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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 govern-
ment 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 its costs. This
landmark study grew out of what the OECD perceived as a strong interest by the Chinese authorities in
sharing the collective knowledge and experiences of economic development that OECD Member
countries have accumulated through this process.

Since 1995, China and the OECD have engaged in a fruitful dialogue on many policy issues of
common interest in the framework of a comprehensive programme of co-operation managed by the
Centre for Co-operation with Non-Members.

This study takes stock of the results of these activities and develops the analysis of the policies that
will have to be adjusted in order to meet the challenges of further trade and investment liberalisation. It is
published under my responsibility.

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

Donald J. Johnston
Secretary-General
OECD

s
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SYNTHESIS OF THE MAIN FINDINGS OF THE STUDY

China's progress during the economic reform era that began in 1978 has been one of the great
economic success stories of the post-war era. China has become the world’'s seventh largest economy
and second largest recipient of foreign direct investment. Only Japan and Korea achieved a comparable
record of sustained rapid growth during the latter half of the 20th century. China's performance is all the
more remarkable in that its reforms have been gradual and its 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 OECD horizontal study of
the domestic economic policy challenges posed by China’s further trade and investment liberalisation
(TIL). The study comprises 22 detailed reports prepared by nine OECD directorates covering the
adjustments 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 objectives? The
reports analyse the current problems impeding China’s economic development and identify key
priorities and objectives, along with some suggested specific steps, in order to maximise the benefits of
China’s opening and other reform efforts. These analyses highlight the interdependence, and
increasing need for co-ordination of policies in different areas.

Messages

The studies document the impressive progress China has made in transforming its 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 investment liberalisation is unlikely to solve the basic problems now
impeding China’s economic development.

As it has throughout the reform era, the realisation of China's economic potential, including the full
benefits of trade and investment liberalisation, rests on its success in continuing and strengthening its
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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 mutually reinforcing fashion to impede progress in the overall reform process.
Particularly difficult is the vicious circle involving the weak performance of many of China’s enterprises and
the problems of the banking system.

In China's present situation, the outcomes of particular reforms depend increasingly on the interaction
among measures taken by the economy’s key actors — government, enterprises, workers, and the financial
system — acting in markets whose functioning is shaped by key framework conditions such as competition,
property rights, and corporate governance. Rather than emphasising particular sectors, reforms now need 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 objectives as the key to the success of China'’s overall
reforms over the next decade.

e The first and most immediate is to lay the foundation for improving the utilisation of China’s
resources, by removing present obstacles to business sector restructuring and by achieving
better integration among various segments of the economy that have been developed separately
under different sets of rules.

¢ The second is to improve competition law, property rights, enterprise governance and other
frameworks that are essential to efficient market functioning so that resources are efficiently
allocated in the future.

e And the third is 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.

In achieving these objectives, reforms need to be both concurrent and carefully sequenced.
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 individual sectors to “lead” the overall economy is likely to have much lower payoffs
than in the past, and pose greater risks of negative outcomes. At the same time, reforms cannot be
made all at once and care needs to be taken to establish the pre-conditions needed for follow-up
measures.

Both principles will be particularly important to the achievement of three objectives which the study
identifies as needed to break through the vicious circles now impeding reforms and establish the pre-
conditions for sustained progress in the future. These are to:

e 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 basis.

Taking stock: the progress that has been made and the problems that need to be overcome

China's economy has undergone extensive transformations over the past twenty years (Table 1). The
characteristic feature of the government's economic strategy has been to create separate channels for
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
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Table 1. The transformation in China’s economy
1980 2000

GDP per capita' 168 7277
Percentage of population in urban areas 20 31
Share of GDP (per cent) in:

Agriculture 30 16

Industry 49 51

Services 21 33
Share of employment in:

Agriculture 69 50

Industry 18 23

Services 13 27
Trade/GDP (%)’ 12 42

1. In constant 1995 USS.

2. Figure is for 1998.

3. Exports plus imports as share of GDP.

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

Figure 1. Real GDP growth
3 year moving average

Annualised growth Annualised growth
16
14 14

SN N
./ N/ .
7 \/ 5

4 1 L 1 ! ! ! 1 L ! ! 1 1 1 ! l 4
1982 83 84 85 86 87 88 89 90 91 92 93 94 95 96 97 98 99 2000

Source: China Statistical Yearbook, 2000.

end. Structural problems in the real economy have worsened progressively during the 1990s, leading to
growing under-utilisation of labour and a protracted slowdown in real growth (Figure 1). These
structural problems are substantially attributable to a lack of integration in factor markets, among
business segments, and among regions.

Obstacles to resource utilisation in the rural economy?

China’s agriculture employs about 50 per cent of the country’s workforce and is characterised by
relatively scarce land in relation to labour and small-scale production using little mechanisation. As in
Japan and Korea, output per unit of land is high by international standards but output per worker is low.
Land-intensive crops, notably wheat, corn, soybeans, and cotton are produced mainly in the northern  _11]
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part of the country while most of China’s rice and sugar crops are produced in the southern half.
Cultivation of vegetables, which are labour-intensive, is concentrated in coastal provinces and in areas
adjacent to cities. Meat production is more evenly dispersed and 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 urban areas and, due largely to greater access to off-farm jobs,
are highest in coastal areas.

Policy toward the rural 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 (hukou) includes
provisions that impede migration of rural-born workers by preventing them from becoming legal
residents of cities. Education resources per-capita and the average level of schooling are significantly
lower than in urban areas. Pensions and other social benefits provided in urban areas are largely
unavailable to the rural population.

Limits on integration with the rest of the economy did not prevent the rural sector from providing two
key sources of China's development during much of the reform area. The first 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 agricultural products is now limited.

These policies have been instrumental in raising agricultural productivity and living 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 1980s. 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 barriers to higher agricultural productivity.

Fundamental improvements in agricultural productivity depend on substantial reallocation of
resources away from land-intensive products toward labour-intensive products. However, the scope for
reallocation is 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.

The changing role of agriculture within the rural economy has provided a second major source of
China’s growth and development. In 1980, agriculture employed virtually the entire rural workforce and
supplied nearly all of its income. However, rising productivity within agriculture was accompanied by
the large-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.* 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 state-owned enterprises (SOEs), greater
exposure to market discipline compared to SOEs, and access to cheap rural labour, led REs to flourish
beginning in the mid-1980s. 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
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Table 2. Rural household incomes by source
Net income per capita, per cent

Year
1985 1990 1995 1998 1999
Total income (monetary and in-kind) 100 100 100 100 100
Of which: farming and related activities® 75 74 63 57 53
Memoranda:
Total annual income in 1999 RMB? 1311 1370 1718 2132 2210
Annual real growth rate, per cent' . 0.9 4.6 7.5 3.7

. Average growth rates for the periods between indicated years.

. Including animal husbandry, forestry, fishing, hunting and gathering.

. RMB amount deflated by the consumer price index.

ource:  Figures are taken from Chapter 16, Table 16.4, which gives additional details. Data come from China Statistical
Yearbook 2000, Tables 10-14 and 10-15. The data are derived from official household budget surveys using partly
different definitions in urban and rural areas. Wages are assumed to be paid entirely in money.

|
2
3
S

(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.

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 growth, as it has been for other
rapidly developing countries in the past. However, in China the bulk of the shift has taken place within
the rural economy rather than through migration from 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 hukou, 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.

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 development of a
substantial surplus of under-employed rural workers. A large portion of these workers — as many as
100 million — have become “floating” migrants who have taken up unregistered informal sector
employment in urban areas.

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 crisis 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 exemption from
central planning restrictions and sponsorship by local governments, 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 economy but does not ensure the opportunities will be exploited. China's undertakings in
agriculture under the 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 shift of resources
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away from land-intensive products, notably grains (except rice) and 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 procurement
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 will exit
agriculture between 2000 and 2010.> WTO itself is expected to add only 2 to 3 million further to this
decline. The analysis in 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 to further industry development®

Two related structural changes have provided much of the impetus to China’s industrial
development during the reform period. The first is the shift from a 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 the formal sector.

This transformation of industry ownership contributed to growth in at least two ways. First, it
fostered a shift of resources toward enterprises that have been more efficient and more effective in
responding to changing market forces than most SOEs. The fact that non-state enterprises have faced
harder budget constraints than 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 competition in export industries and industries
supplying foreign goods, where the state has allowed relatively free access. Competition has been
increased further by the curtailing of central planning mechanisms and freeing of prices: nearly 90 per
cent of retail prices are now completely market determined, the main exceptions being energy and
other utility prices. 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 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 USS 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 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 competition, spurred 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, particularly in recent years as foreign direct investment inflows have shifted toward capital-
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Synthesis of the Main Findings of the Study

Table 3. Ratio of foreign direct investment inflows to China's GDP and gross capital formation

Total foreign direct G Ratio of total - : Ratio of total foreign
investrgnent Cgllggs foreign direct investment Chlnaégg{nestlc directinvestment inflows
inflows (USS billion) inflows to China's GDP (US$ billion) to China's domestic GCF'
(USS$ billion) (%) (%)
1983 0916 300.375 0.31 101.483 0.90
1985 1.661 305.254 0.54 115.300 1.44
1990 3.487 387.723 0.90 134.705 2.59
1995 37.521 700.278 5.36 285.928 13.12
1996 41.725 816.490 5.11 323.148 12.91
1997 45.257 898.244 5.04 343.285 13.18
1998 45.463 958.990 4.74 356.964 12.74
1999 40.319 989.621 4.07 368.446 10.94

1. GCF refers to gross domestic capital formation.
Source:  The Table is adapted from Chapter 10, Figure 10.2. Data come from various issues of the China Statistical Yearbook.

and technology-intensive export sectors. Foreign investment has also helped to raise industry
productivity and to improve industry technology, know-how and 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 enterprises making losses, and despite noticeable improvement
during 1999-2001, financial performance remains weak in many sectors. Growth in industry employment
and capital spending has declined markedly. The deterioration has been pervasive and not simply
confined to SOEs. The performance of collective enterprises has worsened nearly as much as that of
SOEs; and the SME sector generally is in particularly 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 social policy goals. 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 other
SOEs or non-state enterprises.

The biggest problem impairing industry performance is widespread inefficiency in enterprise
operations. Presently, much of industry operates with inadequate 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 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 106 in India.

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.
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These inefficiencies are attributable to a range of factors at the firm level, in the external
environment, and in the relation between government and business. 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 regional self-sufficiency
together with low capital mobility has left a legacy of limited regional specialisation in production.
The resulting inefficiencies have persisted and accumulated because key corrective market
mechanisms have been severely impaired. Exit via bankruptcy and liquidation has been relatively
rare, although it is becoming more common; and regional protectionism and other administrative
barriers have severely restricted the scope for value-enhancing mergers and acquisitions (MEA).
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 debt;
this in turn makes it more difficult to restructure to improve efficiency and prompts government
interventions that spread the problem by extracting resources from stronger enterprises to prop up
those that are failing.

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

Figure 2. The vicious cycle of poor enterprise performance

Weak governance

Low profits, high debt

Source: OECD Secretariat.
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