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Abstract

We provide an historical survey of Chinese economic reform, a discussion of the current
major problems, and measures of the evolution of inequality in China through time, 1979-
1996.We argue that China' s most pressing reform needs now are in the social sphere, specifically
the creation of an adequate socia security system. The paper concludes with maps showing
measures of inequality within each province of Chinafor the years 1989 and 1996, and the change
over thisperiod. The maps reveal a marked regiona pattern of high and sharply rising inequality
especialy in North and West China, with amilder situation in the South. We suggest that this
pattern is consistent with the Kuznets conjecture relating inequality to economic growth; the
problem of rising inequality in Chinaisin part the uneven character of growth and devel opment
across the country.



How can one best explain China’' s remarkable economic growth over twenty-one years
and its rise from autarky to world economic power? The exercise requires chutzpah; it demands a
simplification; it cries out for the trained capacity to present a unifying theme with aweighty set
of policy implications.

Fortunately the academic establishment possesses these traits in abundance. Examples
range broadly from the socialist romantics (e.g., Naughton 1995) to the capitalist romantics (e.g.,
Sachs and Woo, 1997); the former believing that China has developed its own and specifically
non-capitalist path, the latter that it is transforming itself into a free-market system. The two
camps hurl paper missiles at each other in a satisfying postlude to the Cold War (Woo 1999,
Rawski 1999).

But this battle is not, alas, about China. At least, it is not about China specifically. Itis
about economics, the economics profession, the indoctrination of students and policy analysts, the
politicaly and academically correct set of beliefs for those who practice development. As aresult,
it bears an eerie resemblance to the long history of policy discussionsin Chinaitself, equally not
about the actual problems of the country but rather over the correct line and the ascendancy of
adherents of one line over the adherents of another.

“We must stick unflinchingly to the socialist road. The road is tortuous
and the struggle intense. But the future is undoubtedly bright.”

To get beyond this point, it helps to adopt an analytical framework that is rooted in the
tortured history of China and of the People’ s Republic itself. We do not claim that what follows
presents a definitive view. Itis, rather, an attempt to point to the main features of the scene, and
to place some of the otherwise perplexing developments since 1978, and recent choices, in their
own context. Our thesisisthat while political discourse in China reflects the larger intellectual
conflicts familiar in the West, most decisions of policy are rooted in conditions and struggles
inside China, and reflect both continuity and change in internal institutions of very long standing,
rather than the import of models from the outside.

1. Budget Deficits and Cultural Revolution.

First, abasic fact. Under the traditional system in China, both after the Revolution of 1949
and before-hand, fiscal process was the lynchpin of the entire economy. Government collected
revenue and then allocated funds to various entities and activities in Chinathrough its budget and
expenditure management system. Especially, government capital spending was the dominant
investment source. Therefore, the fiscal situation of China prior to economic reform almost
completely reflected China s economic health. Even as late as 1994, when one of us began
service as atechnical adviser to the State Planning Commission, the term “macroeconomic
control” meant public fiscal control almost to the exclusion of other connotations.



Thus the catastrophe of the Great Proletarian Cultural Revolution, beginning in 1966 and
lasting for a decade, presented itself to the Chinese leadership asfirst and foremost afisca
problem. The decade of debate, political struggle and factional fighting, the decimation of the
civil administration and the professions, the shutdowns of schools and factories led the economy
to the verge of collapse. This dramatically reduced government’ s tax revenue; the budget deficit
in 1976 reached 10 billion yuan for the first time in China s history. The situation was further
worsened by a series of events, including the 1976 earthquake in Tangshang and the death of
Chairman Mao.

Aware of the peril, Hua Guo-Feng launched around of modernization, so called Y ang-
mao-jin (or Great Leap Forward by Imitating and Importing from the West), in the hope that
China could invest itsway out of trouble. But this program only worsened the situation.
Overspending on capital investment and imports caused overheating and led to a more than 52
billion yuan deficit in the government’s capital investment account. 1n 1979, China s current
budget deficit surged to more than 17 billion yuan (more than 20 billion in some accounts), of
which about 5 billion was associated with the China-Vietnam border war (Wen, 1994). Overall
deficits accounted for 17.7% of Chinese GDP in 1979. Chinese leaders had to find a way out, and
this mundane fact, rather than philosophical change or ideological revelation, prompted the first
wave of reforms.

2. Bottlenecks and Heavy Industry

The failure of Y ang-mao-jin was rooted in the critical imbaance of China’s industria
structure. By military necessity and from Soviet example, China had long targeted heavy industry
asits strategic industrial sector. China sindustrial strategy was reflected in the pattern of state
control. Inindustry, the state had a dominant share. Sixty-six percent of State-Owned
Enterprises’ net fixed assetsin 1978 were in industry, while agriculture accounted for only 2.8%
of state assets. Also in 1978, SOE’s accounted for 77 percent of gross industrial output and 78
percent of urban employment -- 74.5 million of 95 million workers. But 76.3 percent of total
employment was rural, and there the state had never taken any significant share.

This heavy-industry-oriented, urban-devel opment, state-sector policy carried an intrinsic
flaw. Over time, it became obvious (as it had in Russia) that the strategy was bottlenecked by the
underdevel opment of other sectors. As aresult, it became atypical practice that whenever
bottlenecks occurred, the government temporarily slowed down the expansion in heavy industry
and allocated some resources to the bottlenecking sectors--light industry -- a so-called

t Unless specified otherwise, all data cited in this paper are based on the China Statistical
Y ear Book 1997, and on Key Indicators of Developing Asian and Pacific Countries, 1992 and
1997 issues.

2 Industry was defined by China as all sectors excluding agriculture, construction,
commerce, grain and foreign trade, urban public utilities, transportation, postal and
telecommunications.



readjustment process. Y ang-mao-jin therefore put money into a sector that was already over-built,
with the result that efficiency gains were nil while bottlenecks arose very fast.

Agriculture had of course suffered from the orientation of policy toward heavy industry.
Chinaisbasically an agricultural country, and agriculture was the major income sources of more
than 800 million people of the one billion population in the late 1970s. Farm technology was still
very primitive, and extremely labor-intensive. Output per capitain 1978 in rural Chinawas 174
yuan, compared to a GDP per capita of 360 yuan. In many of the remote regions, there was
starvation. To increase agricultural output was therefore not only a means of solving the
imbalance problem, hence the budget deficit problem, but also away to increase incomes that
might then form a demand to other industrial sectors. In other words, in 1979 structural and
Keynesian remedies converged at a moment of fiscal crisis.

3. The Agricultural Reform

At the same time, conditions in Chinese agriculture in the late 1970s presented major
opportunities; the potential rewards to policy change were not only high, but were known to be
high by the national leadership.

Much has been made, of course, of the effects of the People’'s Communes on agricultural
productivity in China and their responsibility for the low living standards of the countryside. It is
true that under the communes farm incomes were low, investment even lower. But collective
agriculture in Chinawas not, in fact, smilar to that of the Soviet Union. It was not driven by a
desire to realize economies of scale, and did not lead to the gigantism of the Soviet agricultural
machinery industries, with their fleets of traktorii churning dust on the steppe.

Moreover, weak control by the state meant relatively large freedomsin the rural regions.
Even after People’'s Communes were implemented, farmers still had their own small vegetable
plots (Zi Liu Di, or The Land Left for Family), allocated by family size. And in many regions,
families might also have a piece of mountain land where their fuel for cooking and heat would
come from. Severa families might also share the rights to a pond for fishing and irrigation; though
the reservoirs were usually owned by either the village or the commune.

Because of these spheres of private control, so-called free-trading-markets or agriculture-
trading-markets remained active in China, even through the Cultural Revolution. Launching
reform first in rura areas was therefore quite a ssimple matter: it meant only alocating the land
owned by the village to the families, and declaring that farming tools owned by villages were to be
shared by farmers. These were little steps. Thisisimportant, because in the early stage any policy
that radically chalenged state ownership might have incurred a backlash.

Furthermore, for those leaders who launched the reform, these steps were relatively easy
for another reason: they had been tried before. After the Great Leap Forward collapsed China's
economy in early 1960s, Deng Xiaoping and Liu Shaoqi had launched agricultura reform, using



the same prescription. This had dramatically increased rural income and productivity, improved
agricultural supply, ended the famine of 1960-62, and to a great extent, facilitated the mini-boom
in 1963-1966. Mao’s Cultural Revolution -- with its productivity-depressing “work point” system
and campaigns against market activity -- was, in part, a reaction to the success of these measures,
areaction that finally ended Liu'slife and sent Deng to labor camp. Fifteen years later, Deng re-
launched the interrupted reform. To some extent, one may say that Deng ssmply fought the old
enemy - the collapsing economy - using an old weapon--agricultural reform.

It iswell known that China’'s agricultural reform was very successful. Our point is that the
policy was not new to most Chinese in late 1970s, because it was simply the same policy as that
of the early 1960s. By the so-called Household Responsibility System, lands owned by villages
and People’' s Communes were allocated to the household, as were other production resources
such as mountains, small ponds and farming tools. Work points were eliminated, and markets
opened. The policy dramatically enhanced, or more precisdly, restored, farmers motivation and
increased both output and productivity. Agricultural output increased 126% from 1978 to 1984,
and agricultura output per rural laborer increased by 113%. During this period, China's growth
of agricultural output outpaced GDP growth by about 28 percentage points (from 1978 to 1984,
GDP increased 97.8%). Asaresult, the agricultural sharein total GDP grew from 28.1% to
32%. Food poverty declined very sharply. Of great importance, the rural share in total national
saving deposits increased significantly: from 26% in 1978 to 36% in 1984..

4. Auxiliary Reformsin Light Industry and Commerce.

There were severa other efforts at this stage, including the open door policy, industrial
structure adjustment, and decentralization in domestic commerce. We will reserve the open door
policy for alater section; the latter two issues will be discussed briefly here.

At the same time as the agricultural reforms, Chinese leaders launched efforts to redress
the imbalance between light and heavy industries. In early 1979, the CCP decided to accelerate
development in light and textile industry, planning to make the growth of these sectors match or
dightly exceed that of heavy industry. Later that year, the State Planning Commission set detailed
priorities to guarantee the implementation of the light industry strategy. The package of favorable
policies affected energy supply, transportation, bank credit and foreign exchange for imports. As
aresult, construction investment in light industry increased dramatically, from an annual average
of 1.35 hillion yuan during 1953-1978 to 4.2 billion yuan during 1979-1984. (Lu, 1999)

To facilitate reform in both agriculture and light industry, China also began to reform its
highly centralized and rigid commerce. Wholesale and retail sectors were granted more autonomy,
and in the services sector especially food services owned by the state were either transferred to
community or leased to individuals. At the same time, the agricultural price system was reformed
and prices were adjusted up significantly. The categories of goods covered by the central plan

3 Authors' calculation, based on the data sources stated in the Footnote 1.
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were reduced from 274 in 1978 to 115 in 1982 and then to 60 in 1984 (EDSB, 1994). The
traditional “ Centralized purchase and centralized selling” system was broken up.

5. The Second Phase: Urban Economic Reform 1984-1988.

With rising agricultural output and productivity, non-agricultural industries also emerged
in rural areas. Township and Village Enterprises (TVE's) developed quickly, because of the
autonomy they enjoyed in the countryside: no plan, no control. By contrast, constrained by both
ideology and the plan, SOE’s in urban areas still operated at aloss and without motivation to
reform. After adebate in 1983 and early 1984, China decided to reform its SOE’s under a
modified planning economy: it would become a planned commercia economy, in which
“commercial economy” was used as verbal substitute for market economy at that stage.

In October 1984, the Communist Party issued “ Decisions about Economic System
Reform,” which outlined China s second stage of reform. This outline was very ambitious. It
tried to reform virtually every aspects of the economy, including the enterprise system, plan,
materia supply, labor and wages, finance, commerce, prices, and fiscal and tax policy. The
overarching framework was to change the type of reform pursued in China' s economy from a
single or isolated approach (such as reform in agriculture) to multiple and coordinated approaches
(plurdistic approaches). The leadership wanted to deepen reform in rural areaand alow TVE
development, for instance, and at the same time reform SOE'’ s so that there would be multiple
ownership (cross-ownership) in urban areas in every aspect of the economy at once. At the micro
level, enterprise reforms would go alongside such macro measures as fisca, tax, and financia
reforms.

In the event, the package proved too ambitious. Some of the new reforms, such as tax
reform and further decentralization in SOE’s and commerce, were successful. Others, such as
financial reform and establishing central-commercial bank system, made little progress. Because of
dow progress in banking reform, fiscal reform and decentralization, while they gave more
motivation to local government, also incubated localism and regional protection. Banks were
forced to expand credits by local officials even though central government called for tightening.
Loca governments purchasing increased, investment kept expanding, the economy overheated
and inflation went up. Traditional central control and adjustment instruments worked less
effectively. Inalong-familiar pattern, since the central government had lost control over the
whole economy, fiscal conditions had worsened, and this became once again the signal for
retrenchment.

6. The Transitory Period (1988-1991): Adjustment and Crisis

The difficulties of second-stage reform led to a second round of macroeconomic
adjustment, beginning after the summer of 1988. At the same time, ideological debate about the
role of planning as against the market economy heated up. The debate centered on whether
reform since 1984 had become too radical. For some Chinese leaders, it was the reform itself



during this stage which had fueled overheating and inflation. Further, due to decentralization,
Communist Party leadership had been weakened by the reform.

Then came the Tiananmen Square incident of early June, 1989, itself brought on by
widespread discontent with inflation. The June 4 crisis gave those who opposed reform more
ammunition, and new initiatives in most areas came to a halt. Indeed, the adjustment was
overdone; after 1990 the Chinese economy fell into a Sump. When slump became apparent, the
government, reacted as it had in 1976, by pouring funds into the SOE’ s in the hope that they
might lead economic recovery. But help for the SOE’s came far too late, in many cases their
inefficiency was irreparable, and often the inflow of funds served only to prevent default on
massive debts that the SOE’s owed to state-owned banks. Asaresult, chain or triangle debt
flows prevailed and the real economy showed little improvement. Clearly, yet another new round
of reforms would be required.

7. The Third Round of Reforms; 1992 - 1997

Chinalaunched its new round of reform in 1992, on the urging by Deng Xiaoping that the
country create a*“sociaist market economy.” The new policy, while still very ambitious, was
much more sophisticated than the 1984 package. It covered areas such asfiscal, tax, investment
system, foreign capital policy, foreign exchange system, and banking system. Also, more favorable
conditions were granted to foreign firms who invested in China.

Among the most significant aspects of the post-1992 reforms were the following
measures:

-- A goal was set to transform China s bank system into a US central bank-commercial
bank system. This goal has been enunciated first in 1984, at the beginning of the second round
reforms, aimed at transforming the People' s Bank of Chinainto a central bank. At that time a
deposit reserve system was created and reserve ratios were established. But the PBC's
transformation didn’'t really start until three policy banks were created in 1994 and a central bank
law issued in 1995. The policy loans of China’ s four largest banks were transferred to the newly-
created policy banks, so that the big four might more easily make their transformation into
commercia banks. Changing the People’ s Bank into a central bank meant major transfers of
power from local officias, and this met heavy resistence from both central bank and local
governments, but overall, the reform proceeded as scheduled.

-- On taxes, China created a system similar to that of the United States. Local and central
tax collection were separated, which increased revenue for both local and central government. On
the other hand, the reform also separated the obligations of central and local governments,
streamline the fiscal budget process, and make it more efficient.

-- On Jan. 1, 1994, Chinamerged its official exchange rate with the trading market rate,
and created a single exchange rate system under a managed floating regime. At the same time, it



made the Chinese Renmimbi convertible under current account, a step that was believed not to be
feasible before the year 2000.

-- Finadly, with respect to the SOE’s, the new round of reforms made significant progress
in establishing modern enterprise systems, especialy share-holding systems. Many money-losing
SOE'’ s were either shut-down, or merged, or sold. Those survived were streamlined and began to
operate under the new system.

With these reform policiesin place, and a newly lowered interest rate, the economy burst
to expansion. But very quickly, real estate and capital investment fueled economic overheating,
bottlenecks in the construction and investment sectors emerged, and double-digit inflation
returned. Beginning in late 1993, economic policy was tightened again. The difference between
1992 and 1979, unfortunately for China, isthat in the latter period there were no longer large and
easy gainsto be had from fairly smple policy measures.

Since 1993, Chinese economic policy has in fact been comparatively tight, and while
growth has remained rapid by world standards it has been far below what would have been
required to absorb the massive increases in the urban labor force. Thus, while many Western
observers continue to think of the Chinese experience as a success -- partly because living
standards continue to rise, partly because they compare it with crisis-ridden situations of Asiaand
Latin America, and partly because foreign investors have not suffered systemic losses in China --
from a Chinese perspective the situation actually more closely resembles a crisis. The elements of
this crisis include banking and debt problems, and massive unemployment. To interpret the crisis,
one should avoid faling into the tired argument as to whether it represents a crisis of socialism or
of transformation. We believe that the problems in the 1990s fall into the classic pattern of
reform-boom-overcapacity-bad debt-credit crunch-slump, already seen on numerous earlier
occasions.

China experienced area estate boom in 1992 and an investment boom in 1992 and 1993.
Compared with the average of 18 to 25% growth rate in normal times, investment growth rates
were 44% in 1992, 62% in 1993 and 30% in 1994. Most of the new credits were extended to real
estate and to the money-losing SOE’ s, where they fueled overcapacity in both of these sectors.
Even worse, most of capacity expansion was at low levels of technology, and often highly
redundant. For example, there are hundreds of auto makers, most of which produce old model
and low quality vehicles. Some of them can’t sell one car ayear. But still many local governments
wanted to join in the race to develop the auto industry as alocal “pillar industry,” and so loans to
the automotive sector continued.

To cool down the economy in the face of these structural problems, China has maintained
atight monetary policy since 1993. With high interest rates, demand growth became weak. At the
same time, China began to reform its socia welfare system and its housing and education system,
and Chinese people became more risk-averse. This degpened the structural imbalance, and
consumer demand weakened further. It is true that the demand for housing loans, education loans,



insurance policy and other credit services grew, but with the underdevelopment of the financial
sector these services barely existed beforehand. In a classic replay of the old pattern, reform and
growth in one area generated a demand for linkages that could not be provided, and bottlenecks
stalled the reform.

In the meantime, banking reform began. The transformation from policy banks to
commercial banks reduced credit availability to the SOE’s. This worsened the situations of
SOE’s, who have so far relied on banks for capital. Many defaulted on their loans.

In short, overcapacity, structural imbalance, weak demand due to risk-aversion (which, in
turn, was due to slow progress in setting up afunctiona social welfare system), and banking
reform were the major factors behind the problemsin Chinain 1990s. Thisisironical and
paradoxical, because risk-aversion resulted from enterprise overhaul and massive layoffs, and
from the reforms in housing, education and medical service. These reforms may yield long-term
benefits. But they do have short-term adverse effects, and sometimes very fatal side-effects. Can
China' s reform and policy and overall economy survive that long? The question is open, and we
will return to it after discussing the Open Door policy.

8. The Open Door Policy -- What Was It?

The Open Door policy consists of two major types of policy change: the opening up of
geographic regions to foreign investment, and the opening of specific ingtitutions nationwide.

The geographic opening began in July 1979, when China granted the frontier provinces of
Guangdong (bordering Hong Kong) and Fujian (across the strait from Taiwan) preferential policy
flexibility. In May, 1980, the Shengzhen, Zhuhai, Shantou and Xiamen Specia Economic Zones
were created. In February, 1982, the Y angtze River Delta, Zhu River Delta and three other
regions in Fujian, Liaonin, and Shandong were opened. May, 1984, 14 additional coastal cities
were opened. In 1988, Hainan Island Province -- heretofore a fishing community -- became the
largest Special Economic Zone.

During the new round of reform in 1990s, first, Pudong of Shangha was opened. In 1991,
four border cities on China-Russia frontier were opened. In August, 1992, 15 more hinterland
cities were opened, and since that time, mgjor cities all over China have followed suit.

Compared to the speed of geographic opening, institutional openings for foreign trade
and foreign capital were slower, and have always been driven by the geographic opening.

China' s sectoral opening policies have included:
With respect to trade: China has implemented a progressive decentralization of its foreign

trading system, a system of export tax refunds, and it has applied the corporate system to foreign
trading companies. Later, an export promotion policy was launched, including further



decentralization, introducing the market system into foreign trade, and reform of the foreign
exchange system. The Chinese currency became convertible under current account, non-tariff
barriers have been cut (reducing import quotas and shorten control list), and tariffs reduced. Most
recently, of course, China has been negotiating its entry into the WTO, and further major
reductions of tariffs and trade barriers are in prospect.

With respect to capital flows: In 1979, the joint venture law was issued, and foreign
investment in SEZ’ s and other coastal cities was encouraged. Later on, Chinaimproved its law
and regulatory system, and began to guide foreign capital to regions or industria sectors preferred
by China. Until 1997, China's policy was to encourage foreign capital in manufacturing and other
industrial sectors, services were not a priority. Since 1997, however, various services have begun
to enter China. Several foreign banks have been allowed to offer RMB service. Overall China's
policy was to encourage FDI, but to maintain central control of foreign borrowing, and to
discourage portfolio inflows. By early 1997, there was a plan to open the capital account, but the
Asian crisisinterrupted it.

9. The Role of the Open Door Policy

From a closed economy at the end of 1970s, by the mid-1990s China had become the 11™
largest trading country. Its openness (measured by total foreign trade as percentage of GDP)
increased from 17% in 1978 to about 40% in the mid-1990s. Foreign capital investment also
surged; China has become the second hottest investment destination country, second only to the
US. During the surge period of 1990 to 1996, China attracted $230 billion of foreign capital,
accounting for 20% of total capital flows to developing countriesin the period .

Chinese leaders well understand that they need capital from externa sources to finance
their development goals, and that they need it on terms they can afford. China's capital inflow has
three characteristics under its overall open door policy package (Lu, 1999):

-- China has encouraged FDI. As a matter of policy and fact, external borrowing kept
shrinking and FDI rising during this time. FDI is more stable than bank lending, can also generate
industrial capacity and improve infrastructure, and finally, isless sengitive to interest rate
fluctuations and other short-term macroeconomic factors. FDI management is also highly
decentralized while foreign borrowing is relatively centralized; thus the borrower isin relatively
stronger position in dealing with FDI investors that with banks.

-- Chinarelies on developed countries for loan and debt inflow, but on Hong Kong and
Taiwan for FDI. Actually, attracting capital from the large and wealthy populations of overseas
Chinese was the initial motivation of China s open door policy, especidly of its Specia Economic
Zones. This has, of course, proved very successful.

-- The Open Door policy was aso vita to meet China s need for hard currency reserves
and to pay for imports of capital equipment. From 1990 to 1996, average annual growth of
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exports was 16.6%; in 1996, manufacturing exports accounted for 85.5% of total exports.
Mechanical and electrical goods had by that time replaced textiles as the biggest export item.

In 1992, exports by foreign and joint ventures accounted for about 20% of total exports. But by
1996, this proportion reached 40%. In some coastal regions, it is as high as 50-60%.

--Finally, China s Open Door policy provides a means for the importation of technologies
to which Chinawould not otherwise have access. A notable example is aircraft; China has
arranged with Boeing to assemble many of the passenger aircraft it purchases from that company.

In brief, China s Open Door policy isbasically a mercantilist endeavor. Its goals are not a
liberal trading order per se, but the accumulation of hard currency and technology, the
encouragement of FDI and the reduction of reliance on bank loans. In these respects, the Open
Door policy has certainly contributed to relaxing supply constraints that might otherwise have
derailed the reform process altogether. But it should not be mistaken for apolicy of global
integration and liberalization, nor has it ever been amajor source of aggregate savings and
investment in China. Whether this will change under the WTO agreements remains to be seen,
and whether Chinawill eventually take the risky step of capital account liberalization remains
uncertain. It is difficult to see what China would gain from such a measure, and the cost of higher
externally-induced instabilities would be a high one for the Chinese to pay.

10. The Crisis of the 1990s

Chinain the 1990s faced problems not fundamentally dissimilar from those of the 1976-79
period: it had reached the limits of one type of expansion, and needed the balancing development
of expansion in other sectors in order to move forward. The difference was that while the path
toward agricultural reform was afamiliar one in the early 1980s, the institutions of modern socidl,
financial and services sectors familiar in Western countries had never been properly developed in
China. Slow progress in putting these institutions into place has emerged as a principal limitation
on the rate of growth in China. The reaction of the authorities, which was to pursue a moderately
tight policy, has led to deepening problems for the surviving State-owned enterprises, rising
inequality, and massive unemployment.

In the new wave of economic reform, China began to overhaul its SOE system. The goal
of the reform was to build a modern corporate system. Since then, many money-losing SOE’s
have been shut down, or merged, or sold. This caused a sharp increase in unemployment.
According to Hu, (1999), the government’ s reported registered unemployment rate was 3.1% in
1998. But Hu's own estimate is 8%--a reasonable figure in our view. In 1998, new employment
growth was 0.1%, the lowest since 1949. Overall unemployment, including layoffs and rura
immigrants who lose their jobs, is higher still. Hu estimates urban unemployment at around 160
million and rural unemployment at 170 million, for atotal of 330 million -- a huge figure, and
possibly exaggerated, but indicative nevertheless.
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Living standards for those who lose their jobs are low. According to Hu, average monthly
living fees alaid-off urban worker can get are 77.1 yuan in 1996, and 82.7 in 1997, about 15% of
the average monthly wage of Chinese workers in the same year. For those laid off in remote
regions and provinces hosting large SOE'’s, particularly in North China, the monthly living fees
they can get are surprisingly low: Heilongjiang, 5 yuan per month, Qing-hai, 25 yuan per month.

As aresult of increasing restructuring and massive layoffs, inequality in China has jumped
sharply since 1992. We have independent measures of this, computed by ourselves from payroll
and employment data by sector in the China Statistical Y earbook; these measures are presented in
Figure 1. Our calculations--the between-groups component of Theil’s T statistic -- closely
correspond to measures of the Gini coefficient recently prepared by Li Qiang of Qinghua
University (Li, 2000). Figures 2, 3 and 4 show the regional pattern of rising inequality, 1989-
1996. Inequality has gone up everywhere, but much more to the north and west than in the
relatively prosperous southern and coastal regions, or in Beijing.

Unemployment and inequality are therefore major consequences of the 1990s reforms,
even though average living standards continue to rise. In their efforts to combat these evils, the
Chinese authorities face a perplexing dilemma. They have learned how to combat overheating,
and to slow the economy down. But they have not developed effective means to bring it back to
the high rate of growth required to absorb the newly unemployed. Indeed price deflation has been
underway since October 1997 and shows no sign of letting up. Thisisthe legacy of incomplete
sectoral development in the social sphere.

In the wake of the Asian crisis and domestic economic Slump, in the first months of 1998,
China began to loosen monetary policy. In addition to cutting interest rates twice, China aso used
both traditional and new monetary instruments to facilitate its monetary expansion. The package
included removing the ceiling on commercia bank loans, encouraging commercial banks to
increase loans to fixed assets investment and to expand into consumption credits, and resuming
central bank’ s open market operations. From 1998 to summer 1999, China has cut interest rates
six times. Y et deflation has defeated these efforts: although nominal interest rates are low, around
5 to 6% in the summer of 1999, the redl rate was till as high as about 10%. Therefore the
sgueeze on business profits remains as high as ever.

Fiscal policy has attempted to fill the gap. 1n 1998, Chinainvested about 100 billion yuan
in public facility and infrastructure, and in 1999, another 100 billion were expended. But fisca
policy of thiskind runsinto two limitations: bottlenecks in the construction sector, and the limited
capacity of government to offset the massive fall of corporate investment. Chinese government--
compared to the United States or Europe -- is a small operation when one considers the ordinary
function of government proper. Also in 1999, China began to increase living fees for laid off
workers. But a 30% across-the-board wage hike fell short in most Chinese regions because local
governments did not have the money to fund it.
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Part of the problem is the insolvency of the banking sector. Since 1994, China had made a
series of reforms to strengthen its banks, but they are still 1oaded with bad loans from financing
SOE's over the years. There are various estimates of the size of China's bad debt, but about 30
to 50% of total loans extended is a reasonable view. According to Fred Hu, (1999), restructuring
the banking sector may cost 26% of GDP in the end -- a very substantial sum by any standard.
There are two models in restructuring banking sector. One is the US model. After the crisisin
1980s, the United States used the Resolution Trust Corporation and other instruments to liquidate
the bad debts of the banking sector. After arestructuring and consolidation, US banking restored
its health. But in Europe, after the crisis, the states supported their banking sectors in carrying the
debt, with a view that the debt would evaporate during the hoped-for recovery and through profit.
Thisisadower path, and it relies on arecovery actually occurring in spite of the banking
problems. Chinais obvioudy following the European model, and a recovery is by no means
assured.

The Asian crisis also complicated China’'s external trade. Devaluation in competitor
countries made China face cheap competition from those countries, and also reduced their
demand for Chinese goods. As aresult, Chinatried various policies to promote exports, while
resisting devaluation of the Renmimbi. Export tax refunds have been a major policy instrument in
this regard, but China also used other policies, such as a campaign against smuggling. This
campaign was aimed at curbing illegal imports, and so at reducing the crowding-out effect of
smuggling on domestic production.

11. The Outlook and What is Required

The core problem is, as aways. Can rapid growth be restored? Since 1994, GDP growth
in China has decelerated amost continuously. While it is easy to blame either the traditiona
system or under-reform in the economy for the problems in the 1990s, we believe that the core of
the core liesin the interplay of growth and modernization. Without major institutional
innovations, high growth can not be restored. Whether the institutions can themselves be created
in a climate of ow growth isadifficult and so far unresolved question.

Two important issues lie at the top of China s development agenda. One is the need to
create a coordinating mechanism to overcome the cautiousness of free market business actorsin
an unstable domestic and world environment. The other, closaly related, isto establish a social
welfare system, including a social security system and other supporting systems such as
consumption credit system, education credit and small business support system. Thisisneeded in
order to overcome the extreme risk aversion of household actors in an insecure world.

The traditional means of investment coordination in China has been well-described by
Huang: it consisted of central government personnel rotating through provincial and municipal
bureaucracies with the mission of assuring a unified pace of total investment. But once the bulk
of investment migrated out to the business and corporate sectors, and once the provincial
governments and SOE’ s no longer provided the bulk of investment demand, this tool is destined
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to loseitsforce. With indirect measures, such as the interest rate and credit policy, it is much
easier to slow the growth of aggregate investment than to get it going again.

How isthisissue handled in the West? Partly, by means of augmenting the purchasing
power of consumers, through tax reductions. For this, a developed and centralized fiscal system
is required; China does not yet have any such thing. And the modern history of the United States
and Europe is replete with government credit initiatives -- guarantees to agriculture, small
business, housing and so forth -- which can be relied on to spur total effective demand. But these
require the creation of flexible credit institutions capable of extending and monitoring loans to the
smallest economic unitsin the country -- individual farms and households -- and this again, China
does not yet have.

How did the consumption slump occur in the first place? Anti-inflation policies definitely
played an important role. The boom of the early 1990s fueled rapid expansion in production
capacity and economic growth. But aggregate demand was dramatically curtailed when the
People' s Bank adopted a tight policy in the wake of inflationary pressurein the fall of 1993. Asa
result, income growth slumped and so did consumption spending.

But more importantly, the current consumption slump was led by China s reform policies
themselves, which has brought about structura shifts in consumption behavior, choice and
spending. In the fall of 1993, the Third Session of the Fourteenth Communist Party Congress
outlined a series of key reforms. Since then, China has taken major strides in overhauling its
SOE’ s and commercializing the housing system. This had several effects on the consumption
pattern in China, and none of them were favorable.

First, the relative price or terms of trade between the future consumption plan and the
current one has dramatically increased, because of an expected surge in the price of the future
consumption plan. Put simply, households realize that they will need to set aside current income
for future use, to provide for housing and retirement. As aresult, the purchasing power of the
total budget for both plans decreases sharply, and current consumption declines significantly.
There then follows a decline in total income and the budget further shrinks.

While life is always full of uncertainty and insecurity, the price of bad outcomes or
misfortunes was depressed down to almost zero under the traditional system in China. The
government offered almost everyone a job, there was no job insecurity, and while the future was
uncertain no private means of insuring against it existed. The employer, or work unit, offered
every family an apartment and collected only symbolic rents. Every worker had full medical
coverage. Education, an investment to reduce uncertainty or get more security, was basically free.
Finally, after aworker retired, he/she would receive 80-100% of hig’her salary of the last year,
depending on his/her working age, in addition to carrying over his’her full medical coverage and
other welfare packages.
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But the reforms have been changing this pattern dramatically. Now, life security is
becoming a private good, and very expensive to buy. With the on-going economic restructuring,
factories are shut down or merged, thousands of workers are laid off or forced to retire early;
those who have their jobs at the moment are paid in afraction of their official salaries. And this
immediate problem is further compounded by the simultaneous reform effortsin areas such as
housing, education and socia welfare system. This means that the time of free housing, education
and medica services will be ended, individuals have to buy their shelters, invest in education, and
pay for their health.

In short, the early stages of reform worked in part because the old safety net was intact,
and individuals felt at liberty to take risks. But now, the Chinese people are aware that the future
is much more expensive and that the security of life costs dear. With a shrinking total budget, it is
natural that individuals will down-adjust their current consumption plan to make the future plan
more affordable. Not surprisingly, savings increase sharply, and current consumption keeps sack.

The problem is partly that Chinese people lack experience in managing risks after living in
arisk-free society for decades. Dramatic changes in employment and social welfare conditions
give them a huge psychologica shock; and because the process is still going on, they seem to not
know what will happen down the road. Hence, they become overwhelmed by the future concern,
and become extremely forward-looking. This future-overhang effect leads them to dramatically
reduce the current consumption as an effort to cover the worst ahead. They become more and
more risk-averse, just as a very conservative person will spend most of his/her wealth in buying
full insurance coverage for al he/she has. Chinais, in aword, in a pandemic of the Paradox of
Thrift.

But there is a degper issue aswell. Not only do the Chinese people lack experience
managing risks, Chinese institutions to help them do so -- in a capitalist as opposed to a
communist setting -- do not yet exist. Thus, the consumption slump has been worsened by lagsin
institutional design necessary to support the economic transition.  Until a new welfare state
comes into being, this problem will not go away. Specifically:

-- There has been no consumption-enhancing mechanism such as consumption credit
market until most recently. Under the planning system, the economy was geared up for
production, and consumption was a byproduct. Actualy, since increasing consumption would
worsen the shortage and lengthen lines at the gates of the stores and supply centers, it was
rational for the decision-makersin the old system to pursue a consumption-depressing policy,
instead of consumption-enhancing policy. This now needs to change.

Generations of decision-makers since reform didn’t feel the necessity of consumption-
enhancing, until the early 1990s when housing reform was launched. Since there was no mortgage
market in China, the sky-high price of apartments virtually scared all ordinary workers out of the
housing market, and forced them to save more to afford an apartment in the future. There are
similar storiesin education reform, and in health. Thisisin marked contrast to the Western system
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where consumers can use consumption credit markets to spread the cost of housing or education
over decades, and where private or public insurance ssimilarly spreads the cost of hedlth care.

-- Chinadidn’t start to build a socia welfare system for its economy until the SOE reform
led to massive layoffs. As we mentioned earlier, under the traditional system, everyone had life-
time job, which also provide him or her with full medical coverage and generous retirement
benefits.

While reform has been eliminating most of these benefits, the government came in only
very late to build a social safety net to stabilize workers' income and share the cost of insecurity
and misfortune. Thereisasyet no Socia Security, no effective unemployment insurance, no
disability insurance. These systems, which so effectively maintain consumption standards among
non-working populations in the West, are a critical missing element in Chinese economic reform
up until now. And further, with the enthusiasm of Western advisers for market systems to
provide these forms of income insurance -- exactly the wrong prescription for China at the present
moment -- progress toward overcoming this institutional bottleneck is destined to be slow.

As aresult of their downess to build the consumption-credit system and social safety net,
China’' s decision-makers have found that they can do very little to directly influence consumers
choices. Particularly, since the consumption credit market was underdeveloped, interest rate cuts
failed to increase house sales and other personal consumption credit demand.

In the meantime, social safety net remainsin avery preliminary shape, and athree-pillar
system consisting of contributions from workers, employers and the government still looksto be a
long way off. Also, the insurance industry in Chinais still dominated by two big state companies,
and there isalong way to go for Chinato have an efficient and accessible insurance market.
Taking into account of al of these factors, it is not difficult to understand why the future-
overhang today dominates Chinese society and why the drive to raise public spending, while it
definitely did increase personal income, has so far failed to generate more consumption spending.

In sum, China s reform process has once again run into the bottleneck of an
underdeveloped sector. But whereas in former times the bottlenecks occurred in agriculture or
light industry, they arise today in the mechanisms of socia insurance and social security that the
advanced industrial democracies of the West have provided for themselves since the 1930s.
Sophisticated, accessible, affordable institutions of consumer, household and agricultural credit,
and broad-based mechanisms to support household income through tax and retirement systems
are lacking in China. Without them, and without the pervasive security provided by the previous
state system, Chinese households are unwilling to use their incomes for their own current
consumption, and as aresult the massively unemployed and underemployed labor force cannot be
absorbed.

Is this a problem of the market, or of socialism? It is an empty and pointless question.
Advanced Western market economies that fail to provide adequate assurances of social security
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suffer from exactly the same syndrome, and most of them have long since built institutions to
overcome the difficulty. In other words, the correct way to analyze Chinais not as either a
uniquely socialist or free-market economy, but rather as a devel oping country facing exactly the
same range of fiscal, demand management and sectoral-balance problems that al developing
countries face, irrespective of the ideological terms in which they describe themselves, but with
particular characteristics rooted in the evolution of Chinese development up until now.

With this observation in mind, the way forward for China seems clear. More reform!
More reform is aways the solution, in China, for the deficiencies and difficulties of reform.

But this time, the reforms must truly move in anew direction for China. The new reforms
must move toward the creation of market-friendly social welfare and credit systems, capable of
creating for the Chinese people the framework of security that households, farms and small
businesses have enjoyed in the West during those periods of high prosperity and stability that have
occasionally marked economic performance in the last century.

Whether such systems can, in fact, be developed under a Chinese leadership committed to
adistorted free market image of Westernization and under intense pressure to modernize by
opening Chinato Western commercia institutions -- without the benefit of the Western public
ingtitutions that accompany them in the West -- remains a deep and troubling question.

kkhkkkkkkkikkkk*k

Figurel

Inequality in China
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Data for Macau and Hong Kong are from UNIDO; note that all seriesrisein 1993-94.
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Figure2

Inequality Within Provinces in China
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Figure3

Inequality Within Provinces in China
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Figure4

Inequality Within Provinces in China
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The measure is a between-groups component of Thell’s T statistic computed by the
authors across 12 major economic sectors for each province and region in China; changes are
simple differencesin Thell scores.

Theil methods are described in detail in working papers on the web-site of the University of Texas
Inequality Project, at http://utip.gov.utexas.edu . ArcView™ GIS software courtesy of
Environmental Systems Research, Incorporated.
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