skill, rather than arms, to
manage conflicts of interest in the face of dynamic changes in the
region. It is also in the United States’ best interests to reduce ten-
sions with China regarding Taiwan and avoid a potential arms race in
the region.

Two critically important changes occurred since the late 1970s, when
normalization of relations between the United States and China took
place and the Congress passed the Taiwan Relations Act. First, China
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became a market-oriented economy, and China, although still not
democratic, is significantly more economically open and integrated
with the rest of the world than at any time before. Second, China has
abandoned the goal of “liberating Taiwan”8 and, instead, proposes a
multiple system under one state. Specifically, China proposes that
Taiwan keep its own political, legal, military, and financial systems,
independent of mainland China. China’s proposal grants Taiwan
more autonomy than Hong Kong has. The proposed Taiwan model
critically differs from the Hong Kong model in that Taiwan would
maintain its own military and own democratic selection of top politi-
cal officials. It is understandable that Taiwan views the unification of
mainland China and Taiwan very differently from the way that China
views it, from the fundamentals of the relationship to the position of
negotiation, given the gap between the political and economic de-
velopment of the two. Even though Taiwan has very different designs
for its future and its relationship with mainland China, China at least
has adjusted itself to a more reasonable and open approach in seek-
ing unification.

The Taiwan issue is not one of freedom and democracy. The U.S.
military involvement in defending Taiwan began when there were
not even democratic elections in Taiwan. Today, Taiwan’s demo-
cratic election system is a huge asset for its future development and
prosperity. China’s proposal acknowledges the value of Taiwan’s po-
litical system. In fact, in the not-too-distant future, China may want
to learn how Taiwan managed its political transition to a more
democratic system, as Hong Kong set the example of an efficient civil
system and a highly free-market economic system.

The Taiwan issue could push China to become a strong sponsor of
the otherwise rapidly declining Russian weapons production facili-
ties. China would view itself as being forced to spend billions of dol-
lars to support both defensive and offensive Russian weapons ca-
pabilities. Many signs already indicate that such support would not
be just a remote possibility. Allowing the Taiwan issue to corner

______________ 
8This was initially introduced by Deng Xiaoping on a visit to the United States. See
People’s Daily, February 1, 1979. For the evolution on unification with Taiwan, see
Deng’s instructions in 1984 (“Deng Xiaoping on Unification,” pp. 35–38) and Jiang’s
eight points of 1995 (“Continue Striking to Complete Unification of the Motherland,”
January 30).
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China and motivate it to go to Russia for military capabilities defi-
nitely contradicts the simplest strategic thinking of the United States.
Any sort of Russia-China alliance would disturb the current security
balance in the region, and none of the U.S. allies would want to see
this happen.

The United States has much more to lose than gain by keeping the
Taiwan issue hanging and its Taiwan policy as it is. If there were a
civil war, no matter how the United States enters it, it will only can
only look bad for the United States, simply because it would be a
“Chinese” war. The United States would be viewed as an instigator
because, without U.S. support, conciliation and compromise would
replace war in the search for a solution. U.S. military involvement in
defending Taiwan could cost the United States loss of both Taiwan
and China. First, China is stronger today than it was 30 or 40 years
ago, and the interests in Taiwan of the United States and China are
not symmetric. Second, to China, Taiwan is a life and death issue. To
the United States, Taiwan is one of problems in the world that the
United States has an interest in. If Taiwan seeks independence, and
the United States becomes involved in a war in Taiwan, Taiwan will
be destroyed. China and Taiwan will both blame the United States,
and the United States will likely gain nothing positive from the situa-
tion. Furthermore, the Chinese would believe that without the
United States, Taiwan simply would not chose independence from
China. In addition, Taiwan would not appreciate U.S. support if it
ends with war and devastation of the island. Some independence ad-
vocates may even complain that the United States did not give
enough support in a war or that it did not endorse Taiwan indepen-
dence clearly and firmly enough.

Regarding hedging policies, there are various schools of thought. U.S.
hedging on China with Taiwan sounds logical but is seriously
flawed.9 One of the theories is that the United States should help
Taiwan preserve the status quo, and that if China evolves into a
democratic and friendly nation, U.S. policy could shift to encourage
unification. Otherwise, the United States could support strengthen-
ing of Taiwan’s de facto independence. The flaw is obvious: This is by

______________ 
9Gilbert Rozman also provides a thought on hedging: in a world in which China stands
alone, though respected and unthreatened, the United States leads a coalition of
regional powers as a hedge against possible threats from China.
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and large a hedging of taking hostages. When hostage hedging hap-
pens, hostilities have already taken place, and therefore no other side
for hedging exists. Even Taiwan, similar to a hostage, would hardly be
happy with this situation for long either.

On the one hand, Taiwan could block China’s view over the United
States and, similarly, it could block American’s view over China.
China could not take U.S. intentions to defend Taiwan more hostile
to China. If such similar problem happens to the United States, the
United States would understandably very much does the same. It
would do both the United States and China good if such a source of
negative feelings and distrust could be eliminated. A separate Taiwan
was, in general, a result of “century of shame” in history and, more
specifically, civil war. The United States and China should find way
to step across this slippery pool of water and look at larger issues
with longer views to enhance the interest of both. The issue of the
United States defending Taiwan keeps provoking doubts, suspicions,
and distrust among the Chinese about the intention of the United
States. In the last few years, the Chinese increasingly doubt their in-
clined assessment of economic and political values that the United
States advocates. They become more suspicious of the U.S. purpose
of engaging China and ask themselves if the U.S. stance on Taiwan is
part of its new containment policy. Further, distrust arises that the
United States wants, if possible by any means, to see a weak China
because the United States takes a strong China as a challenger.

On the other hand, with the Taiwan issue lingering, Americans could
get the impression that China is threatening a much smaller Taiwan,
which has a democratically elected government. Americans some-
times become incensed when a communist country tries to deprive a
democratic nation of its freedom. Because of potential military con-
frontation and the fact that China is nuclear weapon equipped,
Americans may consider China as an even bigger threat.

However, fighting a war to solve the Taiwan issue is not in China’s
best interests either. China could win such a war. But the war would
cost both Taiwan and China years of savings and investments.
Chinese would be taking Chinese lives. Such a war would subordi-
nate many of the urgent tasks for modernizing China, leaving mil-
lions of people below the poverty level in Ganshu and Guizhou to
suffer much longer. If China resorts to war, with or without U.S. mili-
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tary invention, China will pay a dear price with extremely high inter-
est for decades to come. Recent history clearly shows how important
and how much value a good image is to China and to China’s dream
of modernization. In general, war on Taiwan would inevitably con-
tradict China’s interests in economic development, regional security,
and integration with the world community. A war would not only
cost China tremendously and immediately but also hurt its critical
international relations and image for a long time to come. China
should want to play the role of sophisticated and respected deal-
maker rather than orthodox knight. China needs to be seen as a
country that the region can rely on for safety and stability. China
does not want to make its neighbors feel safer only if they have a
force to counter and balance it. China should want to deepen eco-
nomic integration in the East Asian region rather interrupt the cur-
rent process with a war.

Regarding the people of Taiwan, China should want to earn and es-
tablish more trust after 50 years of separation. China needs to learn
to listen to Taiwan. China needs to constantly examine what it offers
Taiwan. Further, China should examine what it can do to improve it-
self to better embrace Taiwan. China may have to admit that there
are things needed to accomplish the patching of some important
gaps. It is likely beyond question that China should go further with its
economic and political reform. In addition to many of Taiwan’s con-
cerns, there is suspicion or a lack of assurance or institutionalized
guarantees for China’s promises. This lack remains a basic obstacle
to unification in the hearts of some Taiwanese.10 The freedom that
mainland Chinese enjoy and the institutions behind this freedom
will be the most convincing evidence in Taiwan’s verdict.

If war is China’s only means of effective communication with
Taiwan, this is telling of at least poverty of wisdom, considering all
the pride of China’s past and in the face of developments in the age
of communication. Both sides of the Taiwan Strait came from a simi-
lar culture of the art of war and philosophy of peace. According to
Sun-tzu: “To win without fighting is the acme of skill.” If wisdom,

______________ 
10Taiwan’s President, Jiang Jinguo, discussed unification in 1982 with a Newsweek
reporter.
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confidence, and patience can combine properly, a win-win outcome
is still possible.

China needs to search for vision and wisdom in resolving the Taiwan
issue. The vision is looking forward 30 to 40 years, when broader
economic integration, deeper cultural exchanges, and more rational
reasoning based on human respect will eventually set the back-
ground for political decisions. Wisdom should be reflected in China’s
offers to Taiwan. Particularly, these offers should reward Taiwan for
voluntary unification.

In addition, any war with Taiwan will cause China to lose the foreign
investments that China’s growth increasingly relies on. China relies
more than ever before on long-term partners in its trade and invest-
ments. A war would cast a lingering shadow over the heart of busi-
ness planners and investors. A war would also distance China from
the world business community if not ruin its hard-earned relations
with this community.

As the common ground on which the U.S.-China relationship pros-
pered in the 1970s and 1980s continues to face erosion, the two sides
need to think more openly, patiently, and creatively to reach an ap-
propriate approach to Taiwan. A peaceful solution regarding Taiwan
will eventually rest on the economic interests, well-being, and the
development of rational thinking on both sides of the Taiwan Strait.
The United States

and China need to look beyond Taiwan in search for a new relation-
ship on the basis of long-term strategic interests in the 21st century.

BUSINESS TIES AND TRADE IMBALANCE

Business and economic bonds between the United States and China
have been steadily strengthening since the rapprochement of the
early 1970s. Still, more economic opportunities continue to arise and
unfold. The growing economic bonds between the United States and
China can be attributed to economic resources and mutually attrac-
tive business opportunities. On the one hand, China can offer an
enormous market of people with fast-rising incomes and an almost
unlimited supply of labor. The United States, on the other hand, of-
fers the leaders in technology and development of competitive busi-
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ness organizations. However, tensions regarding trade imbalances
became noticeable in the early 1990s and have turned political.

Since the first U.S. joint-venture started in Beijing in April 1980, in-
vestments from the United States have bloomed in China, from
McDonald’s fast food, to Motorola cellular phones, to GM’s Buick
cars. American direct investments in China mounted to $25 billion
by the end of 1998, while another $20–25 billion was committed to-
ward future investments, with nearly $4 billion committed for in-
vestments in 1998 alone (see Table 12.1).11

U.S.-China trade experienced steady growth since the early 1970s
and particularly since China began its economic reforms in the late
1970s and early 1980s. In 1972, direct trade between the United
States and China was less than $13 million (or, according to
American statistics, which include trade through third countries,
trade was less than $100 million). U.S.-China annual trade rose to
nearly $5 billion in 1980 according to both American and Chinese
statistics. It further increased to $20 billion in 1990 (according to U.S.
statistics) or $12 billion (according to Chinese statistics), and more
recently stood at over $80 billion (U.S. statistics) or $55 billion
(Chinese statistics) (see Table 12.1).

While the U.S.-China trade volume grows, the share of trade with the
United States in the overall foreign trade of China has been rising.
According to Chinese statistics, the share of Sino-U.S. trade of total
Chinese foreign trade increased from 12.6 percent in 1980 to about
15 percent in 1995, and to an estimated 20 percent in 1998.
According to U.S. statistics, the share rose from 12.9 percent in 1980
to 17.3 percent in 1990, to 20.4 percent in 1995, to 21.9 percent in
1996, to 23.2 percent in 1997, and to an estimated 25 percent in 1998.

At the same time, the share of trade with China in the overall foreign
trade of the United States rose from an insignificant figure in the
1970s and early 1980s to about 5 percent in 1998. From 1996 to 1998,
China was among the top five trade partners of the United States,
after Canada, Japan, and Mexico.

______________ 
11All dollar amounts are U.S. dollars unless otherwise noted.
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Table 12.1

U.S. and China Total Trade Volume and Balance
(in billions of unadjusted U.S. dollars)

Year
Chinese Statistics:

Total
Chinese Statistics:

Balance
U.S. Statistics:

Total
U.S. Statistics:

Balance
1972 0.013 0 0.10 0.03
1973 0.26 –0.18 0.80 0.67
1974 0.48 –0.27 0.93 0.70
1975 0.47 –0.21 0.46 0.14
1976 0.32 0 0.33 –0.07
1977 0.29 0.065 0.33 –0.03
1978 0.99 –0.45 1.1 5.0
1979 2.4 –1.3 2.4 1.07
1980 4.8 –2.8 4.9 2.6
1981 5.9 –2.9 5.5 1.7
1982 5.3 –2.1 5.4 0.41
1983 4.0 –0.6 4.6 –0.30
1984 6.0 –1.4 6.3 0.38
1985 7.0 –1.7 8.1 –0.37
1986 7.3 –2.1 8.3 –2.1
1987 7.8 –1.8 10.4 –3.4
1988 10.0 –3.3 13.5 –3.5
1989 12.3 –3.5 17.8 –6.2
1990 11.8 –1.4 20.0 –10.2
1991 14.2 –1.8 25.3 –12.7
1992 16.7 0.5 33.2 –18.2
1993 27.7 6.3 40.3 –22.8
1994 35.4 7.5 48.1 –29.5
1995 40.8 8.6 57.3 –33.8
1996 42.8 10.5 63.5 –39.5
1997 48.9 17.4 75.4 –49.5
1998 54.9 21.0

SOURCES: The World Almanac and Book of Facts, 1995–1999; Almanac of China’s
Foreign Trade 1998; Almanac of China’s Statistics, 1995–1998; A Statistical Survey of
China 1999, Beijing, China Statistics Press, 1999.
NOTE: The data on China do not include those for Hong Kong.

While both countries enjoyed economic benefits from this trade, the
U.S. trade deficit with China has become a major economic and po-
litical issue. The U.S. trade deficit with China ranks number two after
Japan. If the trend continues, the U.S. trade deficit with China could
in the near future surpass that of the United States with Japan.

Regarding the trade imbalance issue, the first and the most impor-
tant factor is the openness of the Chinese market. China should
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make its markets more open, allowing more American goods and
services to have access to the Chinese market. China should act more
quickly to remove market barriers and entry restrictions designed to
limit competition from foreign businesses. At the same time, the
United States should look more closely and specifically at the trade
deficit issue. Some specific factors in trade balance measurement
and assessment should be considered carefully: After two decades of
foreign investment and economic reform, for every dollar of Chinese
export in 1998, 45 cents accrues to foreign investors.12 In the last
decade or so, Hong Kong and Taiwan businesses moved to China a
massive amount of labor-intensive industries, such as shoes, apparel,
toys, electrical and electronics, and computer parts and components.
Moreover, the United States needs to further lift restrictions on ex-
ports and allow more U.S. technologically advanced products to be
exported to China. The current rigid restriction system deprives
American businesses of hard-earned opportunities and chokes a
potentially enormous market and development of business interests.
This is particularly true for technology industries given the extremely
fast pace of technology development and innovation. Given that the
United States and China reached an agreement in November 1999 on
China’s entrance into the WTO, it is ever more promising that the
Chinese market will be more open to U.S. business and investment.
Once China enters the WTO, implementation of China’s commit-
ments will be overwhelming, but, as the Chinese economic transition
for entrance into the WTO proceeds and succeeds, enormous oppor-
tunities will emerge for China and the United States.

With proven benefits and rewards from economic opening and mar-
ket-oriented reform, China has to more firmly embrace globalization
and integration with the world economy. Fear of foreign economic
dominance, overprotection of the national economy, and more time
for economic transition are unceasing dragging on the reform pro-
cess since the very first day China took the path of reform. Although
appropriate planning and careful timing is always a good idea for
major policies, experience suggests that China should worry more
about being slow to open up and reform than being too fast. Even as-
suming China moves faster in opening up its markets, a large
American trade deficit with China is likely to remain.

______________ 
12China Statistics Press, A Statistical Survey of China 1999, 1999.
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Another area in which China needs to improve is to make its market
more open and attractive to U.S. investment. China receives less
than 0.5 percent of U.S. investment from abroad, in sharp contrast to
5 percent share of trade. China attracts less investment from the
United States than do Taiwan or Singapore, where economies enjoy
much more freedom and easy access for foreign investors under the
rule of law. Specifically, China should expedite reducing barriers for
foreign investment in infrastructure and the service, retail, and fi-
nancial sectors.

China also needs to focus on improving the investment environment
regarding the rule of law. Although there is no doubt that China has
moved far and fast in developing a market-oriented economy, China
lags way behind in terms of the investment environment as com-
pared with competing economies in such East Asian countries as
South Korea, Taiwan, and Singapore. In China, uncertainties about
business transaction costs are high, while legal protection of prop-
erty and business is low. Currently, China attracts most of its foreign
investment from overseas Chinese. China also needs to make itself
more attractive to multinational corporations, which rely on the rule
of law for both protection and establishment of expectations. For
long-term or short-term benefits, there is nothing more beneficial to
China than spending resources on accelerating development of the
legal system for a market-oriented economy.

Currently, the United States and China should focus on reaching a
fair, commercially viable, and practically accountable agreement for
China on WTO entry. Once an agreement is reached, the next task
will be for the United States to work with China to fully implement
China’s WTO commitments, which may require much more political
and economic resources than can currently be understood, given the
diversity of the Chinese economy.

In other economic and business areas, depending on overall rela-
tions, the United States can cooperate with China by applying its ex-
periences and resources. Specific areas include fixing problems of
state-owned enterprises, industrial restructuring, banking system
reform, efforts against corruption, development of the rule of law,
development of social and economic policies for unemployment and
social security, and ongoing career education.
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THE ENVIRONMENT AND NATURAL RESOURCES

China is a major partner with the United States in the global effort to
protect the environment. Although China’s per-capita production is
very low, with one-fifth of the world’s population, China should ex-
pect to cooperate more on and contribute more than it has in the
past to pollution control and environmental protection. Currently,
China is the world’s number one producer of steel, coal, cement,
fertilizer, and similar products. And two-decade’s economic growth,
which has lifted millions out of poverty, has caused serious environ-
mental damage that will be felt for many years to come.

Some of this damage is already devastating. A survey in 1997 shows
more than one-third of monitored urban river sections are seriously
polluted and that they do not even meet the lowest standards neces-
sary for irrigation water, not to mention drinking water. In many
major cities, such as Hangzhou and Yibin, over 70 percent of rainfall
is acid rain. The frequency of acid rainfall in some cities, such as
Changsha and Zhuengyi, reaches 90 percent.

Although China has taken many measures to prevent environmental
damage, it will likely see its environment get worse before it gets be-
fore. The United States and China are both among the top polluting
countries in the world. The principal pollutants include carbon
monoxide, lead, nitrogen oxide, and sulfur oxide. China is the world’s
second largest greenhouse gas producer, trailing behind only the
United States.

Although it has a long way to go, China has voluntarily devoted sub-
stantial financial and human resources, in addition to regulation ef-
forts, to clean air and water and to preserving the ecological system.
China’s increasing market orientation requires a strategy for future
environmental protection that goes beyond the measures of the past.
Achieving environmental protection goals will require sacrifices in
the near term and experience to make the battle more effective.

The United States and China, together with other countries, need to
cooperatively work out incentive programs for China and other less-
developed countries to shorten the process of cutting down emission
rates to the level of more-developed countries. China remains a poor
country, with half the population subsisting on under $2 a day. As
Mark Hertsgaard observed, although being a big source of pollutant
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emissions, “China emits a far smaller amount of greenhouse gases
per capita than the rich nations whose earlier industrialization has
already condemned the world to climate change.”13 The fact is that
the per-capita income of China is still well below the world average,
and the Chinese in most of the inland areas have basic and urgent
needs still to be met. Given this, future benefits and costs are subject
to a higher discount rate in calculations and decisionmaking.
Controlling pollution and improving the environment may involve
near-term sacrifices and disproportional allocations of the benefits.
Environmental protection could be an extra or unfair burden for
certain generations. On top of that, it requires understanding, coop-
eration, investment, and conscious action from all of the people.
Although determined, China is facing an uphill battle in this ambi-
tious environmental war—to reduce emissions in 2020 below today’s
levels, improve air and water quality, and lower pollution-related
health costs by 75 percent—while at the same time China will again
quadruple its output. As for the United States, it needs to work with
China on the environment. Absent a radical shift in world policies,
the greenhouse effect, for example, and other environmental damage
will accelerate global climate change, melting polar ice caps, and
causing more and nastier hurricanes, droughts, and blizzards. The
United States, China, and the rest of the world will suffer from such
changes. The United States also has the resources and experience to
assist China. This is a potential a major bond for the United States
and China. Although China has realized the benefits of preserving
the earth and protecting the environment, China undoubtedly has its
own agenda, which may be far from that of the United States on this
score. Given the huge differences in social and economic develop-
ment, both the United States and China can see a clear common in-
terest in working closely on accelerating China’s environmental ef-
forts.

IDEOLOGICAL DIVIDE AND DOMESTIC FACTORS

Tensions arise between the United States and China on such issues
as the structure of the world order and how to maintain it, interna-

______________ 
13Mark Hertsgaard, “Our Real China Problem” (originally published in Atlantic
Monthly, November 1997), in Orville Schell and David Shambaugh (eds.), The China
Reader, Vintage Books, New York, 1999, p. 388.
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tional interference in human rights issues versus state sovereignty,
democratization and government-citizen relations, abortion and
family policies, freedom of religion, and the rule of law. When there
was a common threat, tensions in these areas did not prevent the
two countries from developing strategic cooperation against the
Soviet Union in the 1980s and part of the 1970s. Since the early 1990,
however, there has been a consistently increasing level of difficulty in
consensus building on almost all of these issues. The difficulty for the
U.S. administration in reaching consensus with the Congress cannot
be better illustrated in terms of its potential damage to the U.S.-
China relations as in the case of President Clinton’s reluctance to
proceed with a WTO agreement when Premier Zhu took a great risk
in making unexpected concessions in Washington.

China differs with the United States on the structure of the future
world order. Beijing opposes what it sees as Washington’s troubling
tendencies toward unilateral action. Like many other countries,
China does not support U.S.-led military interventions in such hot
spots as Kosovo and has expressed grave concern about the possibil-
ity of U.S. military action in North Korea. However, on the develop-
ments in East Timor and the subsequent sending of UN peacekeep-
ing forces, China and the United States stood together throughout,
with early opposition from Russia.

The issue of human rights in China causes constant tensions be-
tween Washington and Beijing. The Chinese leadership strictly limits
any organization’s ability to challenge the ruling party. The Chinese
government considers criticism of China’s human rights record as
interference in its state sovereignty. The Chinese leadership argues
that it has improved economically human conditions and living stan-
dards, lifting more Chinese out of poverty than at anytime before. It
often points to decentralization and liberalization of the economy as
development of freedom for individuals. The Chinese government
further views human rights issues as having been used against it in
the way of blackening its image and introducing unstable factors.
Chinese leaders have repeated from time to time that stability over-
rides everything.14 The Western conviction is that state power stems

______________ 
14Even before the Tiananmen Square incident, Deng Xiaoping told visiting U.S.
President Bush: “Stability overrides everything. Without stability, nothing can be
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from the people rather than the people’s strength emerging from the
state. Yet, in the past, American administrations have seen human
rights as a Chinese domestic issue, secondary to fundamental U.S.
interests. More recently, however, humanitarian and security in-
terests have become increasingly intertwined for the United States.

Both the United States and China involve multiple domestic forces in
shaping their relationship. In the United States, as a result of democ-
racy, interest groups, the media, and various governmental branches
all attempt to affect the relationship. Sometimes, domestic feelings
can choke new initiatives that may carry strategic merits for funda-
mental U.S. interests. Cultural and ideological differences may also
intrude in U.S. policies on China. For example, according to Kenneth
Lieberthal, 120 congressmen voted against China’s most-favored-
nation trade status in 1996 because of their opposition to China’s
birth control policies.15

U.S. labor unions have also been criticizing China’s trade policy,
considering China a threat to their interests. Growing imports from
China and the large U.S. trade deficit with China has been a regular
target of many U.S. interest groups. Conservative presidential candi-
date Pat Buchanan also joined in the fray with his strong rhetoric on
protectionism. The voices could get very loud, particularly when the
U.S. economy was in trouble and unemployment rates were high.

Human rights and antiabortion groups represent two of the strongest
voices against China. Considering that the abortion issue has caused
serious violence in America, it is not surprising that this group has
taken a stand against China’s mandatory birth control policy. These
two groups are sometimes highly political and influential in domestic
policy. Human rights groups have become more powerful in inter-
national policymaking than ever before, in terms of their influence
both over the government and corporations. They regularly publish
human rights reports and comment on government and corporate
policies. It is interesting to note that these groups, while often critical

_____________________________________________________________ 
done, and we could lose what we’ve achieved” (Shu Ge, American China Policy and the
Taiwan Issue, p. 590, 1998) .
15Kenneth Lieberthal, “Domestic Factors in U.S.-Sino Relationship,” in Zhao Baoxi
(ed.), Sino-American Relations, 1997.
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of China’s behavior, work hard with Chinese authorities and agencies
to keep dialogue and communications open.

The U.S. Congress, by and large, has also been difficult in reaching
consensus with the administration on China policies since 1990.
With the Tiananmen Square incident lingering, the Congress has
been critical of both Presidents Bush and Clinton. Although partisan
factors are undeniable, the Congress appears to view China differ-
ently at present than it did in most of the 1980s. The Congress has
been particularly alert to the issue and potential threat of a rising
China.

China has sometimes found it difficult to comprehend that political
forces, other than the administration, have sway in the formation of
U.S. policy on China. The Bush and Clinton administrations have
borne a heavy burden of criticism over their China policies. While
U.S. administrations should develop clearer and more persuasive
thinking on China policy in efforts to build consensus with Congress,
both the United States and China would be better off if China had a
better understanding of the mechanisms involved in U.S. politics and
reflect this understanding in its policies and dealings with regard to
the U.S.-China relationship.

As for China’s U.S. policymaking process, it is no longer the same as
what it was in Deng’s or Mao’s time. Interest groups are playing a
greater role. The reactions in the bureaucracy to Premier Zhu’s con-
cessions and failure clearly implied this change. Given governmental
decentralization and the development of industrial representation in
government since the early 1980s, economic and political interests
have driven ministries, provinces, and industrial associations to
voice their demands and protect their interests. It is noticeable that
economic liberalization in China does not stop at the corporate and
individual level, but penetrates into all levels of the economic hierar-
chy and the thinking of citizens and officials.

Nationalism appears to be rising in China and could become an im-
portant domestic factor the Chinese leadership will need to carefully
consider in dealing with the United States. In addition, the dispatch
of two U.S. Navy carriers to the Taiwan Strait and the accidental
bombing of the Chinese Embassy aroused broad resentment in
China.
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CONCLUDING REMARKS

There are many bonds and tensions between the United States and
China arising from their own deep interests and perception of the
interests. Development of the relationship is subject to these op-
posed forces.

The equilibrium of U.S.-China relations moves as a result of con-
stantly shifting actions and interactions. The relationship is a high-
stakes game. At present, the United States has greater strength and
influence. China has its vast fast-learning populace. The United
States has more international interests to manage. China has more
domestic problems of social and economic transformation to re-
solve. Both benefit from their trust in each other and suffer from
confrontations with each other. The United States has many forces
contributing in the shaping its policy toward China. China is begin-
ning to see different groups voicing opinions about China-U.S. policy
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as a result of economic and social progress. The United States, in
dealing with China, seems to need more political patience, cultural
tolerance, understanding of China’s social diversity, and even
broader media coverage of social and economic developments in
China. China, in dealing with the United States and the world at
large, seems to need to challenge itself more with market competi-
tion, development of legal and democratic institutions, social open-
ness, and adaptation to international norms. In general, both need
show each other more respect and to improve their understanding of
the other for a constructive relationship to develop between these
two vastly different countries. It is hoped that the United States and
China can learn to develop good will and mutually beneficial coop-
eration.

At this time and in the near future, the United States is in the better
position for initiating and leading the development of the U.S.-China
relationship. China will respond, as confirmed by the history of the
last half century. As David Shambaugh elegantly put it: “If the United
States treats China as an adversary, it will become one.”16 With all the
common bonds and interests of the United States and China, if the
United States treats China as an friend, China is likely to act like one.

______________ 
16David Shambaugh, “China’s Military: Real or Paper Tiger?” in Orville Schell and
David Shambaugh (eds.), The China Reader, Vintage Books, New York, 1999, p. 446.
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