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and Development (OECD) shall promote policies designed:
- to achieve the highest sustainable economic growth and employment and a rising
standard of living in Member countries, while maintaining financial stability, and thus
to contribute to the development of the world economy;
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- to contribute to sound economic expansion in Member as well as non-member
countries in the process of economic development; and
- to contribute to the expansion of world trade on a multilateral, non-discriminatory
basis in accordance with international obligations.

The original Member countries of the OECD are Austria, Belgium, Canada, Denmark,
France, Germany, Greece, Iceland, Ireland, Italy, Luxembourg, the Netherlands, Norway,
Portugal, Spain, Sweden, Switzerland, Turkey, the United Kingdom and the United States. The
following countries became Members subsequently through accession at the dates indicated
hereafter: |apan (28th April 1964), Finland (28th lanuary 1969), Australia (7th|une 1971),

New

Zealand (29th May 973 Mexico (18th May 1994), the Czech Republic (21st December 1995),
Hungary (7th May 1996), Poland (22nd November 1996), Korea (12th December 1996) and the
Slovak Republic I4h December 2000). The Commission of the European Communities takes
part in the work of the OECD (Article 13 of the OECD Convention).
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Foreword

To reap the

full

benefits of further integration in the world economy, the Chinese

economy must undergo fundamental adjustments. A substantial reallocation of
resources among economic sectors and a major restructuring of the business sector
will be needed to correct widespread inefficiencies. The government will face
demands from society to ease the pressures created by this historic transition.

Many OECD Member

countries which have undergone similar economic

upheavals have found that international co-operation

in

the framework of the

OECD

can provide valuable support in designing institutions and policies that maximise
the benefits of liberalisation while minimising

out of what the

OECD

its costs.

This landmark study grew

perceived as a strong interest by the Chinese authorities

sharing the collective knowledge and experiences of economic

OECD Member countries have
Since 1995, China and the

accumulated through

OECD

development

in

that

this process.

have engaged in a fruitful dialogue on many
framework of a comprehensive programme

policy issues of

common

of co-operation

managed by the Centre

interest in the

for

Co-operation with Non-Members.

This study takes stock of the results of these activities and develops the analy-

have to be adjusted in order to meet the challenges of
further trade and investment liberalisation. It is published under my responsibility.
sis of

1

the policies that

will

hope that this work can provide the Chinese authorities and people with
encouragement to continue their momentous undertaking.

tools and

Donald

).

lohnston

Secretary-General

OECD
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About the synthesis report
This
tariat. It

is

the synthesis report of a large study undertaken by the

was

written

by Charles

Pigott,

OECD, on the basis of the 22 chapters
will be available in a separate volume.

OECD

Secre-

Senior Economist, Economics Department,
of the

full

study.

The

full

study (see below)

About the study
been undertaken in the framework of the ongoing OECD-China
and co-operation, managed on the OECD side by the Centre
Co-operation with Non-Members. Policy issues covered under the programme
This study has

programme
for

of dialogue

include tax policy,

statistics,

environment policies and indicators,

agriculture,

com-

petition, enterprise reform, corporate governance, financial sector reform, insurance,

education, and science and technology. Although the study draws on the under-

standing gained from several years of dialogue with a

and Agencies,

this

number

remains an independent study of the

OECD

of Chinese Ministries
Secretariat.
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Synthesis of the Main Findings of the Study

been
stories of the post-war era. China has become
economy and second largest recipient of foreign direct
investment. Only Japan and Korea achieved a comparable record of sustained
China’s progress during the economic reform era that began in 1978 has

one

of the great

economic success

the world’s seventh largest

rapid growth during the latter half of the 20th century. China’s performance

the more remarkable in that

its

reforms have been gradual and

its

is all

development

has occurred despite extensive, though declining, state ownership and intervention in the

economy.

The accession

of

China to the World Trade Organisation (WTO) marks an

important milestone along the reform path China has been following for more than

twenty years, rather than a new direction. China has been liberalising its international trade and investment policies since the mid-1980s and is now as open as
some present WTO members. Although China stands to gain significantly from the
opening of its export markets under the terms of its accession, the depth and
breadth of its commitments to liberalise access to its domestic economy are
acknowledged to be more extensive than those agreed to by previous adherents
to the WTO. This willingness reflects the fact that opening to international markets
promotes market discipline, access to technology, and other qualities that have
been important goals of domestic economic reforms. In this respect, WTO entry is
a complementary aspect of the next phase of China’s reforms.
This report synthesises the main findings and recommendations of the
horizontal study of the domestic

OECD

economic policy challenges posed by China’s

fur-

ther trade and investment liberalisation (TIL). The study comprises 22 detailed

OECD

and policy
challenges facing the key sectors of the real economy over the next decade, and
their implications for the policies that will be critical to success in meeting these
challenges. The study represents an OECD perspective drawn from the experiences of
its Member countries with economic transformations, and from the work of the OECD
with China and other emerging economies over the past decade. The basic question
the study addresses is: how can China best reap the benefits of its opening and other
economic reforms over the next decade in order to meet its basic development objecreports prepared by nine

tives?

directorates covering the adjustments

The reports analyse the current problems impeding China’s economic

© OECD
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identify key priorities and objectives, along with some suggested
order to maximise the benefits of China's opening and other
These analyses highlight the interdependence, and increasing

development and
specific steps, in

reform

need

efforts.

for co-ordination of policies in different areas.

Messages
The studies document the impressive progress China has made in transforming
economy during the reform era. At the same time, they indicate that the important
engines that have driven China's growth in the past are losing their dynamism. The
main reason is that China's economy has become badly fragmented and segmented,
and this has led to increasing-under and inefficient utilisation of resources. Trade and
investment liberalisation, although it will require difficult adjustments by some segments of the economy, will stimulate other segments and bring positive net benefits
to the economy as a whole over the longer-term. However by itself, trade and investits

ment liberalisation

is

unlikely to solve the basic

problems now impeding China's eco-

nomic development.

As

it

has throughout the reform

including the

full

era,

the realisation of China’s economic potential,

benefits of trade and investment liberalisation, rests on

its

success

domestic economic reforms. However China's
economy has reached a stage that calls for some important changes in the way economic reforms are carried out. As the economy has become increasingly exposed to
market forces and the scope for self-contained development of individual sectors has
declined, economic problems have become more and more interdependent. Conditions in particular segments of the economy, such as rural labour markets, industry, the
financial system, and regional development, now depend as much or more on developments in other areas of the economy than on developments or policies in that specific segment. Economic distinctions among various parts of the economy that have
been accorded different treatment are breaking down. This interdependence has led
to several "vicious circles" in which problems in a number of areas interact in a mutuin

continuing and strengthening

ally reinforcing fashion to
difficult is

prises

its

impede progress in the overall reform process. Particularly
weak performance of many of China’s enter-

the vicious circle involving the

and the problems

In China's

of the banking

system that

is

described

in

the next section.

present situation, the outcomes of particular reforms depend increas-

on the interaction among measures taken by the economy’s key actors government, enterprises, workers, and the financial system - acting in markets whose

ingly

is shaped by key framework conditions such as competition, property
and corporate governance. Rather than emphasising particular sectors, reforms
to focus more on economy -wide policies to promote more efficient allocation
of resources and to bolster the effectiveness of markets. The study highlights three

functioning
rights,

now need

objectives as the key to the success of China's overall reforms over the next decade.

© OECD 2002
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•

The

and most immediate is to lay the foundation for improving the utilby removing present obstacles to business secand by achieving better integration among various
segments of the economy that have been developed separately under diffirst

isation of China’s resources,

tor restructuring

ferent sets of rules.
•

The second is to improve competition law, property
ernance and other frameworks that are essential to

rights,

enterprise gov-

efficient

market func-

tioning so that resources are efficiently allocated in the future.
•

And

to improve the capacity of the government to support economic development, by strengthening the effectiveness of macroeconomic
policies while refocusing the role of regulatory policy on establishing and
enforcing rules for market behaviour.

the third

is

In achieving these objectives, reforms need to be both concurrent and caresequenced. Individual reforms to address particular problems need to be
accompanied by complementary reforms in other areas in a comprehensive and
co-ordinated fashion that is mutually reinforcing. Preferential development of

fully

individual sectors to "lead" the overall
offs

economy

is likely

to

have much lower pay-

than in the past, and pose greater risks of negative outcomes. At the same
be made all at once and care needs to be taken to establish

time, reforms cannot

the pre-conditions

needed

Both principles

will

for follow-up

be

now impeding reforms and
the future. These are
•
•

measures.

particularly important to the

objectives which the study identifies as

needed

achievement

of three

to break through the vicious circles

establish the pre-conditions for sustained progress in

to:

restore solvency to the financial system;

bolster market based

mechanisms as the dominant

force for restructuring of

the business sector;
•

and establish public finances on a sound and sustainable

Taking stock: the progress that has been
to

made and

basis.

the problems that need

be overcome

economy has undergone extensive transformations over the past twenty
The characteristic feature of the government's economic strategy has
development outside the state sector,
operating under different rules and conditions, in order to progressively
increase the scope for market forces while phasing out central planning. This
process, which has been termed "growing out of the plan”,' has been highly
successful but it has become increasingly apparent that its ability to push
China's economic development further is coming to an end. Structural problems in
China’s

years (Table

been

1 ).

to create separate channels for

© OECD
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Table

1.

The transformation

in

economy

China’s

1980

GDP

per capita

1

Percentage of population

Share of

GDP

(per cent)

in

urban areas

2000

168

72 72

20

31

in:

Agriculture

30

Industry
Services

49

51

21

33

69

Share of employment

in:

Agriculture

Industry

Services

Trade/GDP

16

(%)’

18

50
23

13

27

12

42

constant 1995 US$.

1.

In

2.

Figure

3.

Exports plus imports as share of GDP.

Sources:

is

for 1998.

World Bank, World Development Indicators, 2000; China Statistical Yearbook, 2000; IMF, International
Figures for shares in GDP and employment for 2000 are from Chapter
Table 1.1.
1

Figure

1.

3 year

Real

GDP

Financial Statistics.

,

growth

moving average
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economy have worsened progressively during the 990s, leading to growing
and a protracted slowdown in real growth (Figure 1).
problems are substantially attributable to a lack of integration
factor markets, among business segments, and among regions.

the real

1

under-utilisation of labour

These
in

structural

Obstacles

to

resource utilisation in the rural economy

China's agriculture
is

of the country's workforce

and

characterised by relatively scarce land in relation to labour and small-scale pro-

duction using
is

2

employs about 50 per cent

mechanisation. As in Japan and Korea, output per unit of land

little

high by international standards but output per worker

crops, notably wheat, corn, soybeans,

is low.

Land-intensive

and cotton are produced mainly

in

the

northern part of the country while most of China's rice and sugar crops are pro-

duced
is

in the

southern

concentrated

tion is

in

Cultivation of vegetables, which are labour-intensive,

half.

coastal provinces

more evenly dispersed and

and

in

areas adjacent to

cities.

Meat produc-

largely carried out in small "backyard" facilities.

Agriculture supplies less than half of total rural income. Per-capita incomes of rural

households are 40 per cent

of those in

access to off-farm jobs, are highest

urban areas and, due largely to greater

in coastal areas.

economy continues

to be carried out under frameworks and institutions distinct from those governing other parts of the economy.
The Ministry of Agriculture is responsible not only for agricultural activities but
also for general oversight of township and village enterprises (TVEs). The property
rights regime in rural areas, in which village collectives formally own agricultural
land, is distinct from that applying in urban areas. China’s population registry system (fiukou) includes provisions that impede migration of rural-born workers by
preventing them from becoming legal residents of cities. Education resources percapita and the average level of schooling are significantly lower than in urban
areas. Pensions and other social benefits provided in urban areas are largely

Policy toward the rural

unavailable to the rural population.
Limits on integration with the rest of the

economy did not prevent the

rural sec-

two key sources of China's development during much of the
came from a major transformation in the policy environment in
agriculture in the early 1980s. The tightly-controlled commune system of pre-reform
times was replaced by a household based system in which individual farmers
lease their land from the collectives, are largely autonomous in their production
decisions, and bear the profits or losses from their operations. Market forces have
largely replaced government plans and targets. And with the important exception
of grains, government intervention in the production, pricing, and marketing of
tor from providing

reform area. The

first

3

agricultural products is

© OECD
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These policies have been instrumental in raising agricultural productivity and
standards during the reform era. The increase in agricultural productivity
provided the first major impulse to the take-off in China’s growth during the first
half of the 980s. However, the physical constraints on China's land and environmental resources make it difficult to increase productivity further within the existing pattern of production. Fertiliser use is already exceptionally high and the
scope for increasing the use of pesticides is limited by their adverse environmental impacts. Water shortages and other environmental problems pose increasing
living

1

barriers to higher agricultural productivity.

Fundamental improvements in agricultural productivity depend on substanaway from land-intensive products toward labouris limited by certain government agricultural policies, the most of important of which is the grain procurement system. The policy has also had adverse consequences for macroeconomic
performance in recent years: grain surpluses and falling market prices have
depressed agricultural incomes and contributed to a marked slowdown in rural
consumption growth.
tial

reallocation of resources

intensive products. However, the scope for reallocation

economy has provided a secgrowth and development. In 1980, agriculture
and supplied nearly all of its income.
productivity within agriculture was accompanied by the large-

The changing

role of agriculture within the rural

ond major source
employed

of China's

virtually the entire rural workforce

However, rising

scale exit of workers from agriculture to industry.
In order to employ the workers coming from agriculture, local governments
were encouraged to foster the growth of rural non-agricultural enterprises (REs)
commonly known as TVEs. 4 These REs have been the main vehicle for absorbing
this exit of workers from agriculture. REs are small and medium-size enterprises
(SMEs) in rural areas that specialise in labour-intensive products, and along with foreign funded enterprises produce most of China's exports. Exemption from central

planning restrictions, backing from local governments, business relations with stateenterprises (SOEs), greater exposure to market discipline compared to
SOEs, and access to cheap rural labour, led REs to flourish beginning in the mid1980s. They were the largest contributor to growth in aggregate GDP and employment from the mid-1980s through the early 1990s, and by 1996 employed
131 million workers, or 28 per cent of the rural workforce. The development of REs in
turn has transformed rural income generation, with more than 40 per cent of rural
incomes now coming from non-agricultural activities (Table 2). The overall effect has
been to increase the interdependence between the rural and urban economies,
even though the traditional administrative distinctions have largely remained.

owned

The

large-scale shift of workers from lower productivity occupations in agriculture

to higher productivity jobs in industry has

been an important engine

of China’s

© OECD 2002
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Table

Rural household incomes by source

2.

Net income

per capita,

per cent
Year
1985

income (monetary and in-kind)
2
Of which: farming and related activities

Total

Memoranda:
3
Total annual income in 1999 RMB
Annual real growth rate, percent'

100

74

63

57

53

718

2 132

2 210

4.6

7.5

3.7

311

RMB amount deflated by the consumer price
Figures are taken from Chapter
different definitions in

and

16,

370

1

100

index.

Table

10-15.

urban and

1

0.9

Average growth rates for the periods between indicated years.
Including animal husbandry, forestry, fishing, hunting and gathering.

Yearbook 2000, Tables 10-14

1999

100

75

3.

1.

1998

1995

100

2.

Source:

1990

100

16.4,

which gives additional details. Data

come

from China

Statistical

The data are derived from official household budget surveys using
Wages are assumed to be paid entirely in money.

partly

rural areas.

it has been for other rapidly developing countries in the past. However,
China the bulk of the shift has taken place within the rural economy rather than
rural to urban areas, due to government regulations that
have impeded migration from rural to urban areas. These impediments, which
amount to disincentives to migration rather than outright barriers, derive primarily
from two sources. The first is related to the fiukou, and has effectively denied services, other benefits, and most formal sector jobs in urban areas to rural migrants.
The second impediment arises from the rural land tenure system, under which
farmers who are absent for prolonged periods of time from their rural residences
risk losing the land-use rights that are their primary old-age insurance.

growth, as
in

through migration from

Moreover, the shift of agricultural workers into REs has also been quite
uneven. These industries have developed mostly in coastal provinces and have
much less of a presence in the interior provinces, particularly those in the west.
Even during the most dynamic phase, the growth of REs has not been sufficient to
fully absorb the exit of workers from agriculture. The result has been the develop-

ment

of a substantial surplus of

under-employed

rural workers.

A

large portion of

these workers - as many as 100 million - have become "floating" migrants
have taken up unregistered informal sector employment in urban areas.

who

The impetus to aggregate growth from REs has also waned in recent years.
Since 1996, RE performance has deteriorated sharply, and employment has fallen
by nearly 2.5 million. The slowdown in China’s export growth after the 1997 Asian
can explain only a small part of this deterioration, which is rooted in fundamental structural problems. China’s REs are suffering from financial problems and
operating inefficiencies nearly as severe as those afflicting the SOE sector. The
crisis

© OECD
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exemption from central planning restrictions and sponsorship by local govern'
ments, which gave REs an advantage in the past, have become less important as
constraints on SOEs have been relaxed. The disadvantages of REs, in terms of distance from infrastructure and other facilities that benefit businesses in urban areas
and which limit the scale of operations REs can achieve, have become more prominent. The degree to which these disadvantages are offset by access to lower cost
but also lower skilled labour

is unclear.

China's further opening to international markets offers opportunities to revive

the growth forces from the rural
will

economy but does not ensure

be exploited. China’s undertakings

in agriculture

under the

the opportunities

WTO

include

tariff

reductions and higher import quotas, elimination of the privileged position of
state-trading enterprises (STEs), and increased scope for private traders in the

marketing of agricultural products. The opening to international markets implies a
resources away from land-intensive products, notably grains (except rice)
cotton, and an increase in resources in labour-intensive products such as vegetables and horticultural products. However, several policies not covered by
China's WTO accession agreement, notably government control of grain procureshift of

and

ment

prices and distribution, will

need

to

be changed

if

this reallocation is to

occur to more than a limited degree.

Nor does opening appreciably

alter the scale of the challenge of

employing

China's rural workers. Estimates suggest that, even with no further opening, nearly

70 million additional workers
itself is

expected to add only

between 2000 and 20 10. 5 WTO
further to this decline. The analysis in

will exit agriculture
2 to 3 million

the chapter on rural industries indicates that, even under optimistic assumptions

about how much their performance can be improved, REs are unlikely to be able
to take up more than a fraction of the rural workers who will need to find jobs outside the agricultural sector. This further underscores the fact that the development
of the rural economy is increasingly dependent on conditions and policies affecting
the

economy

as a whole.

Structural impediments

Two

to

further industry development

much of the impetus to China's
development during the reform period. The first is the shift from a

related structural changes have provided

industrial

wholly state-owned industrial sector at the beginning of the reform period toward

one increasingly dominated by "non-state" enterprises, starting with TVEs and
other collectively owned businesses, followed by foreign-funded enterprises, and
more recently by private domestic enterprises. Enterprises either wholly owned
or controlled by government entities now account for less than 30 per cent of
industrial output, although they still employ nearly half of the urban workforce in
12
I

the formal sector.

©OECD 2002
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This transformation of industry ownership contributed to growth

in at least

fostered a shift of resources toward enterprises that have been
and more effective in responding to changing market forces than
most SOEs. The fact that non-state enterprises have faced harder budget constraints

two ways.

more
than

First, it

efficient

many SOEs

partly accounts for this superior performance.

Second, ownership transformation helped to spur growth by increasing competition.

The entry

of non-state enterprises

engendered

particularly fierce

compe-

export industries and industries supplying foreign goods, where the state
has allowed relatively free access. Competition has been increased further by the

tition in

mechanisms and freeing

of prices: nearly 90 per cent
the main exceptions being
Increased competition has helped to raise the
overall profit orientation of industry. The advance of competition has, however,
been uneven. Protected industries reserved entirely or mainly for SOEs include
major utilities such as electricity and petroleum/gas extraction, but also mineral
extraction, steel and other metallurgical industries, automobile production, basic
curtailing of central planning

of retail prices are

now completely market determined,

energy and other

utility prices.

chemicals, and tobacco.

The second structural change is the progressive opening of the Chinese
economy to foreign trade and investment. China’s average tariff rate has fallen
from above 40 per cent in the early 1990s to 15 per cent in 2001. Since 1979,
China has received a cumulative total of US$ 350 billion in foreign direct
investment (FDI) and in recent years, foreign investment has averaged 4-5 per
cent of GDP (Table 3). The performance admittedly has been uneven: the bulk
of foreign direct investment has come from Chinese Taipei, Hong Kong, China,
and other Asian countries with large ethnic Chinese populations, while China
has been less successful in attracting foreign direct investment from OECD
7
countries. Foreign direct investment has been largely concentrated in coastal
provinces, mainly because most of the special economic zones (SEZ) granting
preferences to foreign investment have been established in those regions.
The opening to international trade and investment has increased competispurred the growth of domestic labour-intensive industries, especially REs,
and helped to develop China’s exports. Foreign-invested enterprises (FIEs) in
China have also been instrumental in developing China’s export industries, partic-

tion,

ularly in recent years as foreign direct
ital-

investment inflows have shifted toward cap-

and technology-intensive export sectors. Foreign investment has also helped
and to improve industry technology, know-how and

to raise industry productivity

the

skills of

workers.

As in agriculture, the dynamism to industry imparted by structural shifts
seems to be weakening. Industry financial performance has deteriorated sharply
since the early 1990s. Profits fell to nearly zero in 1998, with more than one-third of
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Table

Ratio of foreign direct investment inflows to China's

3.

GDP

and gross capital formation
Ratio of total
Ratio of total

China's

Total foreign direct

investment
inflows

(US$

China's

foreign direct

GDP

investment inflows

(US$

to China's

billion)

billion)

GDP

domestic

GCF
(US$

1

foreign direct

investment inflows
domestic

to China's

GCF

billion)

1

(%)
(%)

0.916

1983

1985

1.661

1990
1995

37.521

3.487

1996
1997

41.725

1998
1999

45.463

1

.

45.257
40.319

GCF refers

0.31

387.723
700.278

0.90

134.705

2.59

5.36

13.12

816.490
898.244

5.1

285.928
323.148

5.04

343.285

13.18

958.990
989.621

4.74

356.964
368.446

domestic capital formation.
adapted from Chapter 0, Figure

0.54

1

1

4.07

0.90

15.300

1.44

12.91

12.74
10.94

to gross

The Table

Source

101.483

300.375
305.254

is

1

10.2.

Data come from various issues of the China

Statistical Yearbook.

enterprises making losses, and despite noticeable improvement during 1999-2001,
financial

performance remains weak in many sectors. Growth in industry employcapital spending has declined markedly. The deterioration has been

ment and

pervasive and not simply confined to SOEs. The performance of collective enterprises has

worsened nearly as much as

is in particularly

that of SOEs;

SME

and the

sector generally

dire straits.

The poor industry performance can be traced

in part to

the accumulation of

policy burdens arising from the long-standing use of enterprises to accomplish

These burdens, which amount to government resource extraction through regulation, include excess labour, high debt loads, and responsibilities for public pensions, housing, education, and other social benefits that in other
countries are the responsibility of government or individuals. Policy burdens are
heaviest on SOEs but they are also borne by REs. Authorities have made significant progress in recent years in reducing excess labour and excess capacity and in
reducing debt burdens of larger SOEs. However less progress has been made in
reducing other policy burdens, and there has been much less improvement for
social policy goals.

other

SOEs

or non-state enterprises.

The biggest problem impairing industry performance
ciency in enterprise operations. Presently,

much

is

widespread

ineffi-

of industry operates with inade-

quate resources that are poorly managed by the firms that control them and
which are misallocated across firms, in contrast to formerly centrally planned
economies in Eastern Europe, China's industry is characterised by widespread
sub-optimal scale in production facilities, fragmentation and duplication. There
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are 200 separate producers of automobiles, most of which complete only a few
thousand units per year. Much of the plant and equipment is outmoded. Economies
of scope are also poorly exploited, as illustrated by the nearly 8 000 independent
cement firms in China compared to 110 in the United States, 51 in Russia, 58 in
Brazil, and 06 in India.
1

Inadequate technology and limited capacity to innovate are particular weaknesses of much of Chinese industry. Technology standards for a large portion of
domestic firms are below international standards. China devotes proportionately
fewer resources, and produces less scientific outputs such as patents, than OECD
countries, as well as other large developing countries such as India. Industry also
plays a relatively smaller role in technology development and innovation. Moreover, the technology transferred by foreign enterprises to Chinese firms seems to
have been limited in both amount and scope.

These

inefficiencies are attributable to a range of factors at the firm level, in

the external environment, and in the relation between government and busi-

The poorly skilled and insufficiently profit-motivated management that
characterises much of domestic business has neglected technology. Weak financial discipline, which has effectively presented firms and their government backers with a zero cost of capital, has been a major impetus to the development of
unproductive and redundant capacity. The pre-reform policy of encouraging
ness.

regional self-sufficiency together with low capital mobility has
limited regional specialisation in production.

The resulting

left

a legacy of

inefficiencies

have

persisted and accumulated because key corrective market mechanisms have
been severely impaired. Exit via bankruptcy and liquidation has been relatively

although it is becoming more common; and regional protectionism and
other administrative barriers have severely restricted the scope for valueenhancing mergers and acquisitions (M&A). These factors have become a mutually reinforcing vicious circle (Figure 2). Government interference leads to poor
SOE management and inefficient operations, which foster low profits and high
rare,

makes it more difficult to restructure to improve efficiency and
prompts government interventions that spread the problem by extracting
debt; this in turn

resources from stronger enterprises to prop up those that are

failing.

become acute at a time when the traditional disamong ownership forms are becoming less and less meaningful in
functional terms. Smaller SOEs and REs are blending into the broader universe
Industry problems have

tinctions

SMEs. Non-state enterprises are moving closer to enterprises formally recognised as private. The blurring of distinctions among ownership classes has
not, however, appreciably levelled the playing field among enterprises even
though it has modified the boundaries. The different ownership classes are
still subject to distinct legal and regulatory frameworks. Differences in treatment - among smaller versus larger enterprises, among enterprises in competitive
of
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Figure

Source:

OECD

2.

The vicious cycle

of

poor enterprise performance

Secretariat.

versus sheltered sectors, and among enterprises that receive backing from
central or local governments versus those that do not - remain and in some
cases have increased.

The contrast in performance among industry segments has likewise become
Large SOEs remaining under government control receive preferential
treatment from the government and are often sheltered from competition, but
their performance is often lacklustre and their flexibility is constrained by government intervention in their management and by various policy burdens. A
contrasting segment includes less favoured SOEs and collectives that have
become highly competitive in national, and in some cases international, markets, in large part because they have been freer of government interference,
more exposed to market discipline, and better managed as a result. Within this
group are enterprises in consumer goods and other labour-intensive industries
that have been tempered by fierce competition and have successfully integrated
starker.
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into international production chains.

(mainly)

whose

SMEs

in

poor

Between these groups lie a large portion of
and in dire need of restructuring, but
by limited access to financing and

financial condition

ability to restructure is circumscribed

other impediments.
China's further opening to international markets will force substantial adjustments in industry. 8 Studies indicate that production of textiles, particularly lower
value-added segments, could more than double once the Multi-Fibre Agreement
(MFA) is phased out in 2005. Other labour-intensive industries are expected to
gain, although not as dramatically. Domestic firms in a number of capital or technology intensive industries are expected to lose ground, at least initially, to foreign competition. These include automobiles along with segments of the chemical and
metallurgical industries. Foreign direct investment is also expected to rise substantially, by as much as two-fold annually by 2005 compared to the level that would otherwise prevail. Higher foreign direct investment will create jobs but will put
competitive pressure on current domestic enterprises, even in sectors where China

has a comparative advantage.

Trade and investment liberalisation is unlikely by itself, however, to restore
to China's industry. To take full advantage of trade and investment libeconomy will require extensive restructuring of firms,
improvement in their governance and management, and reallocation of resources.
The benefits of trade and investment liberalisation to particular industries will
depend not only on their theoretical comparative advantage but also upon their
ability to restructure and upgrade operations to meet the challenges of world
markets that in important respects have become more difficult over time. For
example, higher end segments of the textile industry will need to improve technology and quality if they are to keep up with competitors in other emerging
Asian economies. Firms producing labour intensive products will need to integrate into international production chains if they are to be successful in export
markets. Trade and investment liberalisation should help to improve some of
the mechanisms needed to accomplish the necessary restructuring, by increasing competition, expanding opportunities for alliances between foreign and
domestic firms, and spurring government officials to take measures to improve
the business environment. However, key obstacles that now exist to improvement in industry performance, such as continued government interference in
enterprise management, poor financial discipline, and restrictions on exit and
other modalities for re-deploying resources, need to be addressed if the potential benefits of trade and investment liberalisation are to be realised. Furthermore, a more comprehensive and effectively enforced competition law will be
needed to prevent incumbent firms and governments from erecting new protectionist barriers to subvert trade and investment liberalisation and the adjust-

dynamism

eralisation, the real

ments

it
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Equity market capitalisation: ratio to

GDP

in

selected countries, 2000
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China
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Korea
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Chinese Taipei
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0

0.5

1.0

2.0

1.5

Note: Figure is from Chapter 15, Figure 1 5.1
Source: International Federation of Stock Exchanges and

Growing constraints from the

OECD

financial system

China's financial system has

made

2.5

3.0

3.5

4.0

Secretariat Estimates.

1

important progress

in

recent years. The stock

market has expanded impressively since its inception in the early 1990s, reaching a
market capitalisation of more than 50 per cent of GDP by 2001 (Figure 3). The past
decade has also seen the creation of new nation-wide banks, significant expansion
of the insurance sector, development of a domestic money market, and the more
recent emergence of consumer and housing finance. The financial supervisory and
regulatory structure has also been thoroughly reorganised and rationalised along
lines consistent with international best practices.

Despite

this progress, the financial

system still performs inadequately in careconomy. Although savings appear to

rying out several of its basic functions in the

be mobilised reasonably

effectively,

10

credit

is

inefficiently allocated.

SOEs

receive the bulk of funds allocated by the formal financial system, while non-state

enterprises receive a

much lower share than warranted by

their importance in the

economy." Non-commercial considerations, such as the need to sustain
loss-making SOEs, continue to influence bank lending. These distortions, together

overall
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with the limited ability to vary interest rates to reflect

among borrowers

risk,

mean

that the effective

comparable credit worthiness.
The interbank market and other available facilities provide only limited scope for transferring funds
among financial institutions or regions. Insurance companies and other institutional
investors are underdeveloped even compared with other emerging market economies such as India and Brazil. The government and other bond markets are small,
fragmented, and illiquid, and the stock market, despite its rapid growth, is subject
to limitations on access and trading that impair its effectiveness. Financial instruments to deal with liquidity fluctuations, manage risk, and provide for other specialised needs are limited.
cost of credit varies widely

There

is

of

limited diversity in financial outlets and capabilities.

The external discipline provided by the financial system has also been a
major weakness. Years of government-mandated lending together with weak conenforcement and bankruptcy regimes created a distorted credit culture in
which banks have had limited incentives - and even less ability - to maintain
strict lending standards and enforce loan contracts. Government mandates and
weak lending standards created “soft budget constraints” for many enterprises
that were a major factor in the over-investment that occurred during 1992-94, and
whose legacy of excess and inefficient capacity now afflicts the Chinese economy.
The overall weakness in discipline has been aggravated by its unevenness across
tract

enterprises. Due in part to the limited development of capital markets, but also to
government intervention in enterprise operations, the financial system lacks

means

to support enterprise restructuring, re-deploy resources,

market

for

and provide a

corporate control.

These weaknesses
that China is

still

in

the financial system are partly a reflection of the fact

a developing country.

lution of the financial

However they

system has lagged that of the

also reflect the fact that evoreal

economy. Despite the

substantial growth of the non-state sector in the real economy, the financial sys-

tem remains

state-owned (Table 4), with only a single privately
owned domestic bank. The four major state-owned commercial banks (SOCBs)
established in the early reform period to finance SOEs, and which are still heavily
oriented toward this enterprise segment, dominate the financial system, accounting for nearly three-quarters of domestic lending. Credit facilities are segmented
between the cities and rural areas. Operations of most commercial banks, with the
exception of the SOCBs and 13 newer joint-stock banks, are restricted to their

home

virtually entirely

city.

These structural features reflect the heavy past involvement of the government in lending decisions to support central planning mandates in the real economy and to use bank lending as a substitute for government spending to promote
various non-commercial objectives. The latter practice was spurred in part by the
steady decline in government tax revenues from the early 1980s through the
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Table

4.

State ownership of banks
owned or controlled banks:
share of banking system capital

State

China

1998

1994

99

100

Other emerging economies:

Hong Kong, China

0

0

India

82

87

Indonesia
Malaysia
Philippines
Singapore
Thailand

85

48

7

9

n.a.

19

0

0

29

7

Russia

36

n.a.

Argentina

30

36

Brazil

47

48

Chile

Mexico

12

14

28

0

Peru

0

3

South Africa

2

2

0

22

OECD

countries:

Australia

Canada

O'

France

2

O

n.a.
n.a.

Germany

47

Italy

17'

Japan
United Kingdom
United States

15

0

0

Czech Republic
Hungary
Poland

19

20

1.

2.

o'

9'

46

50
n.a.

0
n.a.

81

3

76

1999.

The government has

a controlling interest in several financial institutions that

provide services similar to those of commercial banks.
3.

1990.

Sources

Chan-Lee, James with Sanghoon Ahn (2000), Measuring

the quality of financial

in 29 market economies: an indicators approach with an extension to East Asia,
Asian Development Bank Institute, July; Barth, James R., Gerard Caprio Jr.,
(2001 ), The regulation and supervision of hanks around the world: a new
database, World Bank, February; national sources and secretariat estimates.

systems

and Ross Levine

20
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mid-1990s (see Chapters 18 and 22 on tax policy and macroeconomic issues
respectively). The resulting substitution of government mandates for sound credit
is substantially responsible for the massive accumulation of non-

standards
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performing loans by banks and other financial institutions. Government
involvement, and the perception that financial institutions will ultimately be
backed by the government regardless of their performance, has also inhibited
the development of a commercially oriented internal culture focused on the maintenance of sound lending standards and rigorous management of risks.
Beginning in the mid-1990s, the pace of financial reform has accelerated
in an effort to address the system's weaknesses. The banking law enacted
1996 led to a significant tightening of bank lending standards by improving
internal controls and strengthening accountability by holding bank loan officers
and their management responsible for new problem loans. This step, together
with the earlier establishment of three "policy banks", was intended to free commercial banks from government mandates. In 2000, authorities transferred
RMB 1.3 trillion (about US$ 150 billion) of SOCB non-performing loans (NPLs),
amounting to nearly 18 per cent of their total loans, to bank asset management
companies (BAMCs). New joint-stock banks with nation-wide scope have been
established since 1995 in order to create more diversity in the financial system.
Authorities have also sought to reduce restrictions on the joint-stock banks to encourage their development and are planning to introduce governance reforms for SOCBs.
sharply

in

However, while important, these steps have not proved sufficient to remedy
the weaknesses in financial system capabilities. Credit quality has improved but a
large portion of

SMEs now

face a virtual credit crunch. While

many

of these enter-

prises are in poor financial condition, surveys suggest that lack of access to fund-

become a key impediment to SME restructuring. Financial discipline has
become if anything more uneven than before, as large SOEs with government
ing has

backing continue to have good access to bank credit and have been the main beneficiaries of the additional financing provided by the stock market. Government
in lending decisions has been reduced but the continued provision
working capital loans to poorly performing SOEs suggests it has not disappeared. Furthermore, while the tightening of lending standards helps to contain

intervention
of

new non-performing loans,

it is

unlikely to

be

sufficient to foster the

managed

risk-

taking characteristic of commercially oriented financial institutions, and which will

be increasingly needed

ment

in

China to

facilitate

the adjustments to trade and invest-

liberalisation.

weakness has made these problems all the more difficult to deal
Despite the carve out of non-performing loans in 2000, the SOCBs along with
financial institutions almost certainly would have negative capital if
their loan portfolios were valued realistically, non-performing loans remaining with
the SOCBs after the transfer of loans to BAMC were nearly 27 per cent of total
loans in mid 2001 according to official figures, and would probably be higher if the
international accounting and loan classification standards China is gradually introducing were fully applied. Joint stock banks also have high non-performing loans
Financial

with.

many other
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rural credit co-operatives are widely acknowledged to be in especially bad
shape. Moreover, financial institutions have little cushion to write down non-performing loans: capital adequacy ratios are barely at the BIS minimum in the best
cases and Ministry of Finance restrictions have left loan provisions at levels that
are quite low by international standards. Bank profits have fallen steadily through
the 1990s to very low levels that would probably be close to zero, or even negative, for SOCBs if international accounting standards were applied.

and

In a proximate sense, the ongoing problems of financial institutions reflect the
poor condition of their enterprise customers. A severe vicious circle has devel(Figure 4). Poor enterprise performance contributes to bank non-performing
loans and lowers bank profits by eliminating much of their core market. By themselves, financial institutions themselves cannot hope to restore their financial solvency unless and until enterprise performance improves substantially. But high
non-performing loans make it difficult for banks to provide the funds for the enter-

oped

Figure

4.

The vicious

circles of

bank and enterprise problems

Government Interference

22
I

Source:

OECD

Secretariat.
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prise restructuring

needed

to

improve

their performance.

While

common

to countries

aggravated in China by behaviours
financial institutions, SOEs, and the
government that reforms have not yet decisively transformed. Limited government revenues to facilitate SOE restructuring and its consequences continue to
require bank lending to sustain loss-making SOEs. This in turn weakens efforts to
improve the internal credit culture and commercial orientation of the banks, while
blunting incentives of SOEs to improve their own governance and management.
The combination of financial weakness and inadequate governance of financial institutions and enterprises also creates risks that inhibit the development of healthy capin financial distress, this vicious circle is

derived from the traditional relations

ital

among

markets as alternative financial outlets.

As in other areas, trade and investment liberalisation offers opportunities but
cannot itself guarantee that domestic problems will be appreciably reduced, and
it presents some risks if these domestic reforms are not effective. Trade and
investment liberalisation in principle allows much greater scope for foreign banks,
insurance companies and securities firms to participate in the domestic market.
Concerns within China that domestic banks will lose a substantial market share to
foreign banks appear to be overstated, however. Foreign banks are likely to be
very selective in their activities and to largely avoid lending to domestic enterprises until their performance improves substantially 12 As argued in the chapter
on the banking sector, the development of China's domestic banks depends on
the success of reforms to improve their capabilities and governance and to facilitate restructuring of their enterprise customers. Given success in these areas, foreign entry into banking and other financial services should help to develop the
financial system, and ultimately benefit Chinese firms that succeed in improving
their capacities to operate effectively. Trade and investment liberalisation is also
likely to increase foreign investment in China's capital markets. This is likely to
help develop these markets over the long-term, but it may put near-term pressures on Chinese equity markets, where domestic shares appear overvalued compared to those on international markets. Opening of the capital markets to foreign
participation on any sizeable scale implies liberalisation of the capital control
regime - which will require substantial improvement in financial discipline and
.

supervision

if

risks to financial stability are to

Emerging weaknesses

in

be contained.

macroeconomic performance 13

macroeconomic performance has been enviable in many respects.
Impressive growth in real GDP has been accompanied by even more rapid growth
in foreign trade and investment that have made China one of the more open of the
world's largest economies 14 The external balances have remained healthy. China
has undergone several episodes of overheating and inflation during the reform
China's

.
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period, but has avoided the prolonged bouts of very high inflation suffered by

many other developing
In

countries.

recent years, however, several signs of a weakening

nomic performance have emerged. The
earlier.

Real

GDP growth

first is

in

China's macroeco-

the slowdown in real growth noted

since 1996 has averaged slightly

above 8 per

cent, nearly

2 percentage points below the pace of the prior fifteen years. Fiscal stimulus,
which contributed nearly percentage point to growth during 1998-2000, prevented an even greater slowdown. Employment growth has fallen even more
sharply (Figure 5), to below the rate needed to absorb new entrants into the
labour force plus those laid off from SOEs and other activities. The result has been
a marked rise in urban unemployment - which by some estimates is over 0 per
cent - and a further increase in under-employed rural workers.
1

1

The slowdown

is

not fundamentally cyclical. China was hit only moderately by

the 1997 Asian crisis and growth has remained low by past standards even as
Asian countries recovered. Nor does the slowdown seem to reflect the natural
decline in potential growth that occurs as countries run out of opportunities to
transfer labour from low productivity to higher productivity occupations and to
absorb readily available technology and know-how from abroad. The labour surpluses and widespread inefficiencies in industry suggest that these processes

Aggregate employment growth

Figure 5.

Per cent
3.5

Per cent

_

_
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have been slowed by structural distortions but are not exhausted. Rather the
is more plausibly viewed as the result of the drag on aggregate
demand engendered by the problems of banks and enterprises, together with
structural problems in the rural economy.

growth slowdown

The slowdown

in real

to foster the adjustments

growth

is

needed

growth also poses challenges to authorities as they seek
needed to alleviate the structural problems. Adequate

to generate the

demand,

profits,

and government revenues

required to finance industry upgrading, facilitate reallocation of resources among
sectors, and support workers displaced by the transition. Achieving full employ-

ment

of the labour force is likely to require an

China's potential rate at

some

extended period

of growth

above

future point.

support growth through macroeconomic stimulus have underscored
the limits on monetary and fiscal policy instruments. As has happened in OECD
countries during periods of banking stress, expansionary monetary policy has had
Efforts to

only a limited impact because of the credit crunch resulting from banks' reluctance

new problem loans. Although the central bank interest rate has
been lowered progressively, to below per cent currently, bank-lending rates
have been allowed to fall by less in order to avoid further aggravating the weak

to risk incurring

1

profitability of the banks.

As a

result, fiscal policy

lus. Official figures

ample scope

had had to supply most

suggest that China’s

fiscal

of the

position

is

macroeconomic stimu-

healthy and that there

is

expansion. While the general government deficit rose to
nearly 3 per cent of GDP in 2000, domestic and foreign government debt together
15
still amount to only about 32 per cent of GDP.
However, this picture is misleading

because

it is

for fiscal

will need to take on debt
The main obligation, the funds needed
more than double the government

widely acknowledged that the government

obligations not yet explicitly recognised.

to restore solvency to financial system, could

debt

ratio initially.

16

is probably less than its GDP might suggest
because government revenues are relatively low. Tax revenues fell steadily relaGDP between 1980 and 1996 and, although they have recovered somewhat, are still less than 15 per cent of GDP. General government revenues,
including ''extra-budget" fees collected by local governments and contributions
to social insurance funds, are about 21 per cent of GDP, a relatively low level
compared to OECD countries as well as a number of emerging market economies (Table 5).

China's debt-carrying capacity

tive to

The relative scarcity of government revenues has had broader consequences.
Government spending on education, research and development, and other social
purposes have been low by international standards. The imposition of policy burdens on enterprises and the use of bank lending as a substitute for explicit
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Table

5.

Government on-budget revenues as share of

GDP

Figures for 1999
Percentage share

China

OECD

20.4

average

37.8

United States

31.0

European Union

45.0

Japan

37.6

Other emerging market economies
31.7

Brazil

India

18.8

Indonesia
Russia
Source.

OECD

17.3

29.8
Secretariat compilations and estimates based on national sources.

Date include payments to social insurance funds.

is due at least partially to the scarcity of government
revenues. Limited revenues at the local government level, due in part to distor-

government spending

tions in the present fiscal federalism arrangements, have encouraged the wide-

spread imposition of unsanctioned ad hoc charges and other forms of resource
extraction on enterprises and rural residents. These distortions account for a
striking paradox in China’s fiscal system. Government financial resources to facilitate economic reforms and meet other key social needs are limited: yet the burden of government resource extraction is heavy for most segments of the real
economy - including those that appear to receive preferential treatment in the
formal tax system.

The macroeconomic consequences of China’s WTO entry are difficult to pre17
Much will depend on the success of the economy in making the necessary
microeconomic adjustments and on the degree to which economic reforms allow
the potentially large dynamic gains from trade and investment liberalisation to be
realised over the long term. Adjustment to trade and investment liberalisation will
stimulate some sectors but engender deflationary pressures from sectors that lose
ground. Macroeconomic policy is likely to have to deal with a shifting balance
between these positive and negative forces over time. Recent commentaries
point to the possibility that the current exchange rate parity may need to be
changed at some point as trade and investment liberalisation proceeds - but they
dict

.

differ as to the direction.

be needed
26
I

exchange

in

rate

These considerations suggest that greater

flexibility will

macroeconomic demand management instruments and

in

the

regime and capital control regimes.
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Growing imbalances

development

in regional

18

been accompanied by growing inequality
Incomes and living standards have risen in nearly all areas, but
growth has been most rapid in the coastal provinces, followed by provinces in the
central region, and least rapid in the western regions (Table 6). Geographic disparities in income have been rising steadily since the late 1980s.
China's growth during the 1990s has

among

its

regions.

Table

6.

Per capita

GDP and

Per capita

real

GDP

1980

GDP growth
Rank

RMB/capita
1999

1980

in

the year

1999

by province
Change

Growth

of rank

of

1980-99

1980-90

rate

GDP
1990-00

Eastern

Beijing

1

Tianjin

1

Hebei
Liaoning

Shanghai

2

582
392
427
768
738

468
544
343
405
473

Zhejiang
Jiangsu
Fujian

Shandong
Guangdong
Guangxi
Hainan

281

278*

803
15 932
6 913
9 958
30 805
19

1

1

2

0

8.8

10.9

3

0
-1

7.3

1

9.2

12.8

4

8

4

8.4

9.4

1

1

0

7.4

12.2

981

9

4

1.1

15.0

3
12

1

1

-5

699
969

6

7

20

6

8 648

14

9

-5

739
4 264
6 227

8

5

26
27

10
10

1

2

1

1

1.5

11.6

14.0

11.4

15.4

10.
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The divergences

among

in

growth rates and increasing gaps

in living

standards

China's regions, and between urban and rural areas, are fundamentally

poor integration. Transportation and communication infrastructure within China's interior provinces, and that linking the interior with the coast, is
generally much less developed than in the coastal provinces. Segmentation has
been accentuated by differences in market rules and conditions across regions,
and in the way government policies are applied. The scope for non-state enterprises has been considerably less in interior provinces than on the coast, and the
heritage of SOE dominance and past central planning is greater. Capital mobility
reflections of their

has been limited, due in part to the limited outlets for transferring savings among
regions and to protectionist barriers to business establishment across regional
jurisdictions. Largely as a result of the pre-reform policy of regional self-sufficiency

together with limited capital mobility, there

is relatively little

regional differentia-

tion in industrial production structures, suggesting that regional comparative

advantages are not adequately exploited. There are several competition bodies
and conditions governing business establishment often differ among provinces.
Until recently, interior provinces were given much less freedom to offer preferential treatment to attract foreign direct investment compared to the coastal provinces, and in some cases have been further disadvantaged by the closure of their
resource sectors to foreign participation. As discussed in Chapter 9, the relatively
inefficient distribution system has increased costs of marketing products nationwide and has fostered regional segmentation in some product markets.

Government policy to favour the development of coastal provinces has
increased their integration with the international economy to a degree that in
some respects exceeds their integration with the rest of the domestic economy.
While the policy is intended to catalyse the development of the economy as a
whole, the spillover benefits are limited by the poor integration of the coast with
the interior. The focus in the current five-year plan is to continue to rely on the
coast to lead China's growth while improving infrastructure in the interior, mainly
western, provinces and allowing their governments to offer financial and other
preferences to attract foreign direct investment and domestic capital. These
efforts are intended to provide a foundation for the much longer-term goal of
reducing disparities in growth and, eventually, in living standards. Apart from
these measures, explicit regional policy has largely been left to provincial authorities. Financial and other key reform policies at the national level have few explicit
regional dimensions.
marked contrast to the experiEuropean Union. From the beginning, EU policy emphasised the inteinternal markets in parallel with liberalisation of its international
trade and investment regimes. The example of the United States, which has
enjoyed a high degree of internal integration for many years, has been a motivating
China's approach to regional policy presents a

ence

of the

gration of
28
I

its
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behind this emphasis. Internal integration in the EU has been an explicitly
broad based effort to allow free movement of goods, services, capital, persons,
and businesses. In order to create comparable conditions for business operations
across member countries, the European Commission is assigned responsibility
under the Treaty of Rome for enforcing competition law, and has undertaken complementary initiatives toward greater harmonisation of tax and other policies
affecting the business environment. The motivation for this move to a "single market” has been that internal integration can have benefits at least comparable to
those from external integration, and indeed is necessary to fully realise the benefits of external trade and investment liberalisation.
factor

Trade and investment liberalisation
for

divergences

among

China's regions

is widely expected to increase pressures
- despite the initiatives being taken under

the western economic development programme. Although governments in interior

provinces are making strong efforts to attract foreign investment, most foreign
direct investment is expected to go to coastal provinces. The labour-intensive
industries that will benefit

most are also concentrated in coastal provinces. Their proxand their infrastructure also favour coastal producers of

imity to international markets

vegetables and other labour-intensive agricultural products. Without further policy
efforts,

income inequalities among regions are expected

to grow,

and could even

accelerate with trade and investment liberalisation.

Improving the utilisation of China’s resources
China's economy is clearly operating below its productive potential. Human,
and other resources are under-employed, misallocated among economic sectors, and inefficiently used. Achieving better resource utilisation is the
most basic challenge China faces in seeking to meet its development objectives.
As discussed in this section, better integration among the various segments
China's economy is likely to be essential if resource utilisation is to be improved.
Many of the priorities and suggested steps outlined below, and summarised at the
end in Box 2, will need to be supported by complementary policies to improve
market framework conditions and to strengthen the capacity of the government to
support economic development.
capital, land,

Raising labour utilisation 19

The task

of achieving full

employment

Rough
more than

of China’s workforce is daunting.

projections indicate that China’s aggregate labour force will increase by

70 million over the next decade. To absorb these

new

entrants along with the mil-

expected to leave agriculture, while making progress toward
reducing the number of under-employed, will require substantially more rapid
employment growth in industry and services than has been attained in recent years.
lions of workers
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Given the widespread structural distortions in the economy, macroeconomic
although it has an important complementary role to play, can do little

medium-term

if

inflation is to

be contained.

policy,
in the

Instead, achieving better labour

utili-

fundamentally a structural challenge. Labour market reforms are a necessary pre-condition to achieve this goal, but broader reforms discussed later will
sation

also

is

be required.

The key

priority for

an inherited pattern

of

improving the capacity of labour markets

is

"...

to

overcome
20

labour market segmentation and establish a national labour market ".

necessary because, whatever purposes they may have served in the past,
impediments to rural-urban migration and other impediments to mobility have

This

is

become major obstacles

to absorption of excess labour

labour productivity. Removal of labour mobility constraints

and improvement
is

in

necessary not only

reduce other distortions. In particular,
access to a wider array of jobs should improve incentives for rural workers to
increase their human capital. Increasing the supply of labour to urban areas
should stimulate development of urban businesses. Integrated labour markets
should foster business location to areas offering the greatest comparative advantages in terms of access to resources, suppliers, and markets.
to allow workers to find jobs but also to

An

essential step toward creating a national labour market

is

to begin to pro-

gressively phase out the constraints on migration to urban areas and other barriers

by urban enterprises. Reform of the hukou
is necessary to reduce these impediments and has recently been endorsed in
principle by the Chinese authorities. Several local experiments with its relaxation
are underway. The step has broader implications that condition its timing: in particular, the phase-out might begin with medium-sized cities followed later by
larger cities. Furthermore, to genuinely improve labour mobility and integration,
hukou relaxation needs to be accompanied by reforms of the rural land tenure systo the recruitment of non-local workers

tem

if

rural

migrants are not to face a prohibitively large loss of their land assets.

Reform of land tenure, whose terms vary widely, is also necessary
migration incentives are comparable across regions.

to

ensure that

While a key step, elimination of hukou-re\ated constraints on rural-urban
migration and land tenure reform are only first steps. Other complementary measures need to be taken, beginning in the near-term and extending over a longer
period, to improve labour market flexibility and to ensure that improved mobility
results in greater and higher productivity employment in the economy as a whole.
Local preferences and other measures within and between urban areas that
inhibit migrants from seeking education or finding jobs in the formal sector also
need to be eliminated in a timely fashion. Development of the unemployment
insurance system to replace the transition arrangements being used to help laidoff SOE workers should help to improve incentives for efficient job-search. OECD
experience suggests that unemployment insurance reforms can be reinforced
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through the establishment of a modern employment service that works with busi-

nesses to improve collection and dissemination of information - but which does
not seek to interfere with hiring decisions.

Over a longer period, development of SMEs in or near cities in interior provneeds to be fostered along with the expansion of existing cities and creation
cities in areas where they are economically viable. This will be necessary to
ensure that rural migrants from these provinces can find jobs without a mass exodus to coastal cities, and the attendant excessive congestion and negative externalities such an exodus would likely create.
inces
of

new

Improved labour market performance also depends importantly on broader
reforms to social programmes. Achieving higher educational standards in order to
improve human capital is a key priority in this regard, particularly in rural areas
where education expenditures and attainment lag those in urban areas considerably. A longer-term goal suggested by OECD experience would be to raise the
average duration of formal education from the current 9-10 years to 12 years, and
to increase the portion of students that complete the first level of higher education

(i.e.

16 years) to 25 per cent.

Better integration of the markets also

depends on reforms

to increase the

coverage and portability of pensions and other social benefits. While achievement

more attention needs to be
paid in the medium-term to relieving distortions that arise from the unevenness in
financing burdens for the government-run first tier of the pension system. These
distortions are greatest between rural and urban enterprises, and between the
informal and formal sectors within the urban sector, and are due to the currently
limited and uneven coverage of pension benefits. These differences have worsened as required contribution rates for enterprises subject to the formal pension
system have increased. A first step would be to reduce disparities that now exist
among urban areas, possibly by pooling financing of the first tier of the pension
system at the provincial government level, rather than at the municipal level as is
now the case. Over the longer-term, coverage will need to be extended to rural
workers and those now in the informal sector in cities, but with flexibility to allow
some local variations in contribution and benefit rates.
of these objectives is necessarily a longer-term goal,

Making

better use of land

The key

and environmental resources 21

to improving productivity in the agriculture sector is to

"...

foster

cropping patterns and other agricultural decisions based on emerging market
opportunities and regional comparative advantage, rather than on the traditional
yardstick of increasing grain output in all areas at any cost’’. 22 As indicated in the
last section, land and other resources now devoted to grain production need to be
shifted toward more labour-intensive crops if China is to be able to exploit its
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comparative advantage under trade and investment liberalisation. To achieve this
goal, the current system of government control over grain procurement prices and
the related interventions should be phased out as import restrictions are eliminated. This is likely to be needed in any case to contain fiscal burdens on the
government.
This step will have greater benefits if accompanied by other complementary
policies. These include development of information systems concerning output
and input prices and improved marketing channels. Improvement in product standards and quality that are consistent with international norms is particularly important
if

in

China

is

which

to fully benefit from the

it

opening

of foreign

markets to

agricultural

products

has a comparative advantage. Infrastructure investment to better link

farmers with their markets

is

also important, particularly in interior provinces.

As

the experience of European transition economies has underscored, restructuring

and

in agriculture,

Improvement

in

in

the rural sector as a whole, requires adequate financing.

the functioning of the rural credit co-operative network and

better integration with the rest of the financial system

is

its

basic in this respect.

Development of other micro-financing and informal credit channels, provided they
can be structured and supervised to prevent abuse, could be particularly effective in
the small-scale and low-income farming environment in China.
Reallocation of agricultural production will help to promote an important
environmental goal, which is the severe shortage of water and degradation of
water quality in Northern China. Water use has expanded sharply over the past
twenty years due to increasing use of irrigated land and to growing demands from
rural industries and urban centres. Reduction of land-intensive grain crops should
release water resources to accommodate urbanisation or other uses. The recent
adoption of a more market-oriented water pricing policy, based in part on actual
supply costs, should also help to promote more efficient use of water resources.
China’s other major environmental problems are extensive air and water pollution.

Nearly one-third of the country suffers from acid

rain,

urban

air

pollution

is

cities, and there are growing pressures on solid waste disThese problems can be traced to a variety of factors, including low
energy efficiency and the reliance on soft coal in energy generation, the increased
use of fertilisers in agriculture, urbanisation, and the explosion in the automobile
population in urban areas. The trend away from heavy toward lighter and generally
less polluting industries has moderated these forces somewhat, but not enough to

quite severe in larger
posal

facilities.

prevent a continuing deterioration

32
I

in

environmental quality.

China’s government has been making strong efforts to alleviate pollution
problems. Environmental standards have been tightened substantially and the
authorities have been encouraging more efficient energy use and a shift away from
coal toward oil and other less polluting sources. Local governments have been
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shutting

down

enterprises that are in violation of pollution standards. These and

other steps have substantially established the legal and regulatory framework
to achieve China's environmental goals. However, as in

many other

needed

areas, the effec-

tiveness of the framework is limited by implementation problems.

Trade and investment liberalisation

will potentially

contribute to alleviating

problems by spurring the shift toward more labour-intenHowever the extent to which the environmental benefits are rea-

China’s environmental
sive industries.

depends on reducing three main barriers that are limiting the effectiveness
The first is better enforcement of environmental regulations, parstandards that are often evaded or ignored at the local level.
The power of courts to interpret environmental laws and to adjudicate disputes
between legal and regulatory provisions needs to be strengthened. Second, subsidies, price distortions, and other adverse incentives that encourage pollution
and inefficient energy use need to be phased out. And third, there needs to be
better co-ordination among government agencies to develop a more comprehensive environmental strategy and to redress the significant gaps and "responsibility
lised

of current policy.

ticularly of national

vacuums"

in

environmental policy formulation and enforcement at

Bolstering the capacity of the business sector

to

all

levels.

productively employ resources 23

Labour market reforms can improve the conditions under which labour

is

sup-

improvement in the capacity of the business sector to productively
employ both labour and capital is equally critical. An important longer-term goal is
to foster the development of China’s service sectors, particularly labour-intensive
services, but the pace at which this occurs will depend on further increases in
urbanisation. The more immediate priority is to restructure China’s industrial
enterprises through consolidation and reorganisation to achieve a more efficient
structure of industry as a whole. Technology also needs to be upgraded and industry’s capacity to innovate and to absorb new technology strengthened.
plied but

China’s government has long been heavily and directly involved in industry
have sought to develop large enterprises
and enterprise groups as "national champions” to compete in international markets
with multinationals from more advanced economies - although these efforts have met
with little success. More recently, the government has intervened extensively and
directly to reduce excess labour and other policy burdens of SOEs, to lower surplus
capacity, and to manage SOE restructuring. While these efforts have had important
benefits, they have also distorted the restructuring process, for example by requiring
stronger enterprises to merge with weaker firms. Much of the government involvement reflects its continued intervention in SOE management. Government efforts
have also been focused on large SOEs destined to remain under state control.
restructuring. Since the 1980s, authorities
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A key message

of the study is that market mechanisms need

that they play the dominant role

ment

in

China’s business restructuring.

in

the performance of China's industries

will

to

be strengthened so

Fundamental improve-

involve extensive reallocation of

resources, and changes in ownership and control extending across thousands of

enterprises in both the state and non-state sectors.

and their importance

will further

increase as the

labour-intensive activities. These changes will

market driven processes

need

SMEs are critical to this effort
economy shifts toward more
to come about primarily from

which individual enterprises reorganise to maximise

in

the long-term value of their operations. While trade and investment liberalisation

Chinese enterprises, success in international markets
has come to depend less on the scale of a multinational’s operations than on the
sophistication of its management and the effectiveness of its governance -qualities over which government can have little direct control. Given these conditions,
government policies to promote restructuring need to focus on establishing conditions that support market restructuring processes, such as improving competition
and clarifying property rights, while limiting direct interventions to matters, such
as the disposition of SOE assets, where market processes alone are insufficient to
accomplish the task.
offers opportunities to large

that now exist to market
most essential to accomsystem reform, as discussed further in the
not be possible to shift resources toward enterprises that

The most pressing need
plish this objective.

next sub-section,

it

The
will

to

remove obstacles

Two

sets of policies are

is

driven business restructuring.

first is

financial

can use them most efficiently unless credit allocation

on

strict

commercial

criteria

other financial institutions

than

will

is

need

now the

to lend to productive outlets. Financial

open

is

much more

firmly based
happen, banks and
and better incentives

case. For this to

to have greater capacity

markets need to be more flexible and

ownership and create a market for corpoexperience also offers lessons for improving access to external
financing for creditworthy SMEs, as part of broader efforts to develop this key
enterprise segment.
if

they are to

rate control.

facilitate transfers of

OECD

end government interventions that constrain enterdo so, and which block their
need to be given autonomy to choose the
partners and terms for mergers and acquisitions based on their long-term economic value, without being burdened by non-commercial requirements imposed
by government authorities. SOEs also need to have clearer claims and control
over their assets if they are to be able to restructure their operations in a productive manner. Regional barriers to capital mobility and to cross-provincial business
location also need to be curtailed. Policies that have the effect of creating cartels
The second key step

is

to

prises' ability to reorganise, distort their incentives to

exit

when needed. SOEs

particularly

or price floors (including rules that define pricing

below industry average cost as

"predatory”) should be avoided wherever possible since these tend to limit
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incentives for restructuring and to slow

exit. Equally important are reforms to faciland accelerate exit, since large numbers of China's present enterprises are
not competitively viable and will need to leave the market if industry is to

itate

become more

efficient.

While such measures are essential first steps, their ultimate payoff depends
on reforms in other areas. These include measures to eliminate external conditions that would tend to distort restructuring decisions, such as unequal social
benefit burdens and incentives that encourage regional protectionism. Equally
important are reforms to corporate governance and other framework conditions
discussed in the next section that are needed to ensure that enterprises have the
capacity and incentives to exploit value-enhancing restructuring opportunities. In
light of experience and the more demanding international market environment,
authorities might also review the current policy of developing national champions
and consider narrowing its focus to areas where China’s current advantages give it
a better chance of success than in the past.

The technology challenges facing Chinese industry further underscore the
importance of strengthening market forces while improving the quality of government intervention. Meeting these challenges involves more than simply making
more technology available to the market. Other key objectives are to foster the
improvement of capacities at the firm level to innovate and to use and absorb
technology; to improve technology diffusion; and to enhance the technological
pay-off from foreign direct investment. Explicit technology policies cannot achieve
these objectives by themselves without broader reforms. In particular, bolstering
firm abilities and incentives to keep up with market technology standards
requires improvements in management and governance, competition, and other
framework conditions necessary to ensure that firms are adequately profit-oriented.
Equally important are reforms to improve protection for intellectual property
rights to encourage technology sharing and the development of venture capital
facilities. Further opening of knowledge-based service sectors to foreign participation would also help to foster technology transfer from abroad.
The government has an important role to play in improving China's technologibut there needs to be a change in emphasis. The government is
have to supply much of the resources to bring funding for basic science up
to levels more comparable to international norms. OECD experience suggests that
China's government can contribute to technology diffusion by providing support to
regional university and other research centres, for example. There is also a need to
embed government technology policies in a broader framework that exploits comcal capabilities
likely to

plementary relations with other industrial policies. This is likely to require greater
co-ordination between the Ministry of Science and Technology, which has been
largely responsible for technology policy, and other Ministries responsible for programmes concerning financing for SMEs and other industrial policies.
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Box

1

Some
OECD

.

Improving technological capabilities OECD experience

potential lessons from

experience offers some lessons for fostering the development,

diffu-

and absorption of technology. It shows that successful new technology-based
firms - which are responsible for an increasing share of innovations - require not
sion,

only superior governance and

management

capabilities but also an enabling infra-

structure of business services.

The experience of OECD countries indicates that effective implementation of
technology diffusion programmes requires organisational improvements and strategic changes in firms, the building of interactive relations between different players, exploitation of existing resources and a local presence. To accelerate
technology diffusion, OECD governments are focusing on addressing market and
systemic failures through four types of operational strategies:
•

Supply-driven

initiatives

ment sponsorship

that transfer technologies

to the private sector.

developed under governis the Canadian Space

An example

Agency’s Space Station Program, which involves competitive bidding of private
firms for contracts to develop and commercialise dual-use space technologies.
•

Demand-driven programmes seek to diagnose and enhance the technological
absorptive capacity of firms. The Manufacturing Extension Partnership in
the United States assists smaller manufacturers to implement appropriate
technologies and improve their business practices.

•

Network-Building initiatives develop bridging institutions and inter-firm partnerships to facilitate information flows. Innovation Centres in the Netherlands
strengthen both vertical and horizontal network links at the regional level.

•

infrastructure-building programmes upgrade the technology diffusion infrastrucadopted various schemes of spreading new
technology and promoting network links as part of the country’s developmental strategy.

ture at the national level. Korea

Absorption of technology is a long-term process in which acquiring firms need to
trust with technology providers. Case studies of
in Korea and Chinese Taipei suggest that
important for domestic firms to engage in progressively more advanced forms of
technology transfer with foreign partners over time (for example, from subcontracting,
to technology licensing to OEM, to ODM, to joint product R&D and strategic alliances).

develop long-term partnerships and

the electronic and semiconductor industries
it

is

Despite

its

impressive performance, there

is

significant

room

to

improve

China's foreign direct investment performance in both quantitative and qualita-

The strengthening of intellectual property rights protection under
China’s accession agreement should help to attract more foreign direct investment from developed country businesses, which have sometimes been reluctant to

tive terms.
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invest in the domestic market out of concern that their advanced technologies

and production techniques will be inadequately protected. Given the worldwide

M&A in cross-border investment, establishment of marM&A would also help to attract investment
from more advanced economies. Adoption and effective enforcement of a comprehensive competition law, and reduction in administrative and other barriers
beyond those required by the WTO, would encourage more foreign investment
aimed at the domestic market. Further opening of protected industries, for
example by allowing more foreign participation in extractive activities, would
also help to attract foreign direct investment as well as increase efficiency.
trend toward the use of

ket based mechanisms for domestic

Other measures could help to improve the pay-off to the domestic economy
from foreign investment. Improved competition and better enforcement of contracts would encourage more local sourcing of inputs, such as packaging materials,
used by resident foreign enterprises. Reduction of government interference in the
operations of domestic enterprises could help to foster more fruitful partnerships
with foreign firms possessing advanced technology.
Improving the effectiveness of the financial system 24

Improvement

system to promote efficient
fundamental to the restructuring of industry, achieving better
macroeconomic performance, and allowing
China to open its financial markets to the world without undue risk to financial stability. As noted earlier, despite the important steps taken over the past five years,
the fundamental capabilities and incentives of the financial system to allocate
credit efficiently remain impaired.
resource utilisation

integration

among

As discussed

of the capabilities of the financial
is

regions, bolstering

in

the previous section, the problems of the financial system are

economy and to the shortage of resources effecgovernment. As emphasised in the chapter on the banking
banks are unlikely to become fully healthy and effective until the
performances of their enterprise customers improve substantially. Nevertheless,
international experience strongly indicates that timely and decisive reforms of the
financial system are essential to break through the vicious circle China now faces.
Three key objectives need to be achieved if the financial system is to become an
effective support, rather than obstacle, to the broader reform process.
closely linked to those of the real

tively available to the
sector, China's

The

first

and most pressing objective is to restore
through direct government

tutions within the near-term

,

capital

adequacy

financial

to financial insti-

support as needed.

International experience suggests there are a range of specific modalities that

could be used to accomplish this objective, but that three important principles
need to be observed if the benefits are to be realised.
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•

First,

the rehabilitation needs to be thorough, comprising measures to deal

with non-performing loans (through removal from banks' balance sheets of

non-performing loans that cannot be dealt with out of provisions or through
write-downs) and increases in capital, to at least the BIS minimum initially.
•

Second, the clean up should complete the financial rehabilitation of SOCBs,
and address the non-performing loans of other commercial banks and

•

And

credit co-operatives that are also in distress.
third,

the clean up and

its

aftermath should also involve

tions on the financial institutions, under which

strict

management

condi-

is

held

accountable for, and given the requisite autonomy to improve, future performance. For example, authorisation for banks to enter new lines of busi-

ness could be made conditional on their maintenance of adequate capital
and adherence to prudential standards.

While a necessary precondition, balance sheet clean up cannot itself guarantee sustained improvement in the effectiveness of the financial system. Perhaps
the most basic lesson from other countries’ experiences with financial distress is
that clean

up needs

to

be accompanied by

stringent

measures to correct the con-

ditions that led to the stress. In China's context, measures to establish and

strengthen the governance of financial institutions as commercial entities and
ther improve their internal systems for credit assessment and
are essential, along with the strengthening of the
of

management

independence and

bank supervisors. These are particularly necessary given the inevitable
government-owned financial institutions, particularly

culty of ensuring that

fur-

of risk

capabilities
diffi-

large

ones, are truly commercially oriented,

Nevertheless, international experience strongly suggests that breaking the

now in requires early intervention to restore financial system solvency as other measures to improve conditions in the real economy that
require more time are undertaken. Inadequately capitalised financial institutions
tend to have weak incentives to maintain sound lending standards or manage
25
Indeed, financial weakness can spur perverse incentives to hide loan probrisk

vicious circle China is

.

lems or

to take excessive risks ("gamble for redemption"), in China's case, stronger
balance sheets are necessary to allow other reforms to improve the fundamental
health of financial institutions to proceed. These include the ability of banks to
restructure to meet increased foreign competition and to access external funds to
bolster their capital. Moreover, given their low profitability, China's financial institutions are unlikely to be able to achieve capital adequacy out of their own
resources within a reasonable time. In fact, balance sheet clean up is probably key
to their longer-term ability to

improve

their profitability.

While the current rapid pace of loan growth might suggest that banks could
"outgrow” their high non-performing loans rates given sufficient time and continued
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rapid growth in the real economy, such a strategy carries important

leave banks in even worse shape

pose a

if

risks. It

loan or deposit growth were to slow.

dilemma between improvement

It

would
could

banking system conditions
and fostering the growth of alternative financial outlets which might divert business from banks. As the experience of other countries, most recently )apan, has
underscored, relying on real sector recovery to restore the health of financial instialso

tutions

is

difficult

more

likely to

impede

in

real recovery, allow financial

problems

to get

worse, and increase the ultimate cost of their resolution.

There has been concern that a government sponsored clean up

undermine financial institutions' incentives to sustain a strong credit culture. Against
this must be set the fact that only SOCBs benefited from the first non-performing
loans programme, and the widespread perception within and outside China that
the government will always back the solvency of the SOCBs in order to prevent a
financial crisis. Delay in restoring solvency is more likely to increase and prolong
expectations of multiple and open-ended bailouts. A second concern is whether
China’s government can afford the cost of a thorough financial system clean up,
given the limits on its fiscal resources. The cost is likely to be high, on the order of
those facing other Asian countries that experienced severe banking problems in
the aftermath of the 1997 crisis. 26 However, as argued in the last section of this
summary, the cost should be affordable provided that government revenues continue to rise relative to GDP, social benefit programmes are established on a sustainable basis, and further non-performing loans are kept to minimal levels. China
does not now face an intractable dilemma between cleaning up the financial system and maintaining the sustainability of its fiscal accounts. But further delay,
since the ultimate costs are likely to rise, increases the risk that such a dilemma
will develop in the future.
Restoration of solvency will also help to promote the second,
objective,

to

create a

have a much greater

become

more

role.

diverse

and balanced system

The SOCB

in

if

will

longer-term,

which financial outlets other than

orientation toward

SOEs

is likely

SOCBs

to continue, as they

"lead banks" for the large firms that will remain under state control. This,

together with their size and potential ability to tap domestic and international
financial markets, gives them a strong comparative advantage in serving multina-

and other larger enterprises. The other commercial banks and credit cooperatives probably have stronger comparative advantages and incentives to
lend to SMEs, but their ability to expand their market share is circumscribed by
regulatory and other limits on their access to funding. Accordingly, relaxation of
policies that restrict the ability of joint stock and other smaller institutions to
expand, as part of broader efforts to create a more level playing field among commercial banks, are necessary first steps toward greater diversity in the financial system. A
more active longer-term policy to restructure the SOCBs along regional or functional
lines would also help to promote greater diversity and to increase competition.

tional
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Greater diversity would also help to improve the commercial orientation of the
financial

system as a whole. Although strong efforts are being made to develop a more

commercially oriented credit culture in the SOCBs, the task

is

inevitably difficult given

the traditional role of these banks in central planning, their continued strong ties to
the government, and, not least, their "too big to

fail"

status.

The

joint-stock

banks

enjoy more autonomy from government mandates, are generally better managed and

more commercially oriented. Increasing the importance of these banks would help
make the overall banking system more responsive to market forces.

The

to

key objective to improve financial system capabilities is to foster the
development of China’s capital markets. The government bond market needs to be able
to absorb the large increase in public debt that is likely to occur in the next several years. Capital markets are also necessary to allow enterprises to achieve a
better debt and capital structure and to provide the instruments for retirement
savings that will be needed as the second and third tiers of the pension system
develop. However, China’s capital markets are not yet capable of adequately carrying out these functions. Most listed companies are SOEs and only about onethird of their shares are actively tradable. The market has been prone to manipulation and overvaluation. The bond, as well as money, markets are behind the
stock market in their development and lack liquidity and breadth. As argued in
Chapter 15, the markets as a whole will need further strengthening to accommodate new financial instruments, greater foreign participation and increased exposure to international financial markets at acceptable risk.
third

As in other areas, the priorities for improving the capital markets start with sevremove obstacles to their effective functioning and development. These steps have been endorsed by the authorities (or at least raised by
senior officials), but in some cases their implementation has been delayed.
eral near-term steps to

•

The

first is

to increase the share of

SOE

equity that can be traded within the

three year time-period authorities have specified, following a pre-announced
timetable.
•

The second is to open stock market listing to all firms, including collectives
and private firms, based on their ability to meet the supervisory requirements - thereby ending the preferential treatment large SOEs still receive in
this area. This, together with the first step, is basic to

improving the discipline

offered by the stock market and to creating a market for corporate control.
•

The

markets by eliminating the distinction between ("A") shares that can be held by Chinese citizens and the ("B”
shares that can be held by foreigners within the near term. This step does
not depend upon achievement of capital account convertibility, but it will
need to be carefully timed to avoid disruptions arising from the now considerthird step is to integrate the equity

able differences in share valuation across the segmented markets.
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These near-term steps should open the way for, but also need to be reindevelopment of the capital markets over
longer-term. These include policies to improve corporate governance and to allow foreign financial institutions to enter the capital markets, and
implementation within the medium-term of official plans to improve the government bond market. Frameworks for mortgage bond and mortgage-backed bond
markets will need to be established in order to facilitate the increased demand

forced by, other policies to promote the

the

medium and

for real-estate credit as

housing reforms proceed.

Achieving better integration

Better integration

among

among

grounds. Lack of integration
goals and

is likely

to

become

China’s regions

China’s regions

is

27

is

not simply important on equity

becoming an impediment

a greater obstacle over time

to other
if

development

not addressed. With-

out greater integration, coastal and a few interior cities are likely to bear the brunt
of the migration of

workers

who will need

to find jobs in cities.

The

resulting pres-

sures on urban land, the environment, and other resources could lead to sharply

diminishing returns from agglomeration, and thereby degrade the advantages that

have given these urban areas their vitality. Greater integration is needed to make
use of China's land and agricultural resources - which cannot be transferred to
among regions limits the productivity gains
from regional specialisation and restricts the ability of enterprises to achieve adequate economies of scale and scope.
full

the coast. Continued segmentation

To achieve better integration, China needs a much broader and comprehendevelopment strategy focused on the creation of national markets for
products and productive factors. This implies a shift in emphasis, away from the
granting of selective exemptions from government regulations and tax preferences, in favour of measures to allow greater scope for national market forces and
to improve the ability and incentives of local governments to respond to those
forces. OECD experience underscores several pitfalls in regional development
sive regional

strategies that are potentially relevant to China, including:
•

government interventions to develop specific areas or secdevelopment, a strategy which
tends to be quite expensive and has proved to not be very successful;
over-reliance on

tors (“growth poles") to catalyse regional

•

the

launching of major infrastructure projects without taking realistic

account of regional demand; and
•

In

maintenance of direct assistance to declining sectors
local economic activities.

opment
that

in

order to protect

addition to infrastructure development, a comprehensive regional develstrategy for China involves three basic objectives.

common framework
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establishment, and taxation apply to

EU

of the

suggests, this

is likely

all

regions and localities. As the experience

to require a sustained

and broad

initiative

the central government. The principle that sub-national governments

impose

from

may not

barriers to domestic trade, which is contained in current law but lacks

enforcement provisions, needs to be strengthened. This might be accomplished
(as in the European Union and Russia) partly through the application of national
competition law provisions.

The second objective is to improve the mobility of capital among regions.
Development of national capital markets and improvement in the commercial orientation of financial institutions are the ultimate keys to promoting a more

effi-

cient geographic allocation of capital over the longer-term. In the near-term,

need to be reduced and transparency in
governments in the interior are to be competi-

administrative burdens on local business
regulations increased

if

provincial

tive in attracting foreign direct

investment as well as domestic

capital.

Reduction

in

impede cross-border business
medium term,
of the money markets and expansion in the

administrative barriers and local protectionism that

establishment and mergers and acquisitions

is

also important. In the

development and liberalisation
for city bank operations in the interior would facilitate the ability to
among regions. Opening of protected resource sectors to foreign
investment would also help to attract foreign direct investment to resource-rich central and western provinces.
further

geographic scope
transfer savings

Regional integration also depends on a third objective, reform of central-local
government fiscal relations. The current system contributes to the unevenness in
tax burdens among regions. As discussed in the last section of this synthesis, the
allocation of government revenues and division of responsibilities for spending
need to be realigned among government levels in accordance with need rather
than the economically arbitrary administrative criteria. China needs not only to
raise the total amount spent nationally on education but to give equal priority to
increasing resources for education in rural areas, particularly those in the interior,

where standards are now low but the potential payoff

in

terms of improved human

capital is relatively high.

Realisation of the benefits of greater integration also

depends on promoting

greater balance in urbanisation by fostering market-driven creation and develop-

ment

of

new

cities in interior provinces. City

building along with the exit of work-

ers from agriculture will help to equalise strains on urban resources and provide

42
I

an impetus to regional growth as agglomeration economies are exploited. Expansion of existing medium-sized cities by accretion of bordering rural townships that
are already experiencing rapid growth of new enterprises should also help to
invigorate growth. Creation of new cities, however, is a complex process in which
the most productive role of government is to foster conditions conducive to their
formation. These include access to financing and sufficient flexibility in labour
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Box

Key

2.

priorities for

improving resource

utilisation

Problem

Priority objectives

Some suggested

Labour market segmentation

Create a national labour

a)

preventing full employment
of human resources

market by removing

is

impediments

to

Beginning

steps

in the

near term,

progressively phase out hukou

labour

related restrictions

on migration and reform

mobility

rural

land tenure
b

)

Continue

to

develop the

unemployment insurance
system and reduce disparities
in social benefit burdens over
time

Government policies impede
a shift away from land-intensive
toward labour-intensive crops

Environmental problems impair
efficient resource allocation

Foster cropping patterns
with market forces
and regional comparative
advantage
in line

Improve enforcement
and achieve better
co-ordination
of environmental policies

In

the near term, phase out

controls on grain procurement,
prices

and distribution

Strengthen the powers of courts
and enforce
environmental laws and
regulations; eliminate distortions
to interpret

among government agencies

that

Foster market-based
mechanisms as the primary

a)

In

b)

Develop

encourage pollution and
energy use

inefficient

Business sector restructuring

hampered by
mechanisms

is

lack of

market

the near term, remove
government imposed obstacles
to enterprise restructuring

vehicle for restructuring

capital markets over

the longer term

Technology is sub-standard
and capabilities
for innovation, diffusion,

and absorption are weak
Credit allocation

is inefficient,

Develop a comprehensive

a)

restructuring are limited

Restore financial system

Improve diversity

for

intellectual property rights;

a)

Restore capital adequacy

b)

Remove

solvency
b)

Improve protection

increase government resources
devoted to basic R&D

of enterprises

financial discipline is weak,

and financial facilities
to support business sector

c)

framework to foster
technology capabilities

to financial institutions in the

near term subject to strict
performance requirements.

in

financial institutions

and develop money
and capital markets

regulatory barriers

impeding the functioning and
development of money and
capital markets as soon as
possible
c)

Over a longer period,

foster a

greater role for joint-stock and
other smaller com mercial
banks; foster development of
capital markets, in part by
liberalising access of foreigners
to the capital markets
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Box

2.

Key

priorities for

improving resource

utilisation

Problem

Priority objectives

Some suggested

Regional fragmentation
becoming an obstacle

Develop a comprehensive
regional development strategy,
focused on the creation of more
uniform framework conditions
and improving internal

a) In

is

to

broader development needs

(cont.)

steps

the near term, eliminate

administrative and other
regional protectionist barriers
b)

capital mobility

Reform central-local
government fiscal relations
within the

c)

medium-term

Promote development
of national money and

capital

markets

markets to attract essential labour skills, along with sufficient autonomy for
regional and city planning authorities to formulate and implement development
based on local resources and comparative advantage.

strategies

Strengthening the institutional frameworks for market functioning

The success

of the steps to

break down barriers to resource reallocation and
used in the future depends critically upon

to ensure that resources are efficiently

governance, property

rights,

competition, and other frameworks essential to effec-

tive market functioning. Considerable effort has been made over the past several
years to strengthen several of these frameworks, but their impact has been
blunted by the more limited progress made in complementary areas. Fundamental ambiguities in the property rights framework have not been resolved; market
discipline is still inadequate; and while organisational structures and many of the
basic laws have been established, their effectiveness has been limited by inadequate enforcement. This section outlines the priorities for strengthening the
frameworks; these are summarised in Box 3 at the end.

28
Strengthening enterprise governance

Establishing governance structures so that enterprises behave as autonoprofit-seeking commercial entities has been a key goal of China’s economic reforms since the early 1990s. 29 The difficulties facing China in accomplishing
this task are hardly unique. OECD countries have experimented for several
decades with various modalities for ensuring that publicly-owned companies

mous
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perform adequately - but with only limited success. The difficulties in China are
likely to be even greater, given the close ties between the government and
SOEs.
Since 1999, corporate governance reform focused on SOEs has become a key
priority in China. The strategy has sought to create governance structures patterned on best practices derived from OECD-country experience. 30 One component of the strategy is the conversion ("corporatisation") of SOEs into legally
independent joint-stock companies and the establishment of boards of directors
and supervisors together with laws defining their responsibilities and those of
managers. With this, the authorities have sought to curtail direct government intervention in enterprise management by creating separate organs to manage stateowned assets. The second component, which has been given increasing emphasis,
is to list corporatised SOEs and diversify their ownership in order to provide further
discipline on the boards and managers. Nearly half of SOEs have so far been corporatised. Authorities plan to corporatise the

The tangible
tions,

results of the

SOCBs within the

governance reforms have

next several years.

fallen short of expecta-

however. Actual corporate governance practices deviate considerably from

OECD

standards, and surveys indicate that China is still seen as comparing
unfavourably to its Asian competitors in this regard. 31 Weaknesses in the struc-

tures themselves are one reason for the limited success of the reforms. The

boards of directors and supervisors mandated by corporatisation do not yet have
sufficiently distinct identities within the enterprise and their independence is limTop managers continue to be appointed by local authorities or political officials. The boards tend to function more as an extension of management than as its
monitor, and are effectively bypassed in exercising genuine oversight. The autonomy of managers is weakened by their dependence on government or political
authorities for their position, their low salaries, and their lack of a direct stake in

ited.

the firm's profit performance.

Two
rate

related steps

needed

to

governance framework are to

directors

and

to foster

improve the functioning of the existing corpostrengthen the independence and powers of boards of

greater accountability and professionalism

among managers. Greater use

independent directors, including outside directors, should be part of
this effort. With this, the scope for political participation in enterprise governance
should be limited to advice and consultation. These steps would help to lay the
foundation for development of a market for managers, which is now lacking, and
for the more widespread adoption of performance-based compensation.
of qualified

The greater obstacles and necessary solutions
corporate governance

Much

lie

to the present

SOEs

that are autonomous, profit-oriented,

accountable to their state owners can be traced to the ambiguities
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and
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rights

framework discussed further below. Partly as a

result,

SOEs have gained

only limited autonomy as the result of corporatisation, and have continued to be
subject to government restrictions on their ability to lay off workers, dispose of
assets,

firm

and engage

in

mergers and acquisitions.

As in other countries, stronger market discipline is critical in establishing a
and lasting foundation for effective corporate governance. In China, competi-

tion is often limited in sectors in which the current listed SOEs are concentrated.
Apart from the continued weakness in discipline from financial institutions, limited access to the market and the withholding of the majority of listed SOE shares
from trading effectively prevent the stock market from carrying out the disciplining
role it has been assigned in the overall corporate governance reform strategy. The
impact of ownership diversification has so far been blunted by the fact that nearly
all of the minority shareholders are other public entities, whose own profit-orien32
tation is often weak.
Strengthening external disciplines is particularly important
because once the basic legal structures are established, their functioning depends
most critically on market incentives for enterprises to maintain effective gover-

nance. 33
Finally,

corporate governance issues in China do not simply involve SOEs.
and stakeholders and their internal

Collective enterprises have multiple owners
control, allocation of residual claims,

and

ambiguous and

Many

of limited transparency.

governments are also
seem to be evolving into

ties to local
collectives

forms equivalent to joint-stock companies but without being required to adopt

the governance structures of the

latter.

The need to establish a good credit stand-

ing and business reputation should create incentives for larger collectives to

adopt governance norms more in line with those required of corporate
degree to which this will be true for other collectives is less clear.

firms.

The

Reforming property rights and insolvency mechanisms

Property rights and their embodiment in contracts have been one of the
in China's frameworks for market functioning. An essential step toward
remedying this gap was taken in 1999 with the enactment of a Unified Contract
Law to replace the formerly scattered collection of laws, by-laws, and regulations
based on numerous and not always consistent legislative provisions. The new law
creates clearer and more even rules of the game for contractual transactions
among businesses of all types and establishes a national framework to which local
authorities are subject. The law also reduces the scope for regulatory restrictions
on contract provisions that are not sanctioned by other legislation.

major gaps

The key remaining objective is to develop a coherent framework clarifying
property rights and ensuring their equal application to all economic segments.
Property rights remain highly ambiguous due to the unresolved status of state
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assets and the relation between public and non-public ownership. Different sets

apply to private, collective, and state-owned property. SOEs cannot freely
dispose of their land or of rights to its use.
of rules

Lack of clarity about the effective owners of SOEs is a major obstacle to their
and improvement in their governance. SOEs are effectively owned
by a collection of ministries and agencies at all government levels with unclear
and often conflicting claims that are not adequately defined by existing law or regrestructuring

been characterised as "agents without
which multiple owners have limited incentives to monitor the enterand boards accountable. It also produces conflicts
that slow and distort business restructuring and exit. 35
ulations. This creates a situation that has

owners'',

34

in

prises or to hold their managers

Ambiguous property

rights are also

impeding restructuring

in

other parts of

the real economy. Apart from the potential barrier to labour mobility posed by
the rural property rights regime, the uncertain status of state assets poses obstacles to the

development

of private enterprises. Private enterprises are unlikely

to realise their full potential until the rules for acquiring state assets are better

defined.

There

is

thus a pressing need to develop a coherent framework and support-

ing laws clarifying rights to property and to ensure their equal application to

segments

of the

economy.

Explicit protections for private property,

definition of the rights of the enterprise as a legal entity

vis-a-vis

all

and better

holding groups,

regulatory agencies, and political bodies, are key elements of this framework.

Ambiguous property rights are also an impediment to China's insolvency
mechanisms. Although bankruptcies and liquidations have increased markedly in
recent years, they have occurred mainly among smaller firms and those in the private sector. Passage of the reformed comprehensive bankruptcy law that was first
drafted in 1994 will be an important step toward establishing uniform rules applying to state and non-state enterprises and in defining the rights of debtors, creditors and shareholders. But further efforts are likely to be needed to improve the
independence of bankruptcy courts and the professional skill of judges so that
they can more effectively implement the legislation.

to

More also needs to be done to clarify the rules if insolvency mechanisms are
be able to accommodate the large-scale re-deployment of assets from nonvia-

ble enterprises that will be needed in coming years. Presently, exit is often
blocked by legal and administrative barriers to disposal of claims of banks, bank

management companies, social benefit funds, and agencies responsible for
supporting displaced workers. The government agencies that are ultimately
responsible for these bodies need to be held liable for these claims so that they
do not prevent the liquidation of insolvent firms.
asset
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Improving the competition framework 36

By some standard

markets appear to be reasonis relatively low; and
Economic rivalry is fierce in many
sectors. These measures are deceptive, however, because the limits to competition in China are manifest in other ways. Government restrictions are more promiindicators, China’s product

ably competitive: market concentration at the national level

there has been substantial entry of

new

firms.

nent as barriers to competition. Limited transport facilities, local protectionism,
barriers to geographic integration allow enterprises to exercise monopin local markets to a degree that is not apparent in national concentration ratios. Moreover, as noted earlier, competition is uneven across sectors.

and other
oly power

The main weaknesses

in

the competitive environment

in

China can be listed

as follows.
•

As has happened in other countries, established enterprises and local governments often seek to prevent entry by newcomers and thereby extract
monopoly rents. Product market competition is limited in some cases by
overt barriers, by distortions in the tax code and distribution system, and,
probably most importantly, by locally imposed restrictions on outsider's

•

The

ability to establish or acquire a local business.

37

and regulatory frameworks applying to state-owned, coland foreign enterprises, along with complex and opaque
requirements for business establishment and business scope, often limit
competition. Examples include the high minimum capital required of private limited companies and their need to undergo an elaborate regulatory
approval process to make even modest changes in their lines of business. 38
different legal

lective, private

•

While prices are reasonably free to vary for most products and markets,
they continue to be restricted in some, notably energy and tobacco. The
temporary price floors imposed in industries with excess capacity also limit
competition as well as impede exit.

•

A

substantial

number

of key sectors are wholly or mainly reserved to SOEs,

including not only natural monopolies but, as noted

earlier,

steel production. Authorities plan to reduce the role of

sectors” but have not specified

what those sectors

automobile and

SOEs

to "strategic

will be.

The present competition law framework rests on the 1993 Unfair Competition
Law and the 1999 Price Law, together with various specific regulations and decrees
banning certain regional protectionist practices. These laws are enforced by the
State Administration for Industry and Commerce (SAIC) and the State Development Planning Commission (SDPC). Together these laws outlaw some overt anticompetitive practices, such as price fixing, and prohibit unauthorised actions by
local government agencies or officials that prevent competition. However these
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laws do not constitute a comprehensive legal framework
ular,

existing Chinese law

does not

for

competition.

In partic-

clearly prohibit other practices, such as

monop-

oly abuses, cartels, or restrictive distribution arrangements, that effectively prevent

entry and restrict competition. Current prohibitions on anti-competitive practices

government agencies

lack sanctions

and have had

little

if

any practical

by

effect.

Given this situation, the key objective is to establish a national competition
framework to ensure that laws and regulations support rather than interfere with
market competition. Adoption of such a framework is particularly important since
incentives to engage in anti-competitive practices are likely to increase with trade
and investment liberalisation. An essential first step is to enact and implement a
comprehensive competition law along the lines of that now being drafted by the
State Economic and Trade Commission (SETC) and SAIC. This law should include
effective sanctions against the maintenance of "administrative monopolies” by
government agencies. As in OECD countries, China’s government could usefully
apply competition principles to identify existing and proposed laws and regulations that interfere with competition, with a view to eliminating those that are otherwise unwarranted. Special scrutiny should be given to laws that restrict entry
based on the legal form or ownership of an enterprise. Competition policy principles should also be incorporated in the design of natural monopoly regulation.

Beyond these measures, steps need

to

be taken

to reduce the incentives for

anti-competitive behaviour, particularly that fostered by government entities.
this respect, reforms to social security, the financial system,

that encourage

government

In

and other conditions

entities to extract resources through anti-competitive

behaviour are ultimately important to ensure a competitive environment.
Developing financial regulatory and supervisory capabilities 39

The

financial regulatory

and supervisory (FRS) framework

is

key to the suc-

cess of the steps discussed earlier to improve the capabilities of the financial sys-

tem and

to allow

its

further

development without creating unacceptable

financial stability. China's financial regulatory
cially great

risks to

and supervisory authorities face espe-

challenges given the adverse incentives inherent in extensive state own-

ership of financial institutions.

Important steps have been taken since the mid-1990s to provide a modern
base for financial regulation/supervision comparable to that of OECD
Bank of China (PBC) was reorganised into nine
regional branches in order to reduce local government interference in its operations and to provide a platform for more effective bank supervision. The PBC now
has responsibility for all depository financial institutions, including the rural credit
co-operatives. The previously fragmented responsibility for regulation and supervision of the stock exchanges, bond markets, and securities and investment
institutional

countries. In 1999 the People's
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companies has been consolidated

in the China Securities Regulatory Commission
(CSRC), while responsibility for insurance companies has been lodged with the
China Insurance Regulatory Commission (CIRC).

The key objective now is to strengthen the autonomy of financial supervisory
and to endow them with the necessary physical and human resources

authorities

to accomplish their tasks. China's financial regulators face a particularly daunting

task in maintaining prudential standards in state-owned financial institutions subject to other,

sometimes conflicting, government mandates. As the essential startneed to have the authority and independence to exercise

ing point, supervisors

surveillance over supervised institutions solely in the interest of prudential

soundness and

in

a

way

that is not constrained by other

government objectives.

Supervisors need to be able to require prompt corrective action by institutions
subject to their jurisdiction when problems are found. While their authority has

been strengthened in recent years, supervisory authorities still lack full control
over some basic prudential standards, such as the power to impose realistic
40
for bank provisioning and loan write-offs
Financial supervisors will also
have to continue to acquire the necessary physical and human capital to accomplish their tasks. Adaptation of internationally accepted supervisory norms and
practices to Chinese circumstances is an important means to these ends - and one
which will also provide a foundation for the ultimate opening of the financial sys-

norms

tem

.

to international markets.

Supervisory structures and responsibilities also need to be further refined to
keep up with the development of financial markets. The concentration of authority
over capital markets in the CSRC and expansion of its institutional capacity have
been essential steps toward ensuring effective oversight of the markets. However,
the authority of the CSRC to investigate abuses and order remedies needs to be
further strengthened, and accounting, disclosure, and audit standards should be
aligned more closely with international practices. Newer financial vehicles, notably investment funds that take money from the public, need to be brought within
a formal regulatory framework, preferably one based on models provided by
major financial markets outside of China. The CSRC and supervisory authorities
responsible for the insurance and pension fund sectors need to co-ordinate their
efforts to

ensure a level playing

field for institutional investors.

Ultimately, the effectiveness of financial supervision in China, as elsewhere,
rests

on

its

success

in

ensuring that market participants have adequate internal

incentives and capabilities to maintain prudential standards. Supervision needs to
progressively increase the responsibility of market participants for in-house compli-

ance with prudential standards, risk management, and adherence to industry standards. Effective corporate governance of all financial market actors is crucial to these
To this end, efforts to strengthen shareholder rights and to raise standards of
corporate governance are an essential element of the supervisory process.

goals.
50
I
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Improved transparency in the operations of all enterprises is essential for effecand effective monitoring by investors and stakeholders.
now underway should help greatly to improve transparency once they
are completed. These include the implementation of new accounting standards for
financial institutions that are more in line with international norms; and the extension to all non-financial enterprises of the modernised accounting standards that
have been required of listed SOEs. Transparency needs to be accompanied by
improved disclosure and measures to ensure the accuracy of the information
reported. To this end, enterprises need to be further encouraged to bring in independent outside auditors to assist in preparing their annual reports. This should be
facilitated by the increased scope foreign auditing firms are scheduled to receive
with trade and investment liberalisation. Supervisory authorities, together with the
relevant professional associations, need to make further efforts to increase the independence of auditing firms and their compliance with regulatory standards.
tive regulatory oversight

Several steps

Improving the enforcement capacity of the judicial system

Weak enforcement

improved legal and regulatory frameworks has been a
economic reforms, ranging from enforcement of conlaw, and environmental codes. The Chinese
authorities are committed under their WTO agreements to improve judicial
enforcement of contracts and other business codes, including those governing
intellectual property and counterfeiting.
recurrent

tracts,

theme

of

of China’s

commercial codes, competition

However, there has been little fundamental change in the judicial mechanisms
enforcement. Neither the independence of the courts nor their jurisdiction is
adequately established. Although the Chinese constitution states that judicial proceedings are to be free of interference from other government and political entities,
judges, courts, and other judicial organs remain under their supervision and dependent on them for funding. The legal obligations of other government entities to
enforce or obey court decisions are not adequately established, and court decisions
are often ignored as a result. The relations among courts are also unclear, which
for

makes it difficult to reconcile conflicting rulings in different jurisdictions or to build a
body of case law. Enforcement is further hampered by the limited experience of
China's courts (which traditionally have been devoted to criminal matters) with civil
law proceedings, and the limited training of judges and other judicial personnel.

To improve enforcement the key objective
clarify the jurisdiction of courts

,

is to strengthen the

particularly with respect to

government

independence and

bodies.

The Supreme

People's Court has developed a plan for independent funding of the judiciary to
curtail its

dependence on

local

process of appointing judges
subject to political influence.
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effective,

however, the

be made more professional and

less
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Box

3.

Key

improving frameworks
market functioning

priorities for

for effective

Problem

Priority objectives

Some suggested

Corporate governance
reforms have had limited
success

Address remaining weaknesses
in governance structures

a) In

while clarifying

property rights and
strengthening market

Remove restrictions on trading
SOE shares as soon as
possible and take other steps
over the longer-term to improve
financial market discipline

b)

incentives

Ambiguous property
rights hamper corporate
governance and mechanisms
for

business sector restructuring

of

Develop a coherent framework
and supporting laws ensuring

the near term,

In

and strengthen SOE rights
to property and other assets;

defined and apply equally

clarify rules

all

economic segments

more uniform

governing use of
and acquisition of state assets
by non-state entities
the near term, enact

In

Bankruptcy and other insolvency

Establish a

mechanisms are too weak
be

framework for insolvency
and strengthen the autonomy
and enforcement powers
of bankruptcy courts

a

Develop

a) In

re-deployed from firms
that are not competitively viable

Competition

is

uneven across

sectors; anti-competitive

practices

and

in

some cases

legal/regulatory frameworks

impede entry or limit
competition among incumbents

clarify

that property rights are well
to

to allow resources to

steps

the near-term, improve
independence and
accountability of managers
and boards of directors

a

comprehensive

the near term, enact
a comprehensive competition
law; and establish a clear code
of conduct sanctioning
anti-competitive practices

framework for fostering
competition nationwide
with clear definition
of the responsibilities
of

comprehensive bankruptcy

law with uniform rules and clear
rights of debtors, creditors, and
shareholders; clarify responsibility
for debt of failing enterprises to
banks and social benefit funds
so that they do not block exit

government agencies

by government entities
b)

Except

for natural

monopolies,

open sectors now reserved
for SOEs to other enterprises

Weak

financial discipline

encourages misallocation
of resources,

weakens

incentives of enterprises
to

operate

efficiently,

and poses

risks to financial stability

Strengthen the independence

and capabilities

the near term, restore
solvency to financial institutions
while continuing to improve their

a) In

of financial

regulators/supervisors; improve
the ability and incentives

accountability for maintaining

sound prudential standards

of financial institutions

and markets

to

provide

b)

discipline

Move

rapidly to strengthen

enforcement powers
of financial supervisors
c)

Improve transparency and
remove restrictions on financial
markets that inhibit discipline

are poorly

Laws and regulations
and unevenly

Strengthen the independence
of the judiciary and clarify its

enforced

jurisdiction

the near term, reduce
the judiciary's financial

a ) In

dependence on government
and political authorities and
strengthen the jurisdiction of
courts over government agencies
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Improving the government’s capabilities to support economic development

The need to periodically redirect the role played by government as the
economy develops is not unique to China. OECD countries have gone through a
comparable process during the post-war period, in building, restoring, and
maintaining sound public finances, in seeking to develop tax structures that
impose as little distortion as possible on the real economy and in undertaking
regulatory reforms to improve market functioning. As discussed further below
and summarised in Box 4, improvement in the ability of China's government to
foster a successful adjustment to trade and investment liberalisation and to promote its longer-term development rests on the achievement of three key goals.
The most immediate is to bolster public finances to establish a sustainable fiscal position in which adequate revenues are raised to meet the development
needs of the economy. Reform of central-local government fiscal relations is an
important element of this effort. The second goal is to strengthen and increase
the flexibility of the policy instruments needed to maintain macroeconomic sta-

the face of the diverse shocks the

bility in

coming

years.

And

the third goal

is

economy

to establish a

is likely to experience in
comprehensive framework for

regulatory policy to promote effective market functioning.

Bolstering public finances'"

The

strains

on China's public finances are manifest

in

the under-funding of

research and development, education, and other areas important to the econ-

omy's development, the

difficulty of finding

adequate government revenues

to

SOEs and to expand social benefits, as well as the prolifand charges imposed by local governments. As noted earlier,
demands on public finances will grow substantially even in the medium term. The
scale of these demands has led at least one prominent scholar to warn that China's
42
fiscal position may be heading for a crisis.
However a crisis should be avoidable
provided that three conditions are met.
facilitate restructuring of

eration of ad hoc fees

The

first is

an

increase in tax revenues in relation to

GDP

to levels

needed

to

accommodate

Tax revenues have been rising relative to
is significant scope within the current tax
structure for them to increase further. The potential yield from improved collection of the value-added tax (VAT), 43 which accounts for more than one-third of total
tax revenue, is especially great. Taxes on services and personal income are likely
to increase relative to GDP as services and urban household incomes continue to
grow rapidly, and could be increased further if collection were improved. There is
also scope for enterprise income taxes to rise relative to GDP provided that
increases in spending for development needs.

GDP

in

recent years (Table

7)

and there

restructuring succeeds in raising their profitability.
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Table

7.

Annual growth

in tax

revenue, 1994-99

Growth

Total

100

Value-added taxes

11.

36.3

Business taxes

20.0

15.6

Consumption taxes
Tariff revenue
Corporate profits taxes-

1.0

7.7

15.5

5.3

6.3

9.6

0.9

6.0

1

total

SOE
Collective enterprises

1

Foreign-funded enterprises
Personal income taxes

:

factors,

1.7

1

.6

35.3

2.0

41.5

3.9

Value-added taxes are levied primarily on industry while business taxes are
levied on revenue of service and some other tertiary activities.

Note:

Source China

these

Share of total
1999

(%)

15.8

Statistical Yearbook,

2000.

together with changes in tax provisions that authorities are

now

con-

templating, could raise tax revenues by a further several percentage points of

GDP over the

next five to ten years. 44

Improvements in the tax structure and administration and better mechanisms
budget planning, formulation, and monitoring would also help to increase tax
revenues and to maximise their benefits. The potential gains from better collection and compliance underscore the pay off from devoting resources to improvefor

ment

government authorities
numerous extra-budget fees imposed by local governments into

of the efficiency of the tax administration. Central

are consolidating

a more coherent and efficient system of taxes that are more even across jurisdictions. Authorities are also considering

other changes

in

the tax system, including a

phased convergence of the tax treatment of foreign and domestic enterprises, that
have the potential to raise substantial revenues and which are ultimately needed
to establish a more level playing field among enterprises.

54
I

Effective mechanisms for planning, formulating, and monitoring the government's budget are also essential to ensure that revenues are efficiently used.
The budget is typically the single most important overall government-planning
tool in OECD countries but is much less important in China. Government authorities endorse the need for budget reform and are planning to establish a Treasury Single Account to monitor outlays and resources of government organs. This
will provide essential institutions for more advanced reforms. However, capabilities to formulate comprehensive budgets that, 1) include all government revenues
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and expenditures, 2) are based on realistic forecasts of revenues and expendiand 3) are embedded in a multi-year planning context, are still some

tures,

way

off.

The second key objective is to establish a sustainable system of pension and other
social benefits. Even with no change in the present limited coverage, benefits will
rise more rapidly than GDP as a result of population ageing. Extension of social
benefits to the nearly 80 per cent of workers that are not now covered will not be
feasible at current pension benefit rates, which are quite generous by international standards (Table 8).

some OECD

However,

in contrast to the situation that

has faced

countries, the authorities are not yet locked into untenably high

benefit rates.
Significant progress has

been made

sharing the financing of social benefits.

recommended by

providing the institutional basis for

in

A

three-tier pension system has

been

OECD and

the World Bank. The govwhich is a defined benefit plan
financed by a payroll tax and intended to cover one-third of targeted pension
45
benefits.
The remaining two-thirds will be supplied by second and third (voluntary) tier defined contribution plans. The financing of health care benefits has
been established on a similar basis.

established along lines

ernment

is

the

directly responsible for the first

tier,

Recent reforms have gone part of the way toward reducing future pension
new pension system provides the basis for further reductions
over time to levels that are sustainable. 46 The challenge in the medium term is
to manage the transition between the presently high benefits promised under
the first tier to current middle-aged and older workers and the lower benefits
that younger workers will receive. Currently, younger workers in the formal sector
are effectively taxed to pay for the higher benefits to those nearing retirement,
which creates incentives to work in the uncovered informal sector. These disincentives could be reduced by allowing lower contribution rates for younger or
lower paid workers, while making up for the loss of payroll contributions out of
other revenues. There is also a need to start preparations for organising social
insurance for rural workers. This might be done by initially extending coverage
with lower benefit and contribution rates to selected agricultural areas bordering the cities, with a view to gradually raising the rates over time.
benefits and the

The

third objective is to contain future non-performing loans and so avoid the need

another financial system cleanup after the one that needs

lutely essential: the possibility that

quately contained

is

to

probably the single greatest

for

be undertaken now. This is

new non-performing loans

will

absonot be ade-

risk to fiscal sustainability in

China. Thus financial reforms to ensure that financial institutions have the incentives

and capabilities to maintain rigorous lending standards and manage
to maintaining sound public finances.
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Table

8.

China's pension system
(China

in

1999

compared

compared

with selected regions in the world

with regional averages

in

the mid-1990s)
World

Contributions as ratio to wages (%)

Participation

Region

as share of labour

Pensions

force (%)

China

(

1

999)

25 2

1

1

OECD

90

19
6-35

79-98

Range
Asia and the Pacific
Range

26

14

3-73

3-40

Average income
replacement ratio

All social

insurance

30 s

(%)

77 2

Average pension
as percent
of

GDP

per capita

99 2

Pension spending
as per cent
Economy:

of

GDP
3

34

38

54

14-57

25-49

23-98

17
4-46

na

na

na

na

0-3

10
5-15

Synthesis

1

Report

Central and Eastern Europe 4

Range

North Africa and Middle East
Range

66

22

39

20-45

31
24-61

44

32-97

24-69

13-92

7
2-14

41

13

23

55

71

3

30-82

3-27

13-48

36-78

22-144

0-6

6

10
3-24

17
6-33

na
na

135
40-207

12
3-29

21
8-46

39

50

3

13-64

26-64

0-13

Sub-Saharan Africa
Range
Latin

1-18

America and Caribbean

Range

The
The

regular urban pension system and that for civil servants.
regular urban pension system. N.B. employee contribution rates increased every year 1997-2001
Approximate national average.

4.

Including the former Soviet Union.

1

.

Source:

OECD

2002

1-82

1

3.

2.

©
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The Table

is

adapted from Chapter

1

6,

Table

16.8,

which gives further details. Figures are based on calculations using World Bank data.
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Conditions for

- Raise

tax revenues sufficiently
development.

- Establish sustainable

to

fiscal sustainability:

accommodate increased needs

benefit levels for social insurance

for

spending on

programmes.

- Contain future non-performing loans by sustaining sound lending standards

Reforming central-local government
China's fiscal system

is

fiscal relations

47

relatively decentralised, with local

governments

accounting for 71 per cent of government expenditure. Since the major reform of
central-government fiscal relations in 1994, the VAT, business, personal and other

on-budget taxes have been subject to

explicit revenue-sharing formulae.

ture responsibilities are also explicitly divided, with the central

Expendi-

government

responsible for national defence while local governments have the main responsibility for

education, agriculture, and most social welfare payments. Transfers
central and local government are also relatively large, accounting for

between the

nearly 42 per cent of central government revenues and nearly 5 per cent of GDP.

Despite this decentralisation, many local governments are starved for revenues to meet local needs. While due partly to the low level of tax revenues for
government as a whole, the scarcity at the local level is aggravated by the current
fiscal federalism system. The system has also resulted in large disparities among
richer and poorer regions. P er-capita government expenditure in Shanghai is six to
eight times greater than in most central and western provinces; budget revenues
relative to local GDP are two to three times higher on the coast than in most western provinces. The fiscal system therefore accentuates the imbalances and lack of
integration

among

regions.

One of the underlying causes of these problems is the fact that expenditures
more decentralised than tax revenues. Sub-national governments - provincial
governments and the local levels subject to their jurisdiction, receive about 55 per
are

cent of total tax revenues, but these account for less than half of their spending,
with the remainder coming from extra-budget funds and from transfers from the
central government. The expenditures assigned to sub-national government are
among the most rapidly growing components of overall government spending.
They are also the areas where the need for further increases is greatest. Subnational governments are mainly responsible for supporting SOE workers displaced by labour shedding and for making up shortfalls in contributions to pay for
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social welfare benefits. Sub-national
ity in setting

governments have

little

(sanctioned) flexibil-

the criteria for spending or in determining the rates even on those

taxes assigned entirely to them. Indeed, under-funded mandates from the central

government have added

to the pressures on local finances in recent years. Local
governments’ flexibility, even to smooth out fluctuations in their revenue, is limited by the requirement that their budget be balanced each fiscal year. The
squeeze on sub-national revenues is further heightened by inefficiencies in
spending, such as the maintenance of an excessive number of government staff.

A second problem
This mechanism

is

lies with

based

ince were related to

its

in part

the central-local government transfer mechanism.

on the

earlier

system

in

which transfers to a prov-

success in raising revenues above a targeted base amount.

system does not appreciably offset discrepancies
between the tax bases of rich and poor provinces. A third problem lies with the
inefficient distribution of revenues between provincial governments and their
local governments. This is attributable in part to the influence of political and
other non-commercial considerations, and in part to the lack of formal national criPartly as a result, the transfer

teria

governing the allocation.
Establishment

of

a better balance between

a key objective of broader fiscal reforms.

local

government resources and

Reform

of central-local

their spending is

government

fiscal

relations is important to reduce the incentives for regional protectionism

and

other distorting resource extraction by local governments, and to improve regional

OECD

experiences suggest that the appropriate division of responsibilities among various levels of governments to meet these objectives depends
heavily on country circumstances, in particular the capabilities and incentives of
the various levels of government, and may have to change over time 48 However
the overall objectives of the reforms should be, first, to bring tax revenues of subnational governments in to line with their expenditure needs. This is likely to
require both review of the current assignment of tax revenues and expenditure
responsibilities and reform of the transfer mechanism. The second objective is to
improve revenue and expenditure within provinces by setting clearer standards at
the national level and by giving provinces more flexibility in administering their
finances, including some ability to set rates on local taxes and to borrow to meet
short-term liquidity needs.
integration.

.

Improving the

58
I

flexibility of

macroeconomic policy instruments 49

The diverse forces that will impact China’s economy from trade and investment liberalisation and the restructuring of the domestic real economy will place
heavy demands on China's macroeconomic policy instruments. As the earlier discussion suggests, macroeconomic policy will need to be able to support higher
real GDP growth in order to reduce the current slack in labour markets - once
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problems have been alleviated enough to allow higher growth without
The exchange rate necessary to maintain China’s external balance
amount and direction cannot be predicted in advance. The
study points to three priority objectives for improving the effectiveness and flexibility
of China’s macroeconomic policy instruments to deal with these prospective
structural

igniting inflation.

may

also change, but the

changes.

The first is to improve the effectiveness of monetary policy in managing aggregate demand
so that the burden does not fall disproportionately on fiscal policy, as is now the
case. Important steps have been taken in recent years toward developing instrumonetary policy management of domestic credit. At least for
is largely one of strengthening monetary polmechanisms. One important source of the weakness in the transmission mechanisms - the poor financial conditions of enterprises and of banks
that together are responsible for the present credit crunch - is likely to take some

ments

the

for "indirect"

medium

term, the next challenge

icy transmission

time to

fully

remedy.

However, much progress could be made

in the near term on two other
on bank loans and on
market have already been freed
and authorities have announced plans to liberalise bank loan (and some
deposit) rates within three years 50 Acceleration in this schedule would be desirable. The current restriction on bank loan rates limits the ability of central bank
operating instruments to control the effective cost of credit to final borrowers.
The second step is to improve the flexibility of the money markets. While development of the money markets is also a longer process, broadening access to the
market and liberalising the positions permitted to participants would help to
distribute the effects of monetary policy changes more broadly and evenly.

important steps. The

first is

to deregulate interest rates

large deposits. Interest rates in the inter-bank

.

A second

objective

is

to accelerate the development

of the

government bond market in

order to accommodate the large increase in government debt that is likely to be
needed over the next several years. The current government bond markets are
limited by their segmentation into two tiers, the stock market and inter-bank

market, low liquidity in both the primary and secondary markets, and by disin-

centives to active trading. Banks are the largest holders of government bonds
but are only able to trade in the interbank market (since they have been banned

from the stock exchanges), and tend to follow a buy and hold strategy encour-

aged by the positive gap between bond interest rates and bank loan rates, intewould probably be the most effective step in the nearterm to improve the liquidity and breadth of the market. As the stock of debt
grows, it will be increasingly important to broaden access by domestic institutional investors, and, at a suitable point, to allow foreigners to purchase government bonds. Development of the money market and liberalisation of bank loan
gration of the two tiers
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rates

is

also important to

bond market development, for example
government bonds 51

ties dealers to fund inventories of

The

third objective,

and the most

to help securi-

.

difficult challenge, is

to

progressively

and capital control regimes. The Chinese
been considering technical means in the near-term to make
management more flexible, notably by widening the band

increase the flexibility of the exchange rate

authorities have

exchange rate

is allowed to vary. However, greater flexibility is likely to
to allow the nominal exchange rate to vary in
requirements of external balance while avoiding the speculative
disruptions that have often accompanied adjustable parity regimes in the
past. Ultimately, a floating exchange rate regime may well be most suitable to
China’s conditions, in part because of the ability it will allow for more independent monetary policy once the capital account is liberalised. Capital account
liberalisation, however, is essential to ensure that the foreign exchange market
is sufficiently broad and efficient to determine a price for the domestic cur-

within which the rate

be needed beyond the near term
line with the

underlying competitiveness. Progressive liberalisabe needed to allow domestic businesses
markets as trade and investment liberalisation progresses, and to help spur the development of domestic financial
markets.
rency that

is in line

with

its

tion of the capital account will also

sufficient access to international financial

Identifying the concrete steps needed to balance these considerations is very
Recent international experience has graphically illustrated the risk to
macroeconomic stability posed by capital account liberalisation when domestic
financial markets are insufficiently developed or subject to distortiums. The risks
of premature liberalisation are now especially great in China because of the poor
financial conditions of enterprises and financial institutions, weak corporate governance, and the incomplete development of the financial supervisory and reguladifficult.

tory system. However, delay in liberalising the capital account also involves a cost,

since

it

limits the

degree to which the exchange rate regime can be

made more

flexible as well as the potential benefits of liberalised capital flows to the

domestic

economy.
In

regime

the near term, the stability afforded by the present exchange rate
is probably beneficial to China's economy but there is also a need to

establish a foundation for greater flexibility in the future. To this end,

be useful

it

would

to partially relax existing capital controls over the next several years

more

exchange and to create a
broader and more efficient foreign exchange market. Once supervisory mechanisms have been adequately strengthened, further relaxation of controls on
portfolio capital flows, starting with equity and government bond markets,
would be useful.
to give enterprises

flexible access to foreign
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Creating the framework for a market-based regulatory system 52

Regulatory reform
fits of

tioning

many

is

a major part of the policy effort to realise the

full

bene-

trade and investment liberalisation. Establishment of the conditions

needed

economy and the frameworks for market funcprocess involving new regulation in some areas, deregulation in

to integrate the internal
is

a

and revised regulation nearly everywhere. The overall objective is
on establishing and enforcing the rules and processes for
market functioning, rather than on resource extraction or government-

others,

to focus regulation
effective

directed resource allocation.

One

of the

most basic lessons

riences over the past

fifty

years

is

OECD

countries have learned from their expe-

that regulation

is

not simply a collection of laws

its own right. To be fully effecneeds to
be based on a comprehensive and coherent long-term framework with clearly
defined priorities and strategies. There is a growing body of evidence that a
coherent regulatory process can yield significant economic benefits in terms of
lower costs to business, greater choices for consumers, improved innovative
capacity, and other gains.

and regulations

in individual

areas but a process in

the regulatory process, and not simply

tive,

The potential benefits
cially
•

of a

its

individual components,

comprehensive regulatory framework are espe-

great for China for at least three reasons:
First, it

would help to

level the playing field for

domestic firms

in

competing

with foreign enterprises that benefit from a coherent regulatory framework
in their

own

countries.

•

Second, a comprehensive framework is needed to harmonise regulatory
policies that up to now have largely been developed sector by sector, or
driven by outside commitments such as those under WTO. It would also
help to improve co-ordination, consistency, and accountability in the regulatory efforts of the myriad government agencies and levels that too often
operate in isolation, and sometimes at cross-purposes, in China.

•

Third, an overall regulatory

establish a market

framework can contribute to China's

economy by providing

a

more

effort to

rigorous basis for balanc-

ing purely economic objectives with other social values, such as equity and

the need to provide support to those displaced by economic transformation.

OECD experience, and the work of OECD experts with non-member countries,
underscore that there is no single blueprint for an effective regulatory framework
that is applicable to all. The appropriate institutions and strategies depend
heavily on the traditions and circumstances of each individual economy. However,
OECD experiences suggest several guiding principles. The first is the need to develop
the institutional structures within government for regulatory planning, co-ordination,
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and accountability across all its components and levels. Most OECD governments
now have central regulatory co-ordination agencies with government- wide scope.
In the United States, for example, the Office of Management and Budget provides
this co-ordinating role. China presently does not have such a function, but several
current organs reporting directly to the State Council have more limited co-ordination roles that could serve as the basis for development of a broader regulatory
co-ordinating body. Development of such a capability could help greatly to overcome administrative blockages and delays in mandated reforms and to achieve a
clearer definition of responsibilities for particular regulatory areas across govern-

ment

agencies. Over a longer period, a regulatory co-ordinating

body could serve

as a catalyst for more fundamental rationalisation of regulatory policies that are

now

carried out

by numerous bodies.

A second principle is that regulatory authorities need to have tools to objecimpact of proposed policies and the trade-offs they involve.
Such tools are particularly important when, as in China, developing markets and
institutions are subject to distortions that increase the risk that poorly designed
regulations will have perverse effects. In China, policy evaluation is most often
carried out through consultations with local government officials, the testing of
53
certain policies at selected local levels before nationwide implementation
and
by commissioning government and academic think tanks to develop policy
options and assessments of the impact of proposed actions. However, more formal tools that could be applied directly by government agencies are likely to be
tively evaluate the

,

needed

as regulatory policy develops.

In

OECD

countries, competition policy

is

often used to evaluate not only the impact of particular regulations on competition but also their trade-offs in terms of efficiency, environmental standards,

and

other broader goals. The regulatory framework needs to explicitly require the use
of such tools

by regulatory agencies and to specify

their applicability

and

priority

in particular areas.

Transparency

is

the third requirement of an effective regulatory framework and

the area where China's regulatory system most lags behind that of

OECD

is

countries.

phases of the regulatory process, from formulation, to
implementation, and to ongoing administration. Transparency rests first on the principle that those regulated, as well as the general public, need to be accurately and thoroughly informed about regulatory rules and their changes. Public knowledge of the
rules is necessary not only for those regulated, but also to ensure that government
agencies at all levels are fully aware of their obligations, to ensure accountability, and
to prevent capture of regulatory organs by special interests. Disclosure of regulations
also serves as a commitment by regulatory authorities to the public that can help to
buttress their credibility. Efforts to inform the public need to go beyond purely formal
but ad hoc means (such as announcement in the speech of a senior official) to include a

Transparency

62
I

is

essential to

all

pro-active effort to inform the public through channels that can

be

easily accessed.
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Box

4.

Priorities for strengthening the
to foster

Problem
Public finances are
insufficient to

adequately

meet development needs
while maintaining

fiscal

sustainability

government’s capabilities

economic development

Priority objectives

Some suggested

Bolster the capacity of
the fiscal system by raising

a) In

revenues relative to GDP,
completing the establishment
of a financially viable

system of social benefits,
and contain further nonperforming loans

the

steps

medium

term,

continue to improve tax
collection and compliance;
reform tax provisions
to reduce distortions;
and strengthen public
management of the budget
b)

Over a longer period,
reduce pension benefit
rates to viable levels
as coverage is extended

Local government fiscal
resources are insufficient
to meet their responsibilities
and very unevenly
distributed

Establish a better balance

between

local

the near term, review
current assignment of

a) In

government

revenue and expenditure

resources and expenditure
responsibilities

responsibilities
b}

Over

a longer period,
reform the transfer
to better direct

mechanism

funds on the basis of need;

and establish criteria for
more efficient allocation

a

of fiscal resources within

provinces

Macroeconomic policy
instruments are insufficiently
flexible

Bolster the effectiveness of
monetary policy instruments;
accelerate the development

a)

in

in

the

bank loan

rates

the near term and

remove

restrictions that

money and
government bond markets

government bond
market, and move toward

of the

greater flexibility

Liberalise

inhibit the

b)

exchange rate and capital
control regimes overtime

Over the longer term,
liberalise the capital

account and exchange
rate regimes in line with
development of domestic
financial markets and

improvements in financial
and supervision

discipline

The regulatory framework
needs to be better aligned
with the needs of
an integrated market

economy

Develop a comprehensive
government-wide
regulatory framework
in which the government
is

an arms-length formulator

and arbiter of
the market

rules for

the near term, develop
bodies to co-ordinate

a) In

regulatory policy for the

government as
b)

a

whole

Continue efforts to improve
transparency and develop
explicit tools to evaluate

regulatory impacts
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Finally, an effective regulatory system requires strong enforcement medianisms that are consistent with the rule of law. Regulatory enforcement in China is

decentralised to lower government levels to a greater extent than in most
countries. Regulatory authorities at these levels are

hampered by

OECD

interference

from local governments are prone to capture by special interests, and often lack
effective sanctions for violators. Operating without clear mandates or guidelines
from the central government, local regulation is often excessive and intrusive.
OECD countries typically have enacted explicit laws to clarify the scope of regulators and sanction abuses. The study suggests that China could build on several
existing administrative laws to develop a more effective legal framework to
achieve the same goals.

Conclusions
Collectively, the chapters of this study highlight the impressive progress
China has made in recent years to prepare for further integration into the world
economy. In nearly all the areas examined, the authorities have been moving in
the direction needed to deal with inherited problems and to foster conditions to
allow the benefits of trade and investment liberalisation to be realised. The
chapters highlight areas where, based on OECD experiences and perspectives,
further changes are likely to be needed to reinforce policies now underway or
planned, and to improve prospects for achieving China's economic development

objectives.

Although China has already opened considerably to international markets,
the potential gains from further trade and investment liberalisation are very great.

However, as the individual chapters illustrate, realisation of these gains is neither
inevitable nor automatic, and depends crucially on progress on domestic economic reforms. Trade and investment liberalisation does not radically alter the
priorities for

more

domestic economic reforms, but

it

does make some steps

all

the

urgent.

The

overall conclusion that

emerges from the study

is

that China's develop-

ment has now reached

a stage that calls for a somewhat different emphasis in
reforms from that prevailing earlier. Past policies to develop individual segments

economy were based in part on the limited development of markets and
mechanisms in the early stages of the reform era. As the scope for
market forces has progressively increased and development has advanced, the
administrative distinctions among these segments have come to have less and
less economic meaning. Thus the problems and challenges of SOE and non-state
enterprises are becoming more and more similar; conditions in the rural economy
now depend more on national economic developments than on developments
specific to the agriculture sector or rural industries themselves. Problems in individual
of the

their supporting
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areas and the policies needed to deal with them have become increasingly interdependent. As a result, the benefits to separate development of preferred sectors
have reached sharply diminishing returns, and the risk that they will impose distortions that will be counter-productive for the overall economy has increased.
Rather than seeking to replicate past policies, future policies need to be based on
their underlying lessons, the most important of which is that allowing greater
scope for market forces is the key to successful development.

Future economic reforms need to continue and broaden the trend in recent
years toward measures with
tives.

The

first is

economy wide scope, focused on two essential objecdomestic economy in order to rea-

to foster the integration of the

the benefits of trade and investment liberalisation and to sustain China's
development over the longer term. As underscored by the high degree of internal
lise

integration of the United States economy,

and the strenuous

efforts the

European

Community has been making to achieve it to a comparable degree, internal inteis essential to the development of an advanced continental economy.

gration

Domestic integration in China is essential to achieving better utilisation of labour
and other resources as well as to ensure that resources are efficiently employed in
the future. Integration of the domestic
nal barriers to mobility in factor

playing field

among

economy involves

the elimination of inter-

and product markets, creation

of a

more

level

enterprises and other economic segments, and greater scope

market forces in certain areas. Integration among China's regions, and between
rural and urban areas, needs to become a major priority, not simply to improve
equity, but to sustain the development of the economy as a whole. Development
of interior provinces is likely to have to depart somewhat from the model suggested by China's coastal development, with the emphasis on integration with the
rest of the country and improvement in the local business environment, rather
than on special zones or other government preferences, as the keys to success.
for

in integrating the domestic economy also depends on achievement of
is to strengthen the framework conditions necessary
market functioning. This is an ongoing process that continues even in
the most advanced economies. However, in developing countries such as China,
limited institutional development and the distortions left by central planning make
framework reforms a critical priority. The study has identified five priorities for these
reforms. These are to clarify property rights and strengthen exit mechanisms so that
state-owned as well as other assets can be allocated to their most efficient uses; to
improve competition and, in the process, break down regional and other protectionist barriers; to bolster enterprise governance by making managers and their boards
more independent and accountable while strengthening external discipline; to buttress the powers and capabilities of financial supervisory authorities; and to underpin reforms generally by improving the independence and enforcement capabilities
of the judiciary. While likely to take some time to complete improvement in

Success

a second key objective, which
for efficient
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framework conditions needs to be given high priority in the near and medium term
since the adjustments entailed by trade and investment liberalisation are likely to
create incentives to interfere with competition and impose other distortions to market functioning in order to protect incumbent interests.

More than in the past, success in achieving these objectives will require coordinated policies on a broad range of fronts that takes account of the increasing
interdependence among current problems. At the same time, policies need to be
sequenced in order to establish the pre-conditions for subsequent
reforms. In this regard, measures to break through the vicious circles that are blocking progress on broader reforms take on a particularly high near-term priority.
Timely restoration of financial system solvency is important not because it will be
sufficient by itself but because international experience suggests it is necessary to
allow broader financial and real sector reforms to proceed. Government imposed
and other obstacles to enterprise restructuring need to be removed as soon as possible if the business sector is to keep up with the imperatives that will come with
trade and investment liberalisation. And government financial resources need to be
bolstered in order to provide the support needed to facilitate these and other
reforms that will need to be undertaken in the medium term.
carefully

Finally, China's government will need to continue to play a key role in the economic reform process. The chapters identify measures to bolster public finances,
reform central-local government finances, improve the effectiveness of macroeconomic policy instruments, and develop a more comprehensive regulatory policy
framework in order to improve the capabilities of the government to support reforms.
These changes point to a broader need to re-orient the role of the government in the
economy that is not unique to China. Public ownership of enterprises, the use of tax,
regulatory, and other policies to influence resource allocation, and reliance on credit
rationing and other direct interventions in macroeconomic policy were much more
common in OECD countries during the 1950s and 1960s than they are now. Public governance in OECD countries has since evolved toward a more effective framework
based on the following principles. The task of public finances is to extract sufficient

means that minimise disThe task of macroeconomic policy is to sustain internal and
economy through market-based policy instruments. And the

resources to achieve the government's objectives through
tortions to market forces.

external balance in the
task of

government

regulation, including regulatory reform,

is

to formulate, enact,

enforce rules to sustain competition and other framework conditions

and

needed

for

market functioning. With this evolution, has come a need to rationalise government
structures and capabilities in order to ensure that policies are adequately co-ordinated, understood by those they affect, and are carried out in a mutually reinforcing
and consistent manner over time. Public governance in China is already moving in this
direction and will need to continue to do so as the domestic economy develops and
integration with the outside world proceeds.
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Notes

1

.

Barry

Naughton

(1995), Crowing out of the

plan-.

Chinese economic reform, 1978-93,

Cambridge

University Press.
2.
3.

This section

is

based mainly on Chapters

1-3

on agriculture and the

rural sector.

Grains account for nearly two-thirds of total cultivated land. As throughout the reform
period, the government establishes procurement prices and delivery quotas for major
and rice, and controls grain marketing, while allowing
farmers to sell their surplus above the quota in the open market. The Governors’ Grain
Bag Responsibility System (GGBRS) introduced in 1995 sought to increase production
by raising prices to farmers. The result has been led to rising surpluses. Despite progressive reduction in support prices in recent years, the gap between procurement and
market prices has continued to widen. The grain procurement system is not covered by
China s WTO agreement but is likely to become increasingly expensive to maintain
once the domestic market is opened to lower cost imports from abroad.
grains, including wheat, corn,

4.

REs, as the term
including single

is used in this synthesis, include all rural non-agricultural enterprises,
owner and other private firms. This term is equivalent to TVEs as they
1-3. TVEs are sometimes defined more narrowly as rural collecthese account for most rural industrial output.

are defined in Chapters
tive enterprises;

Chapter 4 on industry implications and

Annex

5.

See the simulations discussed

6.

This sub-section is based on Chapters 4-6 on industry issues and Chapter 10 on foreign
direct investment.

7.

in

in

2.

China ranked only eighth among developing country recipients of foreign direct investment in 1999. Studies cited in Chapter 10 on foreign direct investment suggest that
China does not outperform other developing countries on average once its size and
other characteristics are taken into account.

8.

Empirical evidence on the impact of trade and investment liberalisation on China's

9.

This section

industries

is

reviewed

in

Annex

capital
10.

2.

based on Chapter 7 on banking, Chapter 8 on insurance, Chapter
system and financial regulatory policy, and Chapter
market development.
is

priorities for the financial

14

15

on
on

is relatively large, as measured by the ratio of domestic credit
GDP, compared to countries of comparable development. (See Chapter 14 on finansystem priorities, Figure 4),

China's financial system
to

cial
11.

As mentioned in Chapter 7 on the banking sector, a recent People's Bank of China survey indicates that a significantly higher portion of bank lending goes indirectly to nonstate entities than is apparent from official figures on their direct lending. This pattern
is indicative of the importance of informal credit channels in China. However the degree
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to which non-state non-financial businesses are recipients of these indirect funds
unclear.

Much

is

of the indirect financing probably goes through informal financial channels

market or other investments that banks are not allowed to engage

into the stock

in

directly.
12.

Foreign banks' ability to lend foreign currency

oped domestic interbank market and

WTO

not covered by
1

3.

14.

will

be constrained by the underdeveland other regulatory constraints

foreign exchange

accession. See Chapter

See Chapter 22 on macroeconomic

7.

issues.

China's trade (merchandise exports plus imports) to GDP was 38 per cent of GDP in 1999,
for the Euro area, 19 per cent for the United States, and 7 per
cent for ]apan. China ranks third among the five largest developing countries by this mea-

compared to 26 per cent
sure,
15.
16.
1

7.

1

behind Russia and Indonesia but substantially above

China’s domestically held public debt

See the estimates discussed

in

is

Chapter

Brazil

and

India.

about 22 per cent of GDP.
14.

Studies reviewed in Annex 2 suggest that real GDP growth could be boosted by an amount
ranging from virtually negligible to as much as 0.5 percent annually through 2010. The esti-

mated

effects

18.

See Chapter

19.

See Chapters

on employment are
on regional

21

2-3

on the

small.

issues.

rural

sector and Chapter 16 on labour market and social poli-

cies.
20.

See Chapter

on labour market and

16,

See Chapter

17

22.

See Chapter

1,

social policies.

on environmental issues and Chapter

21.

1

on the agricultural

sector.

concluding section.

23.

See Chapters 4-6 on industry implications.

24.

See Chapters 7 and 8 on the banking and insurance sectors, respectively, Chapter
on financial system priorities, and Chapter 15 on capital markets,

25.

clean-ups that simply reduce the amount of negative capital tend to have little
impact on internal incentives to maintain prudential standards or to monitor loan contracts. See Aghion, Philippe, Olivier lean Blanchard, and Wendy Carlin (1994), "The economics of enterprise restructuring in Central and Eastern Europe" Centre for Economic Policy Research
Discussion Paper No. 1058.

26.

system development presents rough illustrative
government of a thorough clean up in
the near-term could range between 30 and 60 per cent of GDP, depending on the true
extent of non-performing loans, the recovery rate, and other circumstances. This range
is comparable to the costs incurred by other developing countries that have undergone
severe banking crises. The cost to China's government could be lower if the clean up
were less comprehensive, or authorities were to rely substantially on the banks to
"grow out" of their problems, but as argued in the text and in the chapters on the finan-

14

Partial

,

Chapter

14

on

priorities for financial

calculations suggesting that the cost to Chinas

cial

system, this

is

a risky strategy that could easily lead to greater costs in the future.

on regional economic

27.

See Chapter

28.

The issues summarised in this and the following sub-section are discussed
Chapter 13 on enterprise governance issues.

21

issues.
in detail in

©OECD 2002

Notes

29.

A

30.

Chinese authorities, including the Chairman of the China Securities Regulatory Commission, have explicitly stated that they regard the OECD Principles on Corporate Governance as the international benchmark in this area.

3

1

.

basic step was taken in 1993 with the enactment of the Company Law providing for
the establishment of legally autonomous limited liability and joint-stock companies, and
specifying the rights of shareholders, and powers of managers and their boards of directors
and supervisors. The company law does not coverall types of enterprises. Collective enterprises are subject to an earlier law. Private enterprises were not officially sanctioned
until 1998 and are still subject to ambiguities about their legitimate scope.

See the

Economist article cited in

32.

Discipline

33.

As noted

is

further constrained

Chapter

in

4,

Chapter

13

on enterprise governance.

by the limited

rights of minority shareholders.

enterprise governance has improved most

in

sectors that are

competitive.
34.

Cyril Lin, Corporate governance in China (2000).

35.

The decentralisation of

36.

This section

state administration has effectively increased the number of
"owners". Creation of separate asset management companies has not resolved this
problem because the companies tend to function very similarly to the line government
agencies from which they are typically derived. The separation of SOEs from their controlling line agencies may have had the perverse effect of making it easier for other
government entities to interfere in their operations.

Chapter

1

1

,

is based on Chapter
on regulatory reform.

12

on competition law and policy but also draws on

37.

Overt barriers to product market competition are focused on a few products, such as
automobiles and beer, and have been declining as a result of central government
crackdowns.

38.

These amount to RMB 300 000, or US$36 000, in retail trade and RMB 500 000 (US$60 000)
wholesale trade and manufacturing. See Chapter 13 on corporate governance.

39.

See Chapter

14,

in

the section on regulatory/supervisory policies, for further discussion of

these issues,
40.

This power

now

41.

The issues

for this sub-section are

the Ministry of Finance.

lies with

sions), 17 (public

discussed

budget management) and

in

detail in

Chapters 16 (section on penChapter 22 on

18 (tax policies), as well as

macroeconomic implications.
42.

See Nicolas Lardy

43.

A

(2000), "Fiscal sustainability:

between a rock and hard

place”, China

Economic Quarterly.

1997 study by the World Bank estimated that only 70 per cent of the VAT due to
authorities was actually collected and there seems to have been only limited improvement since that date. See, World Bank, China 2020 (1997).

44.

See Chapter 22 on macroeconomic policy issues and Chapter 18 on tax

45.

Under current

policy the

wage, although changes
46.

first tier

policies.

benefit replaces 20 per cent of a worker's average
raise this to 30 per cent.

now being considered could

Calculations developed in Chapter 16 suggest that a 20 per cent replacement rate in
the first tier could be financed by a payroll tax of 10 per cent, even with the expected
rise in the dependency ratio.
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47.

Further discussion of these issues can be found

48.

This conclusion

ment
and

in

Chapter 20 on central-local govern-

fiscal relations.

Brazil.

Surveys for

is further supported by recent Secretariat economic surveys of Russia
See the chapters on central-local government relations in the OECD Economic
Russia (2001) and Brazil (2001).

49.

These issues are discussed

50.

As with other

in detail in

Chapter

22.

policies, the exact timetable implicit in official

entirely clear, but three years from the time this plan

was

first

announcements

stated would be

in

is

not

2003.

51.

As discussed in Chapter 15 on capital markets, China could improve the liquidity and
depth of the government bond market by adopting techniques already used in major markets, such as standardising terms on bond issues, consolidating issues into a limited number of categories, and establishing a pre-announced schedule of regular issues.

52.

These issues are discussed in Chapter
Chapter 12 on competition policy.

53.

An example

the housing reform
for several years in Shanghai.
is

1

1

on regulatory

policy;

see also the portion of

now applying nation-wide but which was

first

tested
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