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Abstract

Viewed from a world-wide perspective, China’s
record of economic development over the last two
decades of the twentieth century could be regarded as
rather unique. The country has survived well the
three waves of catastrophes that beset the non-West-
ern world during this period. These catastrophes,
namely, are: first, the ‘lost decades of develop-
ment’ in most parts of the Third World since the
early 1980s, second, the total crisis in countries of
the former Soviet bloc since the mid-1980s, and, fi-
nally, the financial and economic disaster that en-
gulfed most parts of East Asia in the closing years of
the century. In this context, China’s record is indeed
unique, as well as paradoxical.For, the country’se-
conomic institutions have long been dismissed by the
world orthodox establishment as by nature seiously
deviating from the canonical free market economy,
and being akin to the crisis-causing factors of the
three entities indicated above.How, then, has this
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‘China paradox’ come about?

Talking about a ‘China paradox’, of course, would imply a challenge
to the free market doctrines, and the orthodox establishment has been out-
spoken in rejecting it. A recurring proposition has it that China’s reformed
institutions are a mix of market-conforming and market-supplanting ele-
ments, that its developmental achievements so far have been ascribable to
the conforming elements whereas the accumulated problems ascribable to the
supplanting elements, and that the problems have tended to outweigh the
achievernents as the country’ s economic transition progressing from the al-
legedly easy phase to the difficult phase. It is clear that what underpins this
proposition is the notion that economic development is somehow easy or
mormal — the notion of the so-called “natural path of development’ .

At stake, however, is the source of demand that has sustained
China’ s industry-led economic growth.For, on the world scale, a
major factor that has impeded late development in the 1980s and
1990s comes precisely from demand-side constraints.One answer
from the orthodox establishment is to emphasise China’s fast export
expansion during this period. It is posited that China has followed
the path of labour-intensive, export-oriented industrialisation on the
basis of its (endowment-determined) international comparative ad-
vantage, which is in turn posited to be manifestation of the ‘ natural
path of development’ . The problem with this view, however, is
that it begs the question as to why such a presumably easy process
has not occurred in the wider developing world. Nor — as will be doc-
umented in details in the book — can China’s export performance be
easily explained by its ‘given’ comparative advantage.

An alternative approach to the all-important demand issue is to
focus on income distribution. The starting point concerns a phenome-
nal development over the reform era that has been felt by virtually
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the entire Chinese population: the ‘ consumption revolution’,
singnified by the explosive growth of a wide range of consumer
durables. These new, nassproduction industries are typically charac-
terised by rapid technological change, extensive backward and for-
ward linkages and high income elasticity of demand. Their explosive
growth has thus been sustained by the existence of mass consump-
tion in the domestic market, and with it an even pattern of income
distribution particularly in the urban areas.More generally, it could
be argued that China’s economic growth has been based on the fol-
lowing nexus of causal relationships: consumption induces invest-
ment and thus overall demand expansion, thereby making it possi-
ble to absorb labour transfer from agriculture and to improve indus-
trial productivity via dynamic increasing returns.A virtuous circle
between consumption and production, and between industry and
the economy, has thus been at work. And the even pattern of income
distribution, upon which the virtuous circle is based, has been, in
turn, based on its specific political economy: the hitherto predomi-
nance of public ownership.

A central issue of Chinese political economy concerns state-
owned enterprises (SOEs) . The observation is widely agreed: that
the institutions of these firms have contradicted the principles of the
canonical market economy, especially of individualistic property
rights. It is noted that China’s enterprise reform has taken place in a
context where various stake-holders of enterprises — local govern-
ments, workers, local communities, the banks and other business
partners — have been involved to form a complex web of check-and-
balance that governs the operation and development of enterpris-
es. The crucial question is : what are the implications of this rigidi-
ty-infused , long-term-oriented systemic feature of Chinese industri-
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al enterprises with respect to economic development?

Scholarly debates over the performance of China’ s industrial
enterprises first center around the assessment of productivity change
of SOEs in the reform era. ‘There have been very different estima-
tion results of total factor productivity growth obtained by different
studies. Hence, and against the background of the East Asian finan-
cial and economic crisis, economists have shifted their attention to
the assessment of the financial performance of SOEs.It is often
claimed that the observed trend of declining enterprise profitability,
together with the increasing ratio of non-performing loans of state-
owned banks, are both symptoms of the same ill: the gross ineffi-
ciency of SOEs. It is further claimed that this must be treated as a
matter of urgency, as otherwise and East Asian-type crisis is most
likely to occur in China.

But, it is a gross exaggeration to assert that the nexus of SOEs,
state-owned banks and the state itself as a whole is anything on the verge
of a financial crisis. To the extent that this nexus has indeed accumulated
serious financial problems, they are largely a result of the fiscal difficulty
of the state rather than enterprise inefficiency.For, over the reform era,
SOEs have paid most of the social costs that should have been the respon-
sibility of state finance. Meanwhile, the observed decline of enterprise
profitability reflects more a macroeconomic issue than microeconomic inef-
ficiency . The pre-tax profit rate of SOEs has been very close to the average
of all enterprises: slightly higher in the 1980s and slightly lower in the
1990s, while both exhibiting a tendency of secular decline. And,
throughout the reform era, the profit rate of large scale enterprises has
been much higher than the industrial average. Given that the vast majority
of large scale enterprises are in fact SOEs, the indicated performance,

once again, presents a paradox that needs to be made sense of. What is
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