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CHINA'S ECONOMIC REFORM and its opening to the outside world have 
resulted in the phenomenal growth of its output and international trade. 
Manufactured export growth took off after 1984, and GDP growth 
accelerated as well. Between 1984 and 1995, real GDP grew by 10.2 
percent annually, according to official Chinese statistics. The nominal 
value of exports grew by 17 percent annually, while manufactured 
exports grew by 22 percent per year.' The rapid growth of exports, 
combined with devaluation of the yuan, the Chinese currency, pushed 
the ratio of foreign trade (exports plus imports) to GDP from 10 percent 
in 1978 to 17 percent in 1984 and to 44 percent in 1994. In 1978, China 
accounted for only 0.75 percent of total world exports, but by 1995, it 
accounted for 3.0 percent. Together, these numbers indicate the extent 
of China's emergence as a trading nation.2 

The author is grateful for comments, suggestions, and assistance with data from 
Christopher Findlay, Aart Kraay, Larry Krause, Heather Smith, and, especially, Nicho- 
las Lardy. 

1. From 1980 to 1992, the nominal value of exports grew by 13.7 percent per year, 
while the real value grew by 11.9 percent annually. 

2. World Bank, World Development Report (1994, p. 186); China, State Statistical 
Bureau (SSB) (1996b, p. 105); International Monetary Fund, Direction of Trade Statis- 
tics Quarterly (September 1996, p. 2). The inadequacies of Chinese national accounts 
statistics should be acknowledged at the outset. Chinese GDP growth rates are over- 
stated, primarily because of inadequate deflation. Implicit GDP deflators are lower than 
other relevant, consistently defined price indexes. The magnitude of overstatement prob- 
ably exceeds 1 percent annually. GDP figures for all years were revised in 1995 to 
correct for an undercount of services. Although conceptually appropriate, this correction 
had the inadvertent effect of eliminating a source of offsetting bias and thus further 
inflated official GDP growth rates. The upward bias is partially offset by the fact that 
official figures do not fully account for quality improvement or for the elimination of 
rationing in consumption goods; because of these factors, they somewhat underestimate 
growth in welfare. A serious collaborative effort to recalculate Chinese GDP statistics 
is overdue. Trade ratios suffer not only from fluctuating exchange rates and GDP mea- 
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The raw numbers are impressive, and they lend themselves to ex- 
trapolations that are even more impressive. It is natural to ask whether 
GDP growth rates of this magnitude can be sustained, and whether 
trade growth will continue to outpace GDP growth. At the outset, it 
should be stressed that these growth rates are not unprecedented, but in 
fact conform rather closely to earlier East Asian success stories. Japan's 
GDP grew by 10.4 percent annually between 1950 and 1973, while in 
both Korea and Taiwan, GDP grew at about 9 percent annually between 
1960 and 1990.3 China's real distinction is its huge size and enormous 
population. The combination of rapid growth and large size raises a 
host of interesting questions. How did China achieve this economic 
success, and is it really as great as it appears? What difference will 
China's size and abundant labor force make to its future growth? What 
impact will China's emergence as a major trading nation have on the 
world trading system and on the other trading nations of Asia? This 
paper addresses these questions by examining China's domestic and 
foreign economic policies. It is based on the premise that understanding 
China's emergence as a trading nation requires attention both to the 
structural features of China's economic transformation and to the insti- 
tutional details of the Chinese trading regime. 

The basic message of the paper is as follows. China's achievement 
is real, but it has limitations that may not be immediately apparent and 
that will restrain growth in the future. China's export success is part of 
its general economic success and can be explained by the rapid pace of 
domestic structural change, its generally successful economic reform 
policies, and the proximity of preexisting export production networks, 
particularly those in Hong Kong and Taiwan. Over time, the growth 
contribution of each of these factors can be expected to diminish. While 
export growth will remain strong-and may continue to outpace world 

surement error, but also from the intrinsic problem that trade is a gross measurement, 
while GDP is a net concept. Issues relating to purchasing power parity (PPP) are touched 
on below. 

3. See Boltho and others (1994). When measurement error that inflates Chinese GDP 
growth is taken into account, growth in China appears to be slightly slower than in these 
economies. However, five coastal provinces-Fujian, Guangdong, Zhejiang, Jiangsu, 
and Shandong-grew more rapidly than the national average between 1984 and 1994, 
by at least 1 percentage point per year. These provinces had a total population of 217 
million in 1994. If there is an exceptional Chinese growth story, it is the story of these 
five provinces. 
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trade growth over the long run-it is likely to decelerate over the 
medium term, since the pace of structural change will slow down and 
China's size will tend to make the country proportionately less deeply 
involved in the world economy. Moreover, real appreciation and 
changes in policy will moderate China's heretofore spectacular reinte- 
gration with the world economy. Indeed, some of these changes have 
already begun. Chinese exports will post close to zero growth in 1996. 
And during the first half of 1996, the ratio of foreign trade to GDP had 
fallen to 35 percent from its peak of 44 percent in 1994.4 

The paper begins with the domestic economy, since domestic 
changes are of fundamental importance in shaping the national econ- 
omy. The first section briefly discusses the interactions between do- 
mestic and external economic reforms. The next section reviews the 
fundamental domestic changes, focusing on their relation to growth and 
to policy options in the external sector. The following section describes 
the existing foreign trade and investment regimes, highlighting the 
creation of a dualistic trade regime characterized by parallel export 
promotion and import substitution regimes. Since the export promotion 
regime is far more liberal than the import substitution regime, the result 
has been to divert trade as well as to create it. Some of the quantitative 
dimensions of economic change are traced in this section. The next 
section describes recent developments in trade policy. Most important 

4. Rapid changes in the ratio of foreign trade to GDP serve as a caution that this 
ratio should not be taken as a summary measure of "openness" that is easily comparable 
with other economies. In general, China's economy is less open than one might expect 
from looking solely at the trade ratios. Some of the reasons are discussed below. For 
some purposes, but not all, measures based on PPP estimates of GDP would be superior. 
Compared with those in other countries, the prices of nontraded goods and services in 
China are particularly low relative to those of traded goods. As a result, PPP calculations 
lead to comparatively large upward revisions in estimated GDP and large downward 
revisions in trade ratios. Using the World Bank's PPP estimate of 1994 per capita GDP 
($2,510) yields a corresponding trade ratio of only 8 percent. However, such calculations 
lead to adjustments of roughly similar magnitudes for many other developing countries. 
By the same standard, India's trade ratio declines from 18 percent to 4 percent, and 
Indonesia's, from 41 percent to 10.5 percent. (See World Bank, World Development 
Report, 1996, pp. 188, 210, 216.) A definitive PPP analysis of Chinese GDP has not 
yet been carried out. The ratio of trade to GDP valued at exchange rates reflects actually 
prevailing prices and thus retains some information that is lost in the conversion to a 
PPP calculation. Extremely rapid changes in this ratio reflect changes both in the volume 
of trade and in the relative prices of goods. Thus a rapid increase in the Chinese trade 
ratio reflects both devaluation and rapid export growth, while a drop in the ratio reflects 
both real appreciation and declining exports. 
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is the recent dramatic real appreciation of the currency that is severely 
cutting into China's export growth. I argue that this is not a short-run 
aberration, but rather a reflection of fundamental forces at work. The 
following section looks into the future, discussing five issues that will 
determine the pace of China's trade growth. The final section brings 
together the separate strands of the argument and concludes that China' s 
integration into the world economy is likely to slow to a more moderate 
pace over the long term. 

A number of themes run through the discussion. There have been 
major changes in the factors shaping the Chinese economy in the 1990s. 
The discussion often highlights these changes and contrasts the situation 
in the 1990s with that of the 1980s. In recent years, inflows of foreign 
investment directed toward the Chinese domestic market have become 
very large. As a result, policy toward foreign investment has become 
increasingly relevant to domestic market development and the growth 
of competition, as well as to financial and macroeconomic issues. Fi- 
nally, regional development issues are closely related to external eco- 
nomic policies. In the future, a smaller share of trade growth will come 
from the southeastern provinces of Guangdong and Fujian than at pre- 
sent, and growth in trade may spread positive growth effects more 
broadly across China. 

The Relationship between Domestic and Foreign 
Economic Policy 

Today, domestic and foreign economic policymaking in China are 
inextricably interrelated, but this was not true in the earlier stages of 
economic reform. For the first decade or more after reform began in 
1978, foreign and domestic economic policy were made in isolation 
and could be analyzed separately. Early trade liberalization was cau- 
tious and gradual, and the limited degree of change was particularly 
striking, considering how insulated from the world economy the so- 
cialist system had been. Indeed, the essence of the initial liberalization 
strategy, exemplified by the creation of special economic zones (SEZs), 
was to set up externally oriented enclaves with minimal links to the 
domestic economy. Subsequently, a broader export promotion trade 
regime was established, but it was accessible primarily to enterprises 



Barry Naughton 277 

with foreign investment. Even today, most Chinese firms and individ- 
uals have severely restricted access to the world market. As described 
below, existing institutional arrangements imply that China is signifi- 
cantly less open to foreign trade than initially appears. 

In the 1990s, however, after a decade of sustained growth, foreign 
trade and investment have become sufficiently large relative to the rest 
of the Chinese economy that it is no longer possible to keep domestic 
and foreign economic policy separate. The primary cause of this in- 
creased interaction between domestic and foreign economic policy is 
not the elimination of trade barriers and the integration of foreign and 
domestic markets, but, rather, a massive inflow of foreign investment 
attracted largely by the opportunity of access to the Chinese domestic 
market. Institutional factors restrict the impact of trade on the Chinese 
economy, but parallel institutional factors do not necessarily reduce the 
impact of foreign investment on the domestic economy. 

One occasionally encounters in the literature the idea that foreign 
investment inflows (from overseas Chinese capitalists, in particular) 
were in some sense engines of growth in China and crucial to the success 
of its economic reform success. In this view, the capital and entrepre- 
neurship of overseas businesses seeped into China through Hong Kong 
and transformed the domestic economy. For the period before 1993, 
this view cannot be sustained.5 Rather, it should be recognized that for 
China as a whole, externally oriented reforms were secondary to the 
main progress of domestic economic reforms, and the importance of 
foreign trade and investment only became manifest in the 1990s, once 
domestic reforms had achieved substantial success. A brief look at the 
temporal and spatial patterns of foreign investment and trade in China 
can demonstrate this. 

Figure 1 presents foreign investment as a share of Chinese GDP. 
Until 1990, foreign direct investment never exceeded 1 percent of GDP. 

5. For an example of this argument, see Thomas (1991). Lardy (1995) addresses the 
quantitative argument, showing that net capital inflows have been modest. Externally 
oriented reforms have always attracted a great deal of attention in China because of their 
political sensitivity. The decision to establish SEZs was taken early in the reform process 
and represented a particularly striking departure from past orthodoxy of national self- 
reliance. Partly because of their high visibility, external reforms have often served as 
pawns in political struggles over reform policy. In addition, the largest SEZ is adjacent 
to Hong Kong and thus highly visible to the largest Western business and analytic 
community in Asia concerned with China. 
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Figure 1. Foreign Direct Investment as a Share of GDP, 1983-95 
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Source: China, State Statistical Bureau (SSB) (1996b, pp. 6, 106, 110). 

In addition, two special circumstances limited the impact of foreign 
investment on the domestic economy. First, investment was geograph- 
ically concentrated: slightly over a third of all foreign investment was 
in the province of Guangdong, adjacent to Hong Kong.6 Annual in- 
vestment inflows to Guangdong, at around 5 percent of provincial GDP 
through the 1980s, undeniably had a significant impact on that province. 
However, Guangdong is a relatively small part of China; it is relatively 
remote from the areas that are most populous and produce the bulk of 
Chinese output; and it is only gradually becoming integrated into the 
larger Chinese economy. Therefore it was quite possible for Guangdong 
to be transformed by investment from Hong Kong, while the rest of 
China remained relatively little affected. Second, as figure 2 shows, 
until 1991 virtually all of the industrial output of foreign-invested en- 

6. Throughout this paper, Hong Kong is treated as a sovereign entity, a source of 
foreign investment in China, and a destination for Chinese exports. Hong Kong data are 
never consolidated with those from China. After July 1, 1997, China will resume 
sovereignty over Hong Kong, but Hong Kong will remain a separate territory for customs 
purposes and is expected to maintain its own statistical system. 
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Figure 2. Nominal Output and Exports by Foreign-Invested Enterprises, 1985-95a 
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Source: Author's calculations. Output data are fronm China, SSB, China industrial economics statistical yearbook (various years). 
Export data (in U.S. dollars) are taken from World Bank (1994, p. 60) and Wang (1996) and converted into yuan using exchange 
rates from China, SSB (I 996b, p. 106). 

a. Output is defined as sales plus change in inventory. 

terprises (FIEs) was exported; from which it follows that the domestic 
market presence of foreign firms was insignificant.7 

Thus, through 1990, foreign investment was modest in size, geo- 
graphically concentrated, and overwhelmingly oriented outward. In 
1992 China began to offer significant domestic market access to foreign 
investors, particularly those who could offer "advanced technology." 
The definition of advanced technology was quite inclusive, and, more 
important, its interpretation was often left to local government officials, 
who were hungry for foreign investment. Investment inflows have 
soared past 5 percent of GDP in the years since 1993 (figure 1). They 
also became less concentrated geographically, although Guangdong 
still received a far larger proportion than any other province (inflows 
to Guangdong were 19 percent of provincial GDP in 1994). Since 1993, 
foreign investment has been as large relative to the entire Chinese 

7. The two data series presented in figure 2 are from different sources and may not 
be strictly comparable. However, the general conclusion is not altered by any plausible 
adjustments. 
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economy as it was relative to the economy of the single province of 
Guangdong in the 1980s. Moreover, FIE output has increasingly been 
directed toward the domestic market. As figure 2 shows, since 1992, 
over half of FIE industrial output was sold within China. The domestic 
impact of foreign investment has increased rapidly. 

Today, foreign investment has an important impact on the domestic 
Chinese economy. But this is a relatively recent phenomenon. Massive 
investment inflows followed domestic economic reforms and should be 
analyzed in their context. Successful domestic reform in China, as in 
other liberalizing economies, created major new opportunities in the 
domestic economy. As reform progressed, these opportunities were 
increasingly open to foreigners. This created inflows of foreign invest- 
ment, which in China overwhelmingly took the form of foreign direct 
investment. This sequence of events matters for two reasons. First, one 
of the most important policy dilemmas currently facing China is the 
appropriate response to large capital inflows and real currency appre- 
ciation. Second, more broadly, the strategy of domestic economic re- 
form and the nature of domestic structural change have shaped, and 
will continue to shape, the pattern of China's reintegration into the 
world economy. Thus one can only learn so much about China's future 
foreign trade by extrapolating from past trends in the trade sector. One 
needs, in addition, to examine the structural and systemic conditions 
in the domestic economy that give the context for future trade 
development. 

The Domestic Economy 

Economic growth has been rapid in China primarily because of the 
rapid growth of productive factor inputs. And the single most important 
factor determining the speed of growth in the future will be the growth 
of factor inputs. Clearly, no economy can sustain growth rates of nearly 
10 percent per year without the rapid growth of capital and labor inputs .8 

In turn, labor growth at the rates required to sustain 10 percent GDP 

8. This commonsensible observation is given much greater force by recent work on 
East Asian growth that finds that productivity growth has accounted for a modest share 
of total growth in the high-performing East Asian economies; see, for example, Young 
(1995). For further discussion, see the paper by Collins and Bosworth in this volume. 
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growth can only occur during the process of structural transformation 
from an agrarian to a modern industrialized economy. Therefore, given 
China's rapid growth, one would expect China's labor force to display 
rapid growth and structural change, and it does. This structural change 
is described below. However, while the long-run rate of growth is given 
by saving rates and the pace of structural transformation, medium-term 
changes in the rate of growth are primarily determined by the impact 
of economic policy. In the case of transitional economies, the transition 
strategy dominates all other forms of economic policy. Growth in China 
was fairly rapid before reform, even during the turbulent Cultural Rev- 
olution period. However, China's transition strategy can be understood 
as the proximate cause of the acceleration in growth that occurred 
during the course of transition, which differentiates the Chinese case 
so sharply from most of the other transitional economies. Thus both 
structural change and transition strategy must be examined in order to 
understand the economic momentum and describe the trajectory of the 
Chinese economy in the future. 

Structural Transformation 

China is undergoing a rapid transformation from a predominantly 
rural, agricultural country to an urbanized and diversified economy. 
The nonagricultural labor force grew at over 5 percent per year from 
1978 through 1995. Until 1991, the working age population was grow- 
ing rapidly, and the agricultural labor force was growing in absolute 
terms, even though it was declining in relative importance. Since 1991, 
the growth of the working age population has slowed markedly, and 
agricultural employment has begun to decline in absolute numbers; its 
share of the total labor force will fall below 50 percent during 1997. 

Labor force change is particularly dramatic in China because struc- 
tural change is coinciding with extremely rapid and "precocious" de- 
mographic change, brought about by draconian policies to curtail the 
birth rate. China's demographic structure is highly unusual and provides 
both advantages and liabilities for the economy. In a normal demo- 
graphic transition, birth rates fall after the economy has reached a 
certain level of well-being, and life spans have increased. As a result, 
the share of elderly in the population begins to increase at around the 
time that the share of young people declines. In China, by contrast, 



282 Brookings Papers on Economic Activity, 2:1996 

birth control policies were initiated in the mid-1970s, well before the 
population had begun to age. Hence the share of young people in the 
population began to decline before the proportion of elderly had in- 
creased significantly, and the proportion of the population at working 
age increased. Today, both tails of the dependent population are small: 
the young and the old together represent a relatively small share of the 
population. In 1995, 67.4 percent of the population were between the 
ages of fifteen and sixty-four (as compared with 57 percent for all other 
low-income countries and 61.5 percent for all middle-income coun- 
tries). Moreover, the proportion of the population at working age will 
actually increase until about 2010, when it will surpass 71 percent.9 
Such an age structure has both tangible and intangible benefits. Lower 
dependency ratios imply higher material living standards for any given 
level of worker productivity. And a young population is more adaptable 
and able to accept the rapid social changes that accompany the shift to 
a market economy. 

Because of these demographic changes, over the past twenty years 
the working age population has grown extremely rapidly in absolute 
terms, and significantly more rapidly than the population as a whole. 
During the 1980s, the working age population grew by 2.5 percent per 
year. Conversely, the labor force is growing much more slowly today, 
due to the much smaller entering cohorts-those born after the late 
1970s, when the birth control policies had fully taken hold. In the 
future, growth will slow further. Table 1 summarizes the basic facts on 
labor force growth since 1978 and projected to 2025. The first two rows 
show the long-run decline in labor force growth. The third row shows 
trends in the agricultural labor force and highlights the changes that 
began in 1991. The growth of the nonagricultural labor force growth 
has been rapid throughout. Service sector employment has outpaced 
industrial employment, markedly so since 1991, when it has grown by 
more than 8 percent annually. Table 1 also shows plausible future labor 
force trends. These are designed to bring out the relationship between 
different variables, some of which can be known with a fair amount of 

9. Unpublished 1996 projections of the Chinese population are from U.S. Bureau of 
the Census, International Data Base. I am indebted to Loraine West for providing the 
data and taking the time to explain them thoroughly, and to Christina Harbaugh and 
Judith Banister for providing details of the methodology used in the projections. Inter- 
national comparisons are from World Bank, World Development Report (1994, p. 210). 
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Table 1. Growth of Labor Force, by Component and Subperiod, 1978-2025 

Annual percentage rate 

Component 1978-91 1991-95 1995-2005a 2005-15a 2015-25a 

Working age populationb 2.5 1.2 1.3 0.7 0.0 
Total employment 2.9 1.2 1.3 0.7 0.0 
Agricultural employment 1.6 -2.1 -2.1 -2.1 -2.1 
Nonagricultural employment 5.4 5.0 4.1 2.2 0.7 

Industry 4.6 3.1 ... ... ... 
Services 6.5 8.4 ... ... ... 

Source: Author's calculations. Labor force data used to calculate growth for 1978-91 are from China, SSB (1995b, pp. 
84-85); and for 1991-95, from China, SSB (1996b, p. 21). Projected growth of the working age population, 1995-2025, 
is supplied by the U.S. Bureau of the Census from its International Data Base. Employment projections are based on the 
projected growth rate of the working age population and the following two assumptions: that labor force participation rates 
will not change, and that agricultural employment will continue to decline by 2.1 percent annually until 2020 and will then 
level off. 

a. Projected. 
b. Ages fifteen to sixty-four. 

confidence. Given the existing age structure and assuming that age- 
specific fertility rates remain constant, the working age population will 
continue to grow at 1.3 percent annually for only about a decade. After 
2005, growth will slow down quickly, and there will be zero growth 
after 2015. Further, assuming that labor force participation remains 
unchanged and (crucially) that agricultural employment continues to 
shrink by 2.1 percent annually, the growth of nonagricultural employ- 
ment will slow down slightly, to 4.1 percent, in the next decade and 
continue to fall, reaching 2.2 percent per year in the subsequent decade 
and only 0.7 percent annually between 2015 and 2025.10 

While labor force growth was an important source of growth in 
output, Chinese reformers saw the need to create millions of new jobs 
annually as a heavy burden. A recently popular interpretation of China' s 
transition experience is that the abundant labor supply was an important 
advantage, enabling China's gradualist reform strategy to succeed by 

10. While these numbers represent only one possible scenario, it is hard to argue 
that others are more plausible. Fertility might increase if government social control were 
to decline or if a government with significantly different preferences were to come to 
power. This is possible but is not the most likely prospect. Agricultural employment 
might decline more slowly if the country were to face serious economic difficulties, and 
this would further slow the growth of nonagricultural employment. Declining at 2. 1 
percent annually, the agricultural labor force will have fallen to 23 percent of the total 
labor force by 2025. A slightly faster decline is also conceivable, but 2.1 percent per 
year is a plausible midrange estimate. 
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ensuring the necessary supply of labor and entrepreneurship for new 
start-up businesses." Whether or not that is true in retrospect, rapid 
labor force growth was certainly seen as a constraint by Chinese poli- 
cymakers at the time. They constantly complained that China's surplus 
labor forced them to tolerate (and even create) make-work jobs and to 
rule out more dramatic reform measures that might increase productiv- 
ity rapidly at the cost of sharp short-run increases in unemployment. 
Until the 1990s, policymakers considered it the responsibility of the 
public sector to provide employment for all urban job-seekers and for 
many of the surplus agricultural workers. 

Figure 3 shows the creation of jobs by different ownership forms 
over the period 1978-95. During the subperiod 1978-86, employment 
growth occurred primarily in agriculture (private), community-owned 
township and village enterprises (TVEs), and the urban public sector, 
which comprises state-owned enterprises (SOEs), urban collectives, 
and government employment. 12 Community-owned TVEs and the urban 
public sector created two-thirds of net new nonagricultural employment 

11. See, for example, Sachs and Woo (1994) and World Bank, World Development 
Report (1996). It is certainly true that China is abundantly endowed with labor and 
entrepreneurship. Yet one wonders whether supplies of labor and entrepreneurship in 
eastern Europe and the former Soviet republics really were sufficiently inelastic that the 
healthy growth of start-up businesses was impossible under gradualist transition strate- 
gies. If so, this would contrast sharply with the widespread observation that in nearly 
all the formerly socialist countries, the growth of the new private sector has surpassed 
expectations and has been one of the major successes of transition. 

12. My classification of ownership differs from the usual presentation of the Chinese 
data. I adapt official Chinese data slightly in order to eliminate the effects of inconsistent 
data collection and some misleading categories. In the Chinese statistics, TVE employ- 
ment includes firms run by community (township and village) goverments and also many 
rural private firms. However, the coverage of private employment is inconsistent: all 
rural private firms are classified as TVEs in the mid-1980s, but some are separated out 
as non-TVE private firms in the 1990s. I use here an intertemporally consistent and more 
meaningful subset of the official classification: employment in TVEs "at the township 
or village level"; that is, in community-owned firms. Firms that are counted in the 
official statistics as TVEs, but are private or are run jointly by cooperating households, 
I consider to be in the private sector. My urban public sector category explicitly aggre- 
gates government employment, SOEs, and so-called urban collectives that are generally 
dependent on SOEs or local governments (see Naughton, 1995, pp. 165-66). One 
advantage of this classification is that "private" really means private-it does not 
include any collectives or government-sponsored employers. There is no omnibus non- 
state category. SOEs that have been transformed into joint-stock corporations are con- 
sidered to remain in the urban public sector, since the government continues to own a 
controlling interest in virtually all of them. 
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Figure 3. Employment Growth by Type of Firm Ownership and Subperiod, 1978-95 
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Source: Author's calculations based on data from China. SSB (1995b, 1996b,). 

in this subperiod. In the 1986-91 subperiod, due to the economic slow- 
down and a conservative backlash against TVEs, this share dropped, 
but it did not fall below 50 percent. The pattern of labor absorption 
changed dramatically after 1991. The number of new nonagricultural 
jobs more than doubled from that in the 1986-91 subperiod. However, 
the number of new jobs created in the urban public sector declined. 
Employment in community-owned TVEs recovered, but even so, the 
public sectors together created only about a third of all new nonagri- 
cultural jobs. Private sector employment growth jumped from 3.46 
million new jobs per year in 1986-91 to 10.85 million annually in 
1991-95. Moreover, every part of the private sector participated: rural 
private sector jobs formed the largest component, and foreign-invested 
enterprises generated 890,000 jobs a year. Yet despite rapid growth in 
output, as the pace of restructuring accelerated, registered urban un- 
employment increased by 420,000 persons a year, reaching a total of 
5.2 million by the end of 1995. 
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Thus China is at a structural turning point. The economy has already 
moved from a period of very rapid labor force growth to one of much 
slower labor force growth. In a sense, this relieves the public authorities 
of some of their perceived responsiblity, and they are now allowing 
themselves to reduce the role of public sector employment. But with 
growth in nonagricultural employment slowing from the current rate of 
5 percent a year to only 0.7 percent a year in 2015-25, one would 
expect Chinese growth rates to decline as well. Under normal assump- 
tions about output elasiticities and relative productivity in the agricul- 
tural and nonagricultural sectors, output growth should decline by more 
than 2 percentage points.13 Moreover, as growth of the working age 
population slows to zero, the population share of the elderly will in- 
crease. The share of the population over age sixty-five will increase 
from 6.1 percent in 1995 to 13.9 percent in 2025. At that time, the 
economy will have a heavy social security burden (which may cause 
the government to levy higher taxes, possibly further retarding growth), 
and will have a somewhat older, arguably less adaptive or flexible work 
force. 

Market Transition 

China's domestic reform strategy is crucial to its international eco- 
nomic policy for a number of reasons. First, the approach to external 
policy reform has mirrored the approach to domestic reform: gradual 
change, dualistic economic systems with parallel pricing, decentrali- 
zation, emphasis on the entry of new producers and traders alongside 
existing (reformed) public agents, and the desire (not always realized) 
to keep ultimate control in the hands of the central government. 14 Sec- 
ond, the specific achievements and limitations of earlier domestic re- 

13. With an output elasticity of 0.6 in both the agricultural and the nonagricultural 
sectors, and with an agriculture labor share of 0.5 and a GDP share of 0.2 in 1985, the 
numbers in table 1 imply a labor contribution to growth averaging 2.8 percentage points 
per year between 1978 and 1991. By 2020, agriculture's share of labor will be down to 
0. 19. Its output share will depend on changes in relative productivity and relative prices. 
Using plausible estimates, the output share may range from a low of 0.04 to an un- 
changed 0.2. This implies that labor's contribution to growth will decline to between 
0.4 and 0.1 percentage point per year for the period 2015-25. I do not deal separately 
with capital accumulation and saving rates because there seems no sensible assumption 
other than that saving rates will remain quite high. 

14. Harrold (1995). See also Naughton (1995). 



Barry Naughton 287 

forms determine what is possible in external policy reform today. In 
particular, the concerns about stability and employment mentioned 
above caused Chinese policymakers to adopt an approach to economic 
reform that postponed many hard choices. Early in the reform process, 
the government implemented policies that contributed to employment 
growth and increasing living standards, but also cushioned existing 
enterprises from the increase in competition that a market transition 
inevitably implies. Although many of those policies were successful, 
they have created a legacy of deferred problems that could constrain 
action today. The economy is now larger and far more resilient than at 
the start of the reforms, and policymakers have more experience and 
access to greater economic management expertise with which to deal 
with these challenges, but that is no guarantee that they will be over- 
come. This legacy is of particular relevance to the external sector, 
where the government's ability to insulate domestic individuals and 
enterprises from difficult economic change is limited by world market 
forces. 

MARKET CHANGE. Chinese transition strategy has relied on the crea- 
tion of market competition through the entry of new domestic produc- 
ers. There has been some privatization of existing (mostly small) SOEs, 
but this has not been a major force behind structural changes in own- 
ership. Instead, policy has been favorable to a range of new entrants, 
facilitating first township and village enterprises and subsequently, pri- 
vate and foreign-invested firms. As a result, the share of traditional 
state-owned enterprises in total industrial output has declined steadily 
from 78 percent in 1978 to only 31 percent in 1995.15 While this process 
has succeeded in creating a diversified and competitive national indus- 
trial base, domestic firms remain largely protected from international 
competition. Domestic market competition has increased steadily, but 
within limits. 

The change in the pattern of labor absorption away from public 
enterprises (in the 1980s) and toward the private sector (in the 1990s) 
has been documented above. A parallel shift from public to private can 
be traced in industrial output. During the 1980s, the crucial role in the 
creation of competition was played by publicly owned TVEs. From an 
output share of 8.7 percent in 1978, TVEs increased their share to over 

15. China, SSB (1996b, p. 75). 
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20 percent in 1990. At this time, the output share of FIEs was still less 
than 2 percent, and virtually all of this was exported. However, in the 
1990s, FIEs began to take the lead in domestic competition. The break- 
down of ownership composition of industrial output for 1994 (detailed 
figures for 1995 are not yet available) is as follows:'6 

Ownership type Percent of industrial output 

Total state and commercialized state 39.0 
State 34.1 
Shareholding 3.9 
Unclassified 1.1 

Total collective 37.5 
Urban 7.0 
Township 14.8 
Village 15.7 

Total private and household 14.9 
Joint household 3.4 
Private 11.5 

Total foreign-invested 8.6 
Hong Kong, Macau, and Taiwan 4.1 
All other countries 4.5 

Total FIE output had soared to 8.6 percent of total output by 1994, a 
substantial proportion of which was available for the domestic market. 
Foreign investors, once they have overcome the hurdles to entry, enjoy 
very substantial protection in the Chinese market-the same protection 
from imports as is offered to domestic firms. Foreign companies have 
rapidly developed commanding presences in a number of product lines: 
for example film (in which they have a market share of over 80 percent), 
passenger cars, certain heavy chemicals (with a market share of over 
50 percent), laundry detergent, and carbonated beverages. 17 

Today, while SOEs exist in all industrial sectors, they are relatively 
concentrated in a small number. In 1994, state-owned enterprises pro- 

16. China, SSB (1995b, pp. 375, 380-81). 
17. "Chinese Trademarks: Endangered?" China News Analysis, May 15, 1996, 

p. 8. 
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duced about two-thirds of total output in resource extraction and utili- 
ties. Within manufacturing, SOEs are concentrated in six heavy indus- 
trial and chemical sectors, as well as cigarette manufacturing. Taken 
together, these account for a majority (53 percent) of state sector out- 
put.'8 By contrast, these same sectors account for less than 20 percent 
of nonstate output. Thus the gradual increase in competition has pushed 
SOEs into sectors in which they are protected from the full force of 
competition either by monopoly or by technological barriers to entry. 
However, the growth of FIEs is now eroding the latter protection. 
Overall, the Chinese gradualist approach to reform maintained the state 
sector as a source of stability that also provided key natural resources, 
infrastructure services, and output in hard to reform capital-intensive 
sectors. This approach fostered a positive environment for new start- 
up businesses, which have steadily grown in importance. It was possible 
for the economy to "grow out of the plan. " 19 Eventually, this positive 
environment became a key factor in encouraging inflows of foreign 
direct investment. 

FINANCIAL AND FISCAL EVOLUTION. Figure 4 presents the evolution 
of China's budgetary expenditures. Since formal budget deficits were 
less than 2 percent of GDP throughout the period shown, the expendi- 
ture trends can also shed light on revenue trends. Figure 4 thus displays 
a remarkable record: China's budgetary expenditures have consistently 
declined as a share of GDP from a peak of 37 percent in 1979 to 
13 percent in 1995. Other transitional economies have also experienced 
significant reductions in fiscal weight-in eastern Europe, the average 
decline in the revenue share in GDP between 1989 and 1991 was 
10 percentage points, which was followed by a further 3.5 percentage 
point decline in 1993.20 China has never experienced such a dramatic 
short-term drop. But conversely, the decline in China's revenue has 
been much more protracted than that of any other country. Moreover, 

18. China, SSB (1995b, pp. 375, 388, 392, 399). Data on the sectoral composition 
of industrial output by ownership form are available for SOEs, TVEs, and a category 
called "other," which comprises foreign-invested enterprises, urban collectives, and 
joint-stock corporations. These ownership categories produced 82 percent of total output 
in 1994. Data are not available on sectoral compostition for private and joint household 
firms, which produced most of the remaining output. 

19. Naughton (1995). 
20. B6langer and others (1994). 
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Figure 4. Composition of Budgetary Expenditures, 1978-95 

Percent of GDP 
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Source: Author's calculations based on data from China, SSB (1995b, pp. 216-19; 1996b, p. 40), adjusted for comparability 
across years; for details, see Naughton (1995, pp. 337-39). 

the revenue ratio has declined to extremely low levels, relative to those 
of other countries.2' 

Figure 4 also shows how the government has dealt with declining 
revenues. Investment outlays have shrunk dramatically, from over 
15 percent of GDP in 1978 to 2.2 percent in 1995. Subsidies to SOEs 
(including industrial, grain supply, and foreign trade) initially bal- 
looned to 8 percent of GDP in the early 1980s, but had been cut to 
1.2 percent by 1995. The government has attempted to protect civilian 

21. Chinese budgetary figures are not fully comparable with those of other countries. 
For example, social security payments for retired SOE workers amounted to 1.9 percent 
of Chinese GDP in 1994, but these wert paid either by the enterprise or by newly 
established provincial social security funds; social security payments are not currently 
included in budgetary revenues or outlays. Certain types of earmarked taxes are placed 
in the broad and heterogeneous category of "extrabudgetary funds," rather than being 
listed as fiscal revenues. Even after adjustment for these idiosyncrasies, there is no doubt 
that the erosion of budgetary revenues and expenditures has become extreme, by com- 
parative standards. 
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current outlays and, to a lesser extent, military outlays. However, de- 
spite the cuts in investment and subsidy outlays, these core functions 
are under great pressure. Civilian current outlays had generally been 
kept at around 10 percent of GDP through the 1980s, but by 1995 they 
had declined to 8.4 percent, the lowest recorded level. This is evidence 
of a serious fiscal crisis.22 

Particularly surprising is the continued decline in the revenue share 
after 1993. China implemented a broad and comprehensive fiscal re- 
form, effective January 1, 1994. The crucial features included unifi- 
cation of income tax rates on enterprises with different ownership sys- 
tems, a shift to a broad-based 17 percent value-added tax (VAT), and 
creation of a national tax collection agency. This reform ought to have 
halted the erosion of fiscal revenues. The fact that it has not shows that 
the problem is deep seated, grounded in loss-making SOEs, local gov- 
ernments with the power to grant a variety of tax breaks, the difficulties 
of taxing the growing small-scale sector, and delays in creating an 
effective national tax service that is completely independent of local 
governments. 

STRUCTURAL CHANGE IN OWNERSHIP, FISCAL DECLINE, AND THE FINAN- 

CIAL SYSTEM: THE ROLE OF THE SOES. The changes in the government's 
fiscal position are intimately related to the changing role of the SOEs 
and the government's policy toward new entrants to the domestic mar- 
ket. Before the reforms, China relied on industrial SOEs to provide 
more than 80 percent of budgetary revenues. Local governments served 
as the primarv tax collectors, harvesting surpluses from "their" enter- 
prises and turning revenues over to the central government. In 1978 the 
industrial SOEs turned over fully 25 percent of GDP to the government 
in profits and taxes. In subsequent years this surplus has been steadily 
reduced. Competition from TVEs, FIEs, and other state enterprises has 
eliminated the monopoly position of the SOEs. Their profits have stead- 
ily declined as a share of GDP, and, in addition, they now retain a 
healthy share of their total profits. The number of loss-making SOEs, 
once insignificant, is large and growing. Moreover, as profitability has 
declined, local governments have colluded with local enterprises to 

22. There is some evidence that health standards declined in some of China's poorer 
provinces during the 1990s. This seems to reflect cutbacks in government public health 
programs in those regions. 
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Table 2. Composition of Public Sector Deficits, 1987-95 

Percent of GDP 

Public sector deficit 

Year Budgeta State enterprises Total 

1987 2.1 8.6 10.7 
1988 2.4 8.3 10.7 
1989 2.3 9.1 11.4 
1990 2.2 10.1 12.3 
1991 2.5 8.5 10.9 
1992 2.6 10.5 13.1 
1993 2.3 10.3 12.7 
1994 1.7 8.2 9.9 
1995b 1.7 7.0 8.7 

Source: World Bank (1996, p. 11). 
a. All government spending, except that of state-owned enterprises. 
b. Estimated. 

keep a greater share of revenues out of the hands of the central govern- 
ment. The result has been steady erosion of budgetary revenues. 

The government still extracts significant surpluses from the SOE 
sector. Two-thirds of fiscal revenues came from SOEs in 1994 (down 
from 85 percent in 1978).23 While many individual SOEs run losses, 
the industrial SOE sector as a whole still has substantial net accounting 
profits. Moreover, the apparent tax rate on SOEs is significantly higher 
than that on TVEs, FIEs, or private firms. Yet despite the apparent 
current cash flow surpluses, the SOEs run huge deficits on their invest- 
ment accounts.24 In order to ensure both that SOEs can continue to 
contribute to budgetary revenues and that the government's priority 
investment projects reach completion, the government requires the 
banking system to provide credit to SOEs. Bank credit indirectly pro- 
vides revenues for the government, and it has replaced budgetary ex- 
penditures as the primary source of financing for state sector invest- 
ment. A recent World Bank report on the Chinese economy summarizes 
these trends.25 As table 2 shows, the SOE sector has had large net 
deficits (including investment flows) since the late 1980s. SOE deficits 

23. One half of budgetary revenues comes from the industrial sector. One can spec- 
ulate that the larger part of these come from SOEs, but no cross-classifications are 
available for budgetary revenues. 

24. By contrast, before the reforms industrial SOEs had a large net surplus, even 
accounting for investment grants; see Naughton (1992). 

25. World Bank (1996). 
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peaked at over 10 percent of GDP in 1992-93, and with a budget deficit 
of slightly over 2 percent in those years, the aggregate public sector 
deficit was around 13 percent of GDP. 

Most of the financial deficit of the SOE sector funds investment, so 
it should not be presumed that the optimal deficit for the sector is zero. 
It is common for the business sector to run a long-term financing deficit 
with the household sector in a market economy, and it may be appro- 
priate for Chinese SOEs to run a long-term deficit as well. But under 
Chinese conditions, there is substantial reason to believe that the present 
deficit is too large. The government directs fixed investment credits 
toward priority SOE projects, many of which do not have high enough 
rates of return to justify the lending. The result has been a steady 
increase in SOE debt and a deterioration in the quality of bank balance 
sheets. Fortunately, household saving remains strong and provides con- 
tinued infusions of loanable funds to the banking system. But the danger 
of default and financial crisis is not insignificant. Government pressure 
on the banking system amounts to a very substantial hidden tax on the 
system and, ultimately, on depositors. By controlling interest rates and 
maintaining high reserve requirements, the government holds down 
returns to the banking system, and so banking sector profitability is 
deteriorating. More critical, returns to depositors are low, particularly 
when inflation accelerates. Indeed, over the past fifteen years, the bank- 
ing system has faced at least three crises in which significant funds 
were withdrawn, forcing the government to inject reserves into the 
system, increase deposit rates to a real rate of zero, and restrict financial 
options outside the banking system. In consequence, the government 
holds back from essential financial reforms because of fears that liber- 
alization will cause the weakened banking system to collapse. 

Thus changes in ownership composition, fiscal decline, and the frag- 
ility of the financial sector are closely related, linked together by the 
changing-and problematic-role of the SOEs. Existing policies have 
fostered growth throughout the 1980s and 1990s by allowing market 
entrants to reap, and eventually compete away, monopoly rents that 
had previously been reserved for the state sector. Moreover, low effec- 
tive tax rates on nonstate firms have encouraged new entrants, including 
FIEs. At the same time, fixed investment, including infrastructure 
spending, has been sustained at fairly high levels. In 1995 fixed in- 
vestment amounted to 34 percent of GDP, slightly over half of which 
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(54 percent, or 19 percent of GDP) was investment by SOEs. Continued 
high investment was a major contributor to growth throughout the 1980s 
and 1990s and indirectly facilitated the growth of nonstate producers 
as well as state firms. But such policies came at the cost of extreme, 
and arguably increasing, financial fragility. 

Currently, competitive pressures on SOEs are intense, and unem- 
ployment is increasing, notwithstanding the rapid growth of output. 
Table 2 shows that the SOE deficit shrank in 1994 and 1995, following 
the adoption of austerity policies in mid-1993.26 These policies have 
substantially curtailed the access of SOEs to guaranteed credit, and, 
striving to cut costs, SOEs have cut back employment in open and 
hidden ways. By the end of 1995, registered urban unemployment had 
reached 5.2 million, approaching a rate of 3 percent. In addition, a 
large number of state workers nominally have jobs but have been sent 
home with reduced (or no) pay, because the enterprises have no work. 
This year, for the first time, the State Statistical Bureau has provided a 
number for workers in this category: 7.25 million at the end of March 
1996, which is significantly higher than registered unemployment. To- 
gether, the numbers imply that 7 percent of the urban work force lacks 
gainful employment.27 This figure is quite high by Chinese standards 
and explains why the Chinese government is worried about the pace of 
restructuring in the urban economy. 

The interrelated financial difficulties of the government budget, the 
SOE sector, and the banking system define the constraints on policy- 
makers. Obvious measures to increase the financial health of any one 
of the three sectors are complicated, perhaps made impossible, by their 
potential impact on the other sectors. This situation is particularly rel- 
evant to the progress of external economic reform. Rapid import lib- 
eralization would greatly increase competitive pressure on certain sec- 
tors, particularly capital- and technology-intensive heavy industries. 
This would certainly increase the rate of SOE failure and could dra- 
matically increase the rate of bankruptcy. Accelerated SOE failure 

26. Nicholas Lardy has brought to my attention figures showing that the reduction 
in the SOE deficit in recent years may be less than the World Bank figures indicate and 
may even be insignificant. This would indicate that the current troubles in the SOE sector 
are still more deep seated, since fewer of the losses could be attributed to a necessary 
tightening of budget constraints. 

27. China, SSB (1996a; 1996b, p. 24). 
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would increase unemployment and also expose the weaknesses in bank 
balance sheets, perhaps precipitating a financial crisis. Similarly, 
greater capital account liberalization might lead to financial crisis if 
Chinese citizens are given the option to transfer funds on a large scale 
from the domestic banking system to other-especially international- 
assets. 

Foreign Trade and Investment 

China, like other planned economies, embarked on the process of 
transition with a highly centralized, monopolistic foreign trade regime. 
Control over international transactions was extremely tight, character- 
ized by overlapping controls on both the flow of goods and the flow of 
money. All import and export decisions were made administratively, 
and the desire to insulate the domestic economy from the influence of 
world prices was an important consideration in determining which 
transactions to allow. Since 1978, China has gradually but systemati- 
cally dismantled this web of administrative controls and established a 
system in which most trade is governed by market forces.28 By about 
1986, the government had fundamentally transformed the rules of for- 
eign trade and investment, largely dismantled the foreign trade monop- 
oly, and created the conditions that made possible the subsequent spec- 
tacular growth of trade and investment. In that sense, China's external 
reforms have undeniably been successful. Nevertheless, these policies 
have certain inherent limitations. There is a very great distance between 
a command economy trading system and an open trade regime: China 
has traveled much of this distance, but it still has a long way to go. 
While I frequently stress the limitations of present policy and the chal- 
lenges for the future, it should be recognized that such challenges arise 
in the context of substantial achievement in earlier reforms. 

The main elements of trade reform to date have included: 
-Devaluation. This policy was an obvious prerequisite of successful 

trade reform. By 1987, the real exchange rate was below 50 percent of 
its 1980 level. As figure 5 shows, China's devaluation ultimately co- 

28. The process of policy reform has been well described elsewhere; see, for ex- 
ample, Lardy (1992a, 1992b, 1995), Fukusaku and Wall (1994), Howell (1993), Harrold 
(1995), and World Bank (1994). 
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Figure 5. Nominal Exchange Rates of Currencies of Selected Asian Countries against 
the Dollar, 1980-95 
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Source: Internationial Monetary Fund, Itnternational Finatncial Statistics (various years). 
a. Based on price of local currency in dollars, so that an increase represents an appreciation of the local currency. 

incided with the realignment of nominal currency rates throughout East 
Asia. The Japanese yen appreciated markedly after 1985, followed by 
the new Taiwanese dollar in 1986. The Chinese yuan and the Indonesian 
rupiah depreciated substantially against the dollar and even more dra- 
matically against the stronger Asian currencies. This set the scene for 
the restructuring of output and trade in subsequent years. 

-Relaxing restrictions on convertibility. Starting from inconverti- 
bility, important steps have been taken toward making the Chinese 
currency fully convertible. Exporters were allowed to retain initially 
small but increasing percentages of their export earnings. In 1986 a 
dual exchange regime was instituted: select enterprises (including most 
of the FIEs) were given access to a "swap market," in which Chinese 
domestic currency was traded for foreign exchange, usually at a signif- 
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icant discount relative to the official rate. On January 1, 1994, the 
official rate was again devalued, and the exchange rate was unified at 
close to the swap market rate. Since then, the currency has been on a 
managed float, and the government trades foreign exchange through a 
network of authorized foreign exchange banks. Today, access to these 
banks is open to all registered entities with foreign trade rights, upon 
presentation of the required documentation. Full current account con- 
vertibility is expected by the end of 1996. 

-Demonopolizing the foreign trade regime. From twelve national 
monopoly corporations, the number of foreign trade corporations 
(FTCs) had grown to 5,075 by 1988. Provincial subsidiaries of the 
national corporations were set up as independent companies, and new 
FTCs were created. Direct export and import rights were also granted 
to some manufacturing enterprises. Between 1992 and the end of 1995, 
the number of production enterprises with trade rights expanded rapidly 
from a few hundred to 3,400, and the total number of domestic firms 
with import or export rights is now close to 10,000.29 

-Reducing nontariff barriers. Under the old system, all imports and 
nearly all exports were planned. In that sense, virtually all trade was 
covered by nontariff barriers (NTBs). Administrative controls and 
nontariff barriers have now been substantially reduced, although not 
eliminated. 

-Changing pricing principles. Imports are increasingly priced ac- 
cording to the agency system, in which domestic prices equal the world 
price plus a commission paid to the importer. Formerly, all imports 
were converted into domestic price equivalents. Exporting trade cor- 
porations continue to procure export supplies on their own account, but 
increasingly have to compete with other FTCs. 

These steps have established the essential conditions for China's 
successful trade performance. Indeed, the coincidence of rapid export 
growth and apparently successful policy reform has led some observers 
to believe that China is another example of export-driven development 
success, following on the heels of the other high-performing Asian 
economies. This view is not totally mistaken, but it misses many of the 
unique characteristics of the Chinese process. In fact, to a far greater 

29. China Economic News, June 24, 1996, pp. 16-17. 
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extent than is reflected in the literature, China's success with exports 
has been dependent on its dualistic trading regime, as well as on the 
intensive participation of foreign investors. 

Building on the policy reforms listed above but, in a sense, more 
important than any of them, is one final element of reform: the creation 
of a separate, export-promoting trade regime for foreign-invested en- 
terprises. This concessionary regime bypasses the centralized foreign 
trade monopoly and its successor institutions. It is highly open to the 
outside world and operates with a minimum of administrative and other 
restrictions (after the initial approval process). Goods are imported and 
exported with very little administrative interference, usually without 
tariffs, and with the benefit of a variety of tax concessions. The enter- 
prises operating under this regime have been the most impressive con- 
tributors to Chinese export growth. 

By 1986-87, China had established, in essence, two separate trading 
regimes. One is an export processing or export promotion (EP) regime. 
Although it is extremely open, access is controlled: most domestic firms 
are excluded, while most foreign-invested firms can participate. The 
other is the traditional, but increasingly reformed, Chinese regime, 
which is basically an import substitution regime. Following Chinese 
terminology, I label this the ordinary trade (OT) regime. Both regimes 
are discussed below. At the outset, though, consider the magnitude of 
the disparity between the number of enterprises qualified to participate 
in each: "Close to 10,000 [domestic] enterprises have been given trad- 
ing rights, and all the 259,000 approved foreign-invested enterprises 
are allowed to handle foreign trade within a prescribed scope. "30 More 
than twenty-five times as many firms operate in the EP regime than in 
the OT regime. 

The Export Promotion Regime 

Two elements were crucial to the creation of the export promotion 
regime in China. The first was the development of an approval proce- 
dure, a legal framework, and concessionary taxation policies that en- 
couraged foreign investors to establish export-oriented firms in China. 
The second was the establishment of a program of export processing, 

30. Sun Zhenyu (vice minister of foreign trade), "The Present State of China's 
Foreign Economic and Trade Situation," China Commercial News, August 1996, p. 33. 
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Table 3. Total Exports and Exports by Foreign-Invested Enterprises, 1985-96 

Billions of dollars, except as indicated 

Foreign-invested enterprises 

Share in 

Year Total exports Exports total exports 

1985 27.4 0.3 1.1 
1986 30.9 0.6 1.9 
1987 39.4 1.2 3.1 
1988 47.5 2.5 5.2 
1989 52.5 4.9 9.4 
1990 62.1 7.8 12.6 
1991 71.9 12.0 16.8 
1992 85.0 17.4 20.4 
1993 98.0 25.2 25.8 
1994 121.0 34.7 28.7 
1995 148.8 46.9 31.5 
1996b 64.1 26.2 40.8 

Source: China, SSB (1995a, p. 164); China, General Administration of Customs (GAC), Clhinza Cuistomtls Statistics 
(1994:12, p. 19; 1995:12. p. 20; 1996:4, p. 21). 

a. Percent. 
b. Numbers refer to first six months. 

under which inputs and components needed for the production of goods 
for export were imported duty free, with a minimum of administrative 
interference. The importance of foreign investment in the growth of 
China's trade has been widely recognized.31 Table 3 shows the rapid 
growth of both total Chinese exports and exports generated by foreign- 
invested enterprises. During the first half of 1996, FIEs generated 
41 percent of China's total exports. Perhaps less frequently appreciated 
is the extent to which these FIEs have operated under an entirely dif- 
ferent set of institutions and regulations than applies to most domestic 
enterprises. 

The most important of these institutions is the duty-free processing 
of imported materials and components into exports. Two variants of 
this policy are in effect today. The first type of duty-free processing 
trade (lailiao jiagong)-referred to as outward processing in Hong 
Kong, and here, as processing materials-takes place under a contract 
in which a foreign business, usually located in Hong Kong, ships ma- 
terials to Chinese enterprises for processing or assembly and subsequent 

31. See, for example, Lardy (1992b, 1995), Pomfret (1991), and La Croix, Plum- 
mer, and Lee (1995). 
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Table 4. Imports under Concessionary Terms and Processed Exports 

Percent of totala 

Concession regimeb 1988 1991 1993 1994 1995 1996c 

Exports using concessionary imports 
Processing materials 13.7 18.0 17.4 15.0 13.9 16.1 
Processing imports 13.5 27.2 30.8 32.1 35.7 40.3 
Total 27.2 45.1 48.2 47.1 49.5 56.4 

Concessionary imports 
Processing materials 13.4 17.1 12.5 13.1 12.3 12.6 
Processing imports 11.5 22.1 22.5 28.0 31.9 32.5 
Equipment for processing 0.0 1.4 1.3 1.1 0.9 0.9 
Foreign investor investment goods 5.1 7.4 16.0 17.5 14.2 15.3 
Processing for domestic saled ... ... 3.0 2.4 0.0 0.0 
Total 30.0 48.0 55.2 62.1 59.3 61.3 

Source: World Bank (1994, pp. 12, 59); China, GAC (1993, p. 157) and Chinla Cuistomns Statistics (1994:12, p. 12; 
1995:12, p. 12). 

a. Exports using concessionary imports are expressed as a percentage of total exports; concessionary imports, as a 
percentage of total imports. 

b. See text for definitions. 
c. Numbers refer to first six months. 
d. Not applicable before 1993. 

reexport. The foreign business retains ownership and pays a processing 
fee to the Chinese enterprise. The factory in China plays a fairly passive 
role, taking orders and receiving materials from foreign trading com- 
panies. Indigenously owned factories, often township or village enter- 
prises, account for the bulk of the export value (86 percent in 1995). 
In the second type of duty-free trade (jinliao jiagong)-here, called 
processing imports-the factory in China purchases the imported ma- 
terials and organizes production and trade on its own. Foreign-invested 
firms account for the bulk of export value under this variant (74 percent 
in 1995). I refer to both variants together as export processing.32 

Export processing has grown rapidly, along with the growth of 
foreign-invested enterprises. In 1995 export processing accounted for 
half of all exports and 90 percent of FIE exports. Processing imports, 
which is dominated by FIEs, is twice as important as processing ma- 
terials, so FIEs accounted for 57 percent of all export processing. Table 
4 shows the share of exports and imports in the main concessionary 
categories. Besides export processing, the duty-free import of invest- 
ment goods for foreign investment projects has made up the largest 
portion of concessionary imports. 

32. China, General Administration of Customs, China Customs Statistics (1995:12). 
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Exemption from import duties on inputs provides a modest financial 
advantage to foreign-invested and other export-oriented producers. 
More important is the fact that export processing allows FIEs to sidestep 
entirely the complex and unwieldy apparatus of import controls, can- 
alization, and regulatory monopolies that continues to restrict devel- 
opment of trade under the OT regime.33 FIEs are permitted to engage 
directly in foreign trade. They are not required to go through state-run 
foreign trade corporations to import needed commodities, in contrast 
to virtually all domestic enterprises. Export processing is the funda- 
mental institutional innovation that, along with the presence of FIEs, 
makes it possible to speak of a separate export promotion trade regime. 

In addition to the ability to engage directly in foreign trade, a number 
of other concessionary provisions are applicable to export-oriented 
FIEs: 

-Duty-free import of raw materials and components for export 
production. 

-Duty-free import of investment goods. This used to be an across- 
the-board exemption for all FIEs. Automobiles were excluded after 
December 1994, and all tariff exemptions for investment goods are to 
be phased out by the end of 1997. 

-Concessionary income tax rates. The statutory corporate income 
tax rate in China is 33 percent (that is, 30 percent national plus 3 percent 
local income tax), but FIEs qualify for a variety of reduced rates on the 
basis of location (for example, a rate of 15 percent in the five SEZs and 
15 to 18 percent in approved development zones in other regions; and 
a rate of 24 percent in large "open coastal zones" and the old urban 
districts in the fourteen "open coastal cities"). Moreover, firms des- 
ignated as "export-oriented" are eligible for an additional 50 percent 
reduction, irrespective of location. 

-Significant tax holidays. Taxes are regularly remitted in the first 
two years of profit-making operation, and levied at 50 percent of the 
full rate in years three to five. Losses incurred during startup can be 
credited against profits to delay the onset of the first profit-making year. 

-Competition between local jurisdictions to attract investment fre- 
quently leads to significant subsidies, either overt or implicit. Local 

33. Canalization refers to restrictions on which particular FTCs can handle imports 
of a specific commodity. The central government might grant this right to a monopolist 
("single desk") or to several firms. 
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jurisdictions have been known to guarantee subsidized prices for land, 
utilities, and certain kinds of inputs, and they regularly collude with 
potential foreign investors to minimize central government taxation.34 

Moreover, during the period of dual exchange rates, from 1986 
through the end of 1993, FIEs had full access to the foreign exchange 
swap markets-where foreign exchange could be sold for yuan at 
market-clearing rates-while domestic enterprises were subject to var- 
iable restrictions and limits. 

None of these concessions are unique. All are observed elsewhere in 
East Asia and, indeed, around the globe. The scale on which these 
provisions were introduced in China, however, is unusual. In most 
countries, such concessionary provisions are only applicable within a 
strictly policed export processing zone. In essence, China created a 
kind of gigantic export processing zone, defined not geographically, 
but by the juridical status of the enterprise involved. Although the SEZs 
attracted a lot of attention and were located near important economic 
centers in southern coastal China, they did not determine the extent of 
the export processing regime: export-oriented FIEs qualified, whether 
they were located in SEZs or not. 

The Ordinary Trade Regime 

Although the centralized monopoly has been dismantled, China's 
ordinary trade regime is still a heavily protected import substitution 
regime. Most domestic firms still operate in an environment signifi- 
cantly insulated from world prices. The most important feature is that 
virtually all ordinary trade must be channeled through state-owned com- 
panies (usually, foreign trade companies), which accounted for 92 per- 
cent of ordinary trade exports and 86 percent of ordinary trade imports 
in 1995. There are now more of these firms than in the past, some 
competition has been fostered between them, and their incentives have 
been changed. But there are still gatekeepers. This institutional conti- 
nuity has shaped the development of the ordinary trade export and 
import regimes in different ways. 

In the OT export regime, demonopolization has fostered significant 
entrepreneurship among FTCs. Exporting became lucrative with deval- 
uation. In January 1994, when the exchange rate was unified, the gov- 

34. Zweig (1995). 
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ernment also instituted a VAT rebate program for all exports, paying 
the rebates directly to the FTCs. The combination of devaluation and 
VAT rebates caused a tremendous surge of exports: FTCs are unques- 
tionably motivated by profit.35 The competition between FTCs has 
tended to drive the domestic price of exportables in the direction of 
world prices, sometimes creating upward pressure on the prices of raw 
materials, which the Chinese government considers undesirable.36 

FTCs predominantly export on their own account, taking ownership 
of the goods produced by TVEs, SOEs, and private firms. The govern- 
ment has tried to persuade FTCs to make more use of the agency 
system-to market goods and charge the producers commissions, with- 
out taking ownership of the goods-but it has not been successful. The 
FTCs apparently find their gatekeeper positions profitable and prefer to 
maintain control over the flow of commodities. However, the institu- 
tional arrangements involved in exporting have changed significantly. 
Before reform, FTCs were primarily based in large cities, such as 
Beijing and Shanghai, and enjoyed monopoly rights that enabled them 
to procure and transship export goods from neighboring provinces. 
These were typically arms-length purchase agreements, based on long- 
term relationships and sanctioned by government plans. With reform, 
the older FTCs lost their monopoly rights when hundreds of competing 
FTCs were created, and many were no longer able to procure from their 
former suppliers, who had diverted output toward local FTCs. Thus 
Shanghai, for example, lost control of many exports to the neighboring 
provinces of Jiangsu and Zhejiang. But at the same time, FTCs gained 
the freedom to engage in more diverse business practices. By recon- 
tracting with domestic enterprises in a variety of ways, such as indus- 
trial subcontracting, enterprise groups, batch processing, they were able 
to retain some competitive edge. FTCs sought out the lowest-cost pro- 
ducers for labor-intensive goods: most often, TVEs. As a result, the 
share of exports produced by TVEs increased rapidly. 

In the OT import regime, the progress of reform has been slower. 
Tariffs are high. A World Bank study finds that in 1992, China's tariffs 

35. FTCs no longer receive overt subsidies for exports from the central government. 
However, they and the local governments that oversee them continue to be under pres- 
sure to meet informal export objectives. Local governments are often willing to subsidize 
loss-making exports, and FTCs sometimes cross-subsidize loss-making exports. 

36. See Watson, Findlay, and Du (1989). 
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were similar to those in other large and highly protectionist developing 
countries: the unweighted mean tariff was 43 percent and the trade- 
weighted mean tariff was 32 percent (the same as Brazil's).37 Moreover, 
China had sixty-nine different tariff rates, a greater number than any of 
the eight other developing countries analyzed.38 Tariffs were cut back 
slightly over the next four years. Then, on April 1, 1996, following a 
promise made at the Osaka summit of the Asia Pacific Economic Co- 
operation (APEC), unweighted average tariffs were further reduced 
from 35.9 percent to 23 percent. These are significant reductions, al- 
though China still has higher tariffs than all other APEC countries 
except Thailand. 

Nontariff barriers are equally significant. Indeed, the same World 
Bank study points out that NTBs and tariffs "are used in a complemen- 
tary fashion to achieve the government's objectives."39 The World 
Bank finds that 51.4 percent of total imports in 1992 were subject to at 
least one of four different overlapping nontariff barriers: compulsory 
import planning, canalization, licensing, and a separate system of im- 
port controls for machinery.40 Import planning and machinery import 
controls have since been eliminated, and import licensing and canali- 
zation are now less extensive. Following commitments made to the 
United States, China has reduced the coverage of its import licensing 
program in annual increments. In mid- 1996, twenty-eight categories of 
commodity were still subject to quota licensing, and another eight re- 
mained subject to compulsory canalization.41 Today, roughly 20 percent 

37. World Bank (1994, p. 56). 
38. Hungary had an even greater number of tariff rates (seventy-eight), but its 

unweighted mean tariff was only 15 percent. 
39. World Bank (1994, p. 67). For example, many nonessential consumer goods are 

not subject to NTBs but do have prohibitively high tariffs. At the other extreme, a 
number of commodities are subject to low tariffs and restrictive NTBs. These are gen- 
erally imports that were formerly planned and distributed by the government and are 
now regulated by less formal quantitative controls. For example, in 1992 grain, fertil- 
izers, and steel had tariffs of less than 20 percent and together accounted for a significant 
share (14 percent) of total imports. All were subject to tight quantitative controls. 
Finally, in some important sectors, such as automobiles and industrial machinery, over- 
lapping protection is provided by high tariffs as well as significant NTBs. (See also 
West, 1993.) 

40. See, in particular, World Bank (1994, pp. 63-67, 82-84). Canalization was the 
most extensive NTB, covering 32 percent of imports. 

41. "China Adjusts Catalogue of Import Licensing," China Economic News, Au- 
gust 19, 1996, pp. 1-16. Comparison with data from World Bank (1994, pp. 310-16) 
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of China's imports are subject to formal quantitative controls, including 
most important raw materials and virtually all transport equipment. 
Since the initial system of NTBs had a great deal of redundancy, there 
is considerable scope for reducing apparent NTB coverage without 
surrendering effective control. There has clearly been a significant re- 
duction in overall NTB coverage since 1992, but it is difficult to assess 
the extent of the change. 

One source of ambiguity is the continuing role of the FTCs as gate- 
keepers. Before reform, the import of any good was the monopoly of a 
certain national FTC. Today, important elements of monopoly persist, 
due to the limitations of the liberalization process. In the first place, 
only FTCs, virtually all of which are state owned, are authorized to 
import goods for sale in the domestic market; the 3,400 production 
enterprises that have trading rights are only authorized to import for 
their own production needs.42 In this sense, their position is similar to 
that of the FIEs described above, although they are subject to closer 
scrutiny. But import for sale in the domestic market requires the inter- 
mediation of a state-owned FTC.43 Moreover, FTCs are chartered to 
engage in business within a particular product range ("business 
scope"9), are often limited to a designated province, and are sometimes 
constrained to serve a specified category of customer. No FTC is free 
to choose what products it imports. A firm's business scope may be 
very narrow (especially if it includes a tightly controlled import) or 
relatively broad (in which case it typically will exclude all important 

shows that the number of items subject to formal licensing under the harmonized customs 
system declined from 601 in 1992 to 348 in August 1996. The relaxation of controls has 
adhered closely to the schedule outlined by the Chinese Trade Ministry following the 
1993 memorandum of understanding with U.S. trade negotiators; see West (1993, 
p. 24). 

42. China has agreed to allow the establishment of foreign-invested trading com- 
panies. During 1996, three foreign companies (from Japan, Korea, and Germany) were 
granted permission to establish joint venture trading companies in the Pudong economic 
zone, in Shanghai. As of this writing, they have not started operation. ("China Opens 
a New Possibility of Joint Venture Trading Companies," China Economic News, June 
24, 1996, pp. 15-16.) 

43. There is one small exception to this generalization: foreign-invested department 
stores (of which there are currently fourteen) are allowed to import directly up to 30 
percent of turnover for sale in their own retail outlets, provided that they fund these 
imports with their own export earnings. ("China's Retail Trade Opens Wider to Foreign 
Investors," China Economic News, April 1, 1996, pp. 4-5.) 
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categories of tightly controlled imports).44 Moreover, the bigger FTCs 
run by the central government account for a large share of trade, and 
many enjoy various kinds of formal and informal privileges. In 1993, 
the top five national FTCs imported 27 percent of total imports and a 
much larger share of OT imports.45 As a result, the ability to import 
and the degree of competition are substantially less than might be sup- 
posed from the total number of FTCs. 

Another source of ambiguity is the fact that although the Chinese 
government has abolished a number of NTBs, it has subsequently in- 
troduced less formal procedures, such as "automatic registration," that 
have the potential to restrain trade in the same commodities.46 Such 
provisions should be considered in the context of the overall incentive 
environment in which FTCs operate. FTCs are granted their business 
scopes by government agencies that also have the authority to revoke 
the authorization. When demand for an imported commodity is high, 
or the commodity is deemed important, the authority to deal in that 
import is quite valuable. Therefore the limited number of FTCs that do 
have import rights have strong incentives to heed informal government 
guidance on the quantities imported. Moreover, given the potential 
geographic limitations on their operation, only a small number of FTCs 
may be authorized to handle a specific import in a particular region." 
Maintaining a comfortable monopolistic or oligopolistic position in the 
market is a strong incentive to accept administrative guidance. These 

44. Dickson (1996, pp. 11-13); World Bank (1994, p. 115). 
45. China, SSB (1995a, p. 231). 
46. For example, Dickson (1996) describes the system of automatic registration that 

replaced import licensing for steel in 1994. Automatic registration appears to be less 
than automatic in most cases, and Dickson suggests that the system plausibly explains 
at least some of the 54 percent decline in steel imports between 1993 and 1995. Pei 
(1996) describes automatic registration for machinery commodities as a "transitional 
form" between NTBs and free trade. 

47. Steel imports again provide a useful example. Fifty-five local and three national 
FTCs are authorized to import steel; in many cases, the local FTCs are former affiliates 
of the national FTCs. However, each local FTC is restricted to one of forty-two specific 
localities, and no locality has more than two authorized local FTCs. The national FTCs 
do not generally supply local users. As a result, the import of steel is a monopoly or 
duopoly, at least insofar as a local user is concerned. Steel is an important and highly 
controlled import. Most imports are not subject to such extreme control. (See Dickson, 
1996.) 
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institutional factors have significantly limited the impact of reform in 
the ordinary trade system, particularly as it pertains to imports.48 

A final aspect of the import regime worth noting is that the actual 
tariff collection rate runs substantially lower than would be expected 
from the nominal tariff schedule. The actual tariff take has been a small 
and declining proportion of imports over the reform period:49 

Year Percent of total imports 

1986 9.7 
1989 8.4 
1990 6.3 
1991 5.6 
1992 5.6 
1993 5.9 
1994 4.0 

Comparison of these numbers with those in table 4 indicates that, under 
plausible assumptions about the distribution of the tariff burden, al- 
though the share of concessional imports is large, it is not large enough 
to account for the difference between nominal and actual tariff reve- 
nues. It appears that a substantial proportion of imports, especially 
capital goods, enter China without significant duties, even if not under 
the broad concessional programs. If Chinese imports are not primarily 
regulated by tariffs, the conclusion is unavoidable that they are regu- 
lated by a combination of tariffs, quotas, and administrative guidance 
exercised over state-owned trading companies. 

48. Furthermore, in contrast to the export regime, most FTC imports are brought in 
on the agency system: FTCs procure imports for specific customers (who bear the related 
risk) and charge them a commission. On the positive side, the agency system promptly 
transmits world price relationships to the domestic economy (Lardy, 1992b). But if 
FTCs resist the agency system for exports, why do they not also do so for imports? 
Certainly, the market power of FTCs with import authority seems to surpass that of the 
exporters. Therefore FTCs that truly made use of their authority to import would be 
expected to import goods on their own account and reap above-normal profits. A plau- 
sible hypothesis about why FTCs do not behave in this way is that they understand that 
the permission to import is contingent on formal or informal authorization and that they 
must share the implicit rents with the designated purchasers, who are also clients of the 
governmental organizations that dispense permission to import. 

49. World Bank (1994); Wang (1996, p. 23). 
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Restrictions on import trade indirectly hamper the efforts of Chinese 
enterprises to export. Although thousands of domestic producers and 
traders have the authority to export directly, that authority does not 
confer an automatic access to imports: the ability to import is more 
restricted.50 This system severely limits a domestic firm's ability to 
respond quickly to changing market conditions or fashions and restricts 
its range of growth and cost-minimization strategies. A comparative 
study of the textile and clothing industry in Asian countries finds that 
China ranks lowest not only in prices, but also on all indexes of service 
and responsiveness (for example, fashion, customer service, order- 
delivery lags, delay, and rejection rates), although in several instances 
its position is close to that of India and Pakistan.51 A system that 
insulates producers from final consumers is at least partly responsible 
for this poor service record. Finally, trading privileges are typically 
granted only to the largest production enterprises, which already have 
substantial exports, so it is particularly difficult for new and smaller 
firms to enter export markets. The existing trade system, although re- 
formed, still holds back potential exporters. 

Outcomes of Trade Reform 

The creation of a dualistic trading regime is one element of a program 
of trade reform that has reshaped every aspect of China's foreign trade. 
The most obvious result of the reform program is the startling growth 
in Chinese trade documented in the opening paragraphs of this paper. 
Along with quantitative growth has come dramatic structural change. 
Most important have been the dramatic shift to the production of labor- 
intensive commodities and a correspondingly large decline in the pro- 
duction of goods based on natural resources. As late as 1985, petroleum 
was China's largest export, accounting for 20 percent of export earn- 
ings. By 1995, however, all of China's top export commodities were 
labor-intensive manufactured goods. According to the International 
Economic Databank maintained at the Australian National University, 
between 1984 and 1994, the share of labor-intensive products in China's 

50. Successful exporters can generally count on a sympathetic hearing when they 
apply for permission to import important raw materials and inputs, but their ability to 
respond quickly and flexibly to import opportunities is quite limited. 

5 1. Crowley, Findlay, and Gibbs (1991). 



Barry Naughton 309 

exports increased from 37 percent to 54 percent, while the combined 
share of agricultural and minerals-intensive products declined from 
49 percent to 15 percent. In addition, over the same period, capital- 
intensive exports increased from 14 percent to 31 percent of total ex- 
ports, suggesting to some analysts that not only has there been an 
important transition away from resource-intensive and toward labor- 
intensive exports, but also, "the transition out of labor intensive prod- 
ucts has already begun. "52 Breakdowns of export composition by trade 
regime are not available, but it appears that there was a significant shift 
toward labor-intensive manufactures in both the export promotion and 
the ordinary trade regimes. 

While the composition of China's exports has shifted to much better 
reflect China's abundant labor endowment, imports continue to be con- 
centrated in capital- and technology-intensive products. It is the much 
larger volume of imports, rather than radical changes in their compo- 
sition, that has increased China's gains from trade. Capital-intensive 
products continue to account for about two-thirds of imports. On closer 
inspection, many of these commodities serve essentially as substitutes 
for land, stretching China's limited land endowment: major examples 
include fertilizers, food grains, synthetic fiber materials, and iron ore. 
China's trade broadly reflects its comparative advantage and is of enor- 
mous benefit to the domestic economy. 

Although liberalization has much improved the overall incentives to 
engage in trade, the dualistic nature of the new regime has significant 
diversionary effects on trade. The EP regime is much more open to 
trade than the OT regime and has a number of concessionary attributes: 
the private returns to any given trading activity are typically higher if 
that activity can be carried out under the EP regime.53 As a result, trade 

52. Findlay and Watson (1996, p. 6). A number of studies have described the shift 
to labor-intensive manufactures in Chinese exports. The World Bank (1994, p. 9), using 
a different classification system, based on U.S. factor proportions, finds that labor- 
intensive manufactures grew from 39 percent to 74 percent of total exports between 
1980 and 1990, with unskilled labor-intensive goods accounting for 29 percent and 51 
percent of total exports, respectively. Lardy (1992a) analyzes Chinese exports on the 
basis of Chinese factor proportions as reported in the 1985 industrial census and finds a 
marked shift toward more labor-intensive exports since 1985. 

53. At the margin, there must have been numerous cases of pure Vinerian trade 
diversion-suppliers with higher real resource costs displace potentially lower cost 
suppliers, due to distortions in the incentive system. However, it is unlikely that those 
static inefficiencies were significant in comparison with the dynamic consequences of 
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growth has inevitably been diverted and concentrated in geographical 
areas and ownership forms where the EP regime is more developed. 

The diversionary effects of China's dualistic trade strategy are par- 
ticularly apparent in the changing regional pattern of exports. The EP 
trade regime was pioneered in the southeastern coastal province of 
Guangdong, and its privileges were early extended to neighboring Fu- 
jian province, contributing to the rise of those regions as the center of 
China's export economy. Even today, the EP regime is more fully 
developed and more free in Guangdong and Fujian than in the rest of 
China. In part, this is due to the location of special economic zones in 
these provinces, in part, to their greater provincial autonomy, and in 
part, to the cumulative effect of many traders and investors.54 Guang- 
dong was moderately important in Chinese foreign trade in 1978, ac- 
counting for 14 percent of total exports; by 1994, that figure had grown 
to a remarkable 44 percent. For Fujian, the comparable figures are 
2 percent and 5 percent. In 1994, the two provinces-accounting for 
8 percent of China's population and 12.7 percent of GDP-accounted 
for almost half of China's exports, and an even larger share of export 
growth. Table 5 shows the breakdown of export growth between 1984 
and 1993, by province.55 Guangdong and Fujian accounted for a re- 

the choice between alternative liberalization strategies. The trade diversion argument is 
introduced not to inveigh against inefficiencies, but to explain some of the main patterns 
of Chinese trade growth. 

54. Smuggling makes the de facto trade regime in these provinces even more free. 
Both have long and rugged coastlines that facilitate the movement of substantial quan- 
tities of contraband. The fact that the EP regime is not circumscribed by geographical 
boundaries means that significant leakage is inevitable. 

55. The numbers presented in table 5 have some shortcomings, primarily because 
they classify exports by location of exporter, rather than by location of producer. In 
1984, 8.7 percent of exports (6.1 percent in 1993) were exported by central government 
trading companies that are not assigned a provincial location in the data sources. In 
addition, the 1984 data are from the Chinese Ministry of Foreign Trade, which evaluates 
processing materials trade (lailiaojiagong) only by net processing fees earned. The first 
problem is significant for export statistics for cities such as Shanghai and Tianjin, which 
have experienced substantial shifts in the location of primary exporters, but is not of 
much consequence for Guangdong or Fujian, since these provinces were never major 
secondary exporters. The discrepancy associated with the treatment of processing ma- 
terials trade in different sources is probably not large, because the volume of processing 
trade was quite small in 1984. The Ministry of Foreign Trade's figure for total exports 
in that year is not quite 7 percent less than that given in the official customs statistics, 
and some of this discrepancy is due to other exports that do not earn foreign exchange 
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Table 5. Export Growth, by Province, 1984-93 
Units as indicated 

Export growth 

Percent by foreign- Percent of national 

Province Totala invested enterprisesb export growth 

Guangdong 34,909.2 41.2 54.6 
Fujian 4,735.0 52.6 7.4 
Zhejiang 3,586.0 27.3 5.6 
Jiangsu 3,164.3 47.5 4.9 
Shanghai 2,978.8 59.8 4.7 
Shandong 1,913.2 46.5 3.0 
Heilongjiang 1,347.4 6.7 2.1 
Jilin 955.4 7.0 1.5 
Sichuan 939.5 8.9 1.5 
Hebei 918.5 18.0 1.4 
Hainan 878.7 8.1 1.4 
Tianjin 823.7 73.6 1.3 
Hubei 768.9 17.4 1.2 
Hunan 720.6 5.9 1.1 
Yunnan 685.2 3.7 1.1 
Shaanxi 638.3 4.7 1.0 
Guangxi 571.8 18.7 0.9 
Anhui 540.9 11.6 0.8 
Beijing 514.9 65.8 0.8 
Henan 408.8 16.8 0.6 
Inner Mongolia 405.9 6.6 0.6 
Jiangxi 380.3 10.8 0.6 
Shanxi 240.6 20.4 0.4 
Xinjiang 215.6 11.5 0.3 
Liaoning 177.4 655.7 0.3 
Gansu 173.4 8.6 0.3 
Guizhou 162.1 7.4 0.3 
Tibet 103.9 1.3 0.2 
Qinghai 76.3 0.0 0.1 
Ningxia 31.9 9.4 0.0 

Source: Author's calculations. Data for 1984 are from China, SSB (1990a, 1990b); and for 1993, from China, GAC, 
Chlinza Customns Statistics (1993:12, pp. 12-15). 

a. Millions of dollars. 
b. Increase in exports by foreign-invested enterprises as a share of total increase in exports from a given province. 



312 Brookings Papers on Economic Activity, 2:1996 

markable 62 percent of total export growth over the period. Exports 
from Guangdong grew at 35 percent annually, and those from Fujian 
grew at 32 percent annually. By contrast, exports from the rest of China 
(including those by central government trading companies) grew by 
8.7 percent per year.56 

The geographic concentration of trade growth has given rise to enor- 
mous differences in the importance of trade in individual provincial 
economies. Table 6 shows that in 1994, Guangdong's ratio of exports 
to provincial product was 106 percent, while the average ratio for the 
rest of the country was 14 percent. There is a tendency to think that all 
of the rapidly growing coastal provinces are open to trade, but in fact 
there are huge differences in the degrees of their export dependency. 
Other coastal provinces-including Zhejiang, Jiangsu, and Shan- 
dong-have grown more rapidly than the national average, despite 
having much lower foreign trade ratios than Guangdong, as well as 
much lower participation by foreign capital. Particularly striking is the 
province of Jiangsu, which has been growing extremely rapidly in re- 
cent years and yet had an export-to-provincial product ratio of only 
14.5 percent in 1994. Indeed, one of the most distinctive characteristics 
of economic growth in China has been its broad geographical spread. 
Despite the immense flood of foreign investment into Guangdong and 
Fujian, the GDP growth rates of these provinces have been only slightly 
above the national average. Thus, while China has experienced rapid 
growth in both exports and GDP, the provincial evidence is not clear 
on the causal relationship between the two.57 Foreign trade and invest- 
ment have been highly geographically concentrated, but the accelera- 
tion of economic growth has been very broadly based. 

and are not counted in the Ministry of Foreign Trade's data. An example is Chinese 
foreign aid, which has been significant in some years. 

56. It is equally striking to look at regional exports as a share of world trade. In 
1984 Guangdong and Fujian accounted for 0.15 percent of world exports; by 1993, 1.19 
percent. The rest of China, by contrast, accounted for 1.22 percent of world exports in 
1984 and 1.37 percent in 1993. Although exports from the rest of China grew more 
rapidly than world exports overall, the difference between China and the rest of the 
world was not dramatic. 

57. In this sense, China may lend support to the strand of development literature 
that questions the causal link between export growth and GDP growth; see, for example, 
Jung and Marshall (1985) and the subsequent literature. At the city level, however, Wei 
(1995) does find evidence of a significant link between foreign direct investment and 
GDP growth. 
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Table 6. Exports by Domestic and Foreign-Invested Firms, by Province, 1994 
Percent of provincial GDPa 

Exports 

Domestic Foreign-invested 

Province firms firms Total 

Guangdong 66.5 39.5 106.0 
Shanghai 31.1 11.4 42.5 
Tianjin 23.4 11.8 35.2 
Fujian 16.1 14.4 30.4 
Beijing 26.1 3.8 30.0 
Zhejiang 17.2 3.3 20.5 
Liaoning 11.6 5.3 16.8 
Heilongjiang 14.5 0.6 15.1 
Jiangsu 10.2 4.3 14.5 
Jilin 13.2 1.2 14.4 
Shandong 10.7 3.5 14.2 
Hainan 9.8 1.4 11.1 
Shanxi 10.0 0.8 10.8 
Guangxi 8.1 1.0 9.1 
Shensi 7.8 0.4 8.2 
Yunnan 7.4 0.2 7.6 
Hebei 6.4 1.1 7.5 
Qinghai 6.8 0.2 7.0 
Hubei 6.1 0.7 6.8 
Ningxia 6.0 0.4 6.4 
Hunan 5.9 0.3 6.2 
Inner Mongolia 5.4 0.5 6.0 
Gansu 5.5 0.3 5.8 
Xinjiang 5.3 0.4 5.7 
Anhui 5.1 0.4 5.5 
Jiangxi 5.0 0.4 5.3 
Sichuan 4.3 0.3 4.6 
Guizhou 4.0 0.3 4.4 
Henan 3.8 0.4 4.2 
Tibet 3.3 0.2 3.5 
All provinces 16.0 6.4 22.4 

Excluding Guangdong 10.8 3.0 13.8 
Source: Author's calculations based on data from China, SSB (1995b, pp. 33, 552-53). 
a. GDP is converted into dollars at the average 1994 exchange rate (8.62 yuan to the dollar). 
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The rapid expansion of labor-intensive manufacturing in Guangdong 
might have run into labor constraints, even given the 35 million workers 
in the province. In fact, interprovincial migration has ensured an abun- 
dant labor supply. By the end of 1995, there were 6.5 million workers 
from outside the province in Guangdong, about 3 million of whom were 
in manufacturing establishments, many of them FIEs.58 In this case, 
China's huge population has facilitated the rapid growth of an ex- 
port complex. Guangdong has been able to continue to expand labor- 
intensive manufacturing at extremely high rates, in part, because of the 
nearly infinitely elastic supply of labor in China as a whole. 

Diverse regional experience is not explicable solely in terms of trad- 
ing regimes. It is not an accident that of the two most successful ex- 
porting provinces, Guangdong is adjacent to the vibrant capitalist me- 
tropolis of Hong Kong, and Fujian is across the water from Taiwan, 
with which it shares a regional dialect. The rapid growth of labor- 
intensive manufactured exports in China is the result of a large-scale 
transfer of production capacity from Hong Kong and Taiwan to the 
mainland, in order to obtain lower production costs. In this light, the 
export promotion regime can be seen as China's response to a particular 
opportunity arising from the needs of earlier industrializers to restruc- 
ture their own manufacturing and trading regimes. This restructuring, 
already overdue, was forced by the currency realignments of the 1980s 
(see figure 5). Through the liberal EP regime, China was able to accom- 
modate the interests of existing exporters in Hong Kong and Taiwan 
and become the preferred relocation site for labor-intensive exporters. 

The resulting production displacement is evident in the changing 
shares of various Asian producers in the U.S. market. For a long list 
of commodities-including athletic shoes, other sporting goods, toys, 
and household electronics-a declining market share for Taiwan or 
Hong Kong is matched by an increasing market share for China. Marcus 
Noland performs a constant market share analysis of exports from China 
to the United States and shows that China's increased market share in 
the United States comes almost entirely at the expense of Taiwan and 
Hong Kong.59 "Expense" is perhaps misleading here, because clearly 
the shift in production does not harm Taiwanese and Hong Kong firms. 

58. Zhang (1996). 
59. Noland (1996). 
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To the contrary, they retain control of production and of the associated 
export networks and benefit from access to cheaper Chinese labor. 

Thus the success of the EP policy is, in large part, a function of its 
ability to facilitate the transfer of production from other countries to 
China. In turn, much of Hong Kong investment in China represents the 
ordinary process of growth of a metropolitan economic region, expand- 
ing outward in roughly concentric circles. As Hong Kong has grown, 
its central business district has become increasingly expensive and dom- 
inated by finance and business services, which produce high levels of 
output per unit of space. This has pushed space-intensive activities- 
including manufacturing, housing, and recreation-out to the urban 
periphery. Because of an accident of history, in Hong Kong's case, 
such relocation moves goods across an international boundary: it rep- 
resents foreign investment and creates foreign trade.60 In this sense, the 
liberal export regime that China created in the 1980s was simply a way 
to provide space for the expansion of the Hong Kong economy (and, 
ultimately, that of Taiwan). Chinese policymakers recognized and suc- 
cessfully exploited a dramatic opportunity. 

The powerful incentives created by the EP regime also divert trade 
within China's dualistic trade system. Consider the predicament of a 
Chinese SOE that sees an export opportunity. Even if it is able to obtain 
direct trading rights within the OT regime, it still faces significant 
constraints on its access to imports, freedom of management, and access 
to financing. The obvious way to escape these constraints, and also to 
escape the punitive tax rates imposed on SOEs, is to form a joint venture 
with a foreign (Hong Kong) partner. And if this joint venture can be 
located in a region, such as a special economic zone, where tax rates 
are lower and other regulations are more lenient, the benefits will be 
even greater. Many manufacturing firms from provinces with low trade 
ratios (such as Jiangsu) have set up joint venture subsidiaries in the 
Shenzhen SEZ, next to Hong Kong. Even if the initiative for, and 
managerial control of, such an undertaking comes from the SOE, its 
exports will show up in the statistics as those of a Guangdong-based 
foreign-invested enterprise. At its extreme, this type of trade diversion 

60. An identical process can be observed in the other Asian city-state, Singapore. It 
has become fashionable to refer to the resulting flows of goods across borders as a 
growth triangle, but it is hard to see how that adds to an understanding of metropolitan 
growth. 
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occurs when a Chinese SOE sets up a subsidiary in Hong Kong to serve 
as a "foreign investor" in China. Chinese corporations of this kind 
represent a significant share of the Hong Kong parents of Chinese FIEs 
producing exports.61 The EP regime gives domestic firms powerful 
incentives to change ownership forms and relocate their production and 
trading activities. Thus the differences between the incentive systems 
under the EP and OT regimes tend to divert trade away from SOEs and 
toward foreign-invested joint ventures and also toward the provinces of 
Guangdong and Fujian. 

Recent Developments 

It should be apparent that the configuration of Chinese reform poli- 
cies, both domestic and foreign, has created powerful incentives for the 
agents who determine the development of foreign trade and investment. 
In the past couple of years, those forces have created a new set of 
challenges with respect to foreign trade liberalization. In essence, China 
chose to liberalize access for foreign investors to the domestic market 
before substantively liberalizing the import regime. Given past protec- 
tion of the domestic market and the relative success of the reforms, it 
was inevitable that this policy choice led to inflows of direct investment 
and thus to currency appreciation. In addition, earlier foreign trade 
liberalization had created an extensive web of privileges from which 
foreign investors could benefit. In this way, China's policymakers cre- 
ated an incentive system that strongly favors incoming investment di- 
rected at the domestic market and discourages imports and, hence, trade 
in general. These developments run counter to the repeatedly reaffirmed 
long-run objective of moving toward a more liberal foreign trade re- 

61. The actual share is not known, and estimates vary. The only precise figure of 
which I am aware relates to Shanghai, where 15 percent of realized foreign investment 
over the period 1980-92 came from Chinese subsidiaries in Hong Kong. This was just 
under a third of total Hong Kong investment in Shanghai. (Tian, 1994, pp. 335-36.) It 
is likely that Chinese firms represent a smaller proportion of total Hong Kong investment 
in Shanghai, since they are likely to be less prominent in labor-intensive manufacturing 
in Guangdong, which accounts for the bulk of Hong Kong investment. Lardy (1995) 
reports estimates that up to 25 percent of total Hong Kong investment comes from 
Chinese firms. It should be noted, however, that some Chinese firms have been in Hong 
Kong since 1949 and have strong economic presences there: not all such investment is 
covert round-tripping. 
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gime. Recent policy developments can be seen as attempts to navigate 
these conflicting currents. 

The economic situation that exists today was made possible by the 
successful devaluation and unification of currency rates at the beginning 
of 1994, an important milestone in Chinese economic policy. The real 
devaluation was significant, but even more so were the unification of rates 
and the adoption of a managed float. Previous devaluations had never led 
to an equilibrium market exchange rate: excess demand for foreign ex- 
change persisted at each new official rate. Even on this occasion, policy- 
makers had no firm expectations of what the equilibrium rate would be. 
They simply chose an arbitrary rate close to the former swap market rate 
and hoped that subsequent fluctuations would not be too large. In fact, as 
figure 6 shows, the value of the yuan began to drift upward almost im- 
mediately. With the current account near balance and large inflows of 
foreign investment, the supply of dollars was abundant. 

The devaluation had immediate, but assymetrical, effects on trade 
flows in the two trade regimes (see figure 7). Traders in the OT regime, 
who had previously converted at the official rate, experienced a sub- 
stantial devaluation, whereas EP traders, who previously had access to 
foreign exchange at the swap market rate, experienced only minor 
changes (figure 6). Moreover, although the general rebate of VAT to 
exporters went into effect at the beginning of 1994, the FIEs (the pri- 
mary EP exporters) were not eligible for VAT rebates during 1994 and 
1995, since they already enjoyed a number of other tax concessions. 
As a result, in a reverse of earlier patterns, OT exports grew more 
rapidly than EP exports from May 1994 until May 1995. In fact, EP 
exports did not deviate significantly from their long-run growth trend, 
posting a 37 percent increase during 1994, but OT exports surged by 
42 percent for the year, and OT imports declined by 6.6 percent. The 
1994 devaluation created an apparently stable exchange rate with an 
appreciating trend.62 

In an effort to slow appreciation, the central bank began to ac- 
cumulate foreign exchange reserves. These grew dramatically from 
$21.2 billion at the end of 1993 to $73.6 billion at the end of 1995.63 

Moreover, the central bank largely sterilized the impact of the capital 

62. This trend was conditional on maintaining existing NTBs. 
63. China, SSB (1995b, p. 574; 1996b, p. 44). 
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Figure 6. Real Exchange Rate of the Yuan against the Dollar, 1983-96a 
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inflow on the money supply by reducing central bank lending growth 
almost to zero and drawing in reserves from commercial banks. Despite 
the accumulation of reserves, the nominal exchange rate drifted up- 
ward, appreciating about 8 percent between January 1994 and early 
1996. This set of apparently favorable conditions soon began to create 
unforeseen problems. The government had not expected the flood of 
exports that resulted from the devaluations and the new VAT rebate 
program. In 1994 it paid back 44.5 billion yuan under the rebate pro- 
gram, but was still left with 25 billion in arrears at year's end. The 
following year, 55 billion yuan were rebated, but arrears reached a peak 
of 60 billion. Already facing severe budgetary difficulties, the govern- 
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Figure 7. Annual Export Growth by Type of Firm Ownership and Trade Regime, 
March 1994 to July 1995 
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ment ran into a cash flow constraint.64 It responded by chopping back 
the VAT rebate program. Initially, exporters had been rebated the full 
amount of the VAT, set at 17 percent for most manufactured goods. In 
mid-1995 this rebate was reduced to 11 percentage points and at the 
beginning of 1996, to 9 percentage points. Since the reductions were 
announced in advance, in the short run they caused a rush of exports to 
beat the deadline and qualify for the full rebate. Combined with the 
delayed effects of devaluation, this accounts for the phenomenal surge 
of exports in the first half of 1995, shown in figure 7. 

64. Wang (1996, p. 22); "Exchange Rate Changes and Macroeconomic Adjust- 
ment," China Economic News, July 29, 1996, p. 15. These problems with the rebate 
program were exacerbated by conflicts of interest and by fraud. All rebates were the 
resonsibility of the central government, but initial collection of the VAT sometimes 
required local government cooperation. In some localities, the government rebated more 
VAT than had been collected. 
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However, substantial domestic inflation was eating away at the 
achievements of the nominal devaluation. Fueled by monetary excesses 
during 1992-93, inflation actually accelerated in 1994. Farm prices 
surged in mid- 1994, pushing up the overall consumer price index (CPI). 
Because it would have been too politically sensitive to respond by 
liberalizing imports, the government left import barriers on farm prod- 
ucts virtually unchanged and relied on a tight credit policy to tame 
inflation. The tight money policy gradually achieved some success: as 
of June 1996, CPI growth on a year-to-year basis was at 8.6 percent, 
down from its peak value of 27.7 percent in October 1994. Neverthe- 
less, the cumulative price level increase between January 1994 and the 
beginning of 1996 exceeded 35 percent. Between early 1994 and mid- 
1996, the nominal exchange rate appreciated by 8 percent, while the 
inflation differential between China and the United States reached 
30 percent, yielding a real appreciation of 38 percent in the Chinese 
currency between the first quarter of 1994 and the third quarter of 1996. 
In 1996 this appreciation, combined with the reductions in the VAT 
rebate, had a significant effect on Chinese trade performance. 

During the first half of 1996, overall Chinese exports were down by 
8.2 percent from the first half of 1995. After many years of double- 
digit export growth, a decline of this magnitude is significant. The 
differential changes in exports by trade regime and ownership are even 
more so. As figure 7 shows, OT exports are down by 29 percent in the 
first half of 1996, while EP exports are up by 15 percent and FIE exports 
are up by 38 percent (close to their long-run growth trend). It is striking 
that FIEs have been so little affected by the appreciation-this probably 
reflects the relatively small proportion of export value that is actually 
created within China. Since most raw materials and components are 
imported, within-China costs represent a relatively small proportion of 
total commodity value and are also small relative to setup costs. By 
contrast, the drop in OT exports is large and should alarm Chinese 
policymakers. Similarly, exports by indigenous Chinese firms (that is, 
total exports less those by FIEs) declined by 25 percent in the first half 
of 1996. Even though a number of one-time factors have made this 
decline particularly large, the fundamental factors retarding export 
growth are likely to persist.65 Moreover, Chinese policymakers do not 

65. One-time factors aggravating the decline of Chinese exports in early 1996 are 
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seem to have anticipated the decline: in early 1996, they were projecting 
export growth of 18 percent for the year.66 

Chinese leaders have repeatedly reaffirmed that the long-range ob- 
jectives of trade reform are a more open trade regime and membership 
in the World Trade Organization (WTO). A prerequisite of the latter is 
"national treatment" for FIEs; that is, that they not be subject to legal 
requirements that do not also apply to domestic firms. To this end, the 
Chinese have begun to take a number of steps to reduce, and ultimately 
eliminate, the differences between the present export promotion and 
ordinary trade regimes.67 Some of these changes have been mentioned 
above: tax breaks on investment goods for FIEs are being phased out; 
other aspects of tax treatment are becoming more unified; and there are 
plans to reduce the scope of tariff exemptions for all entities, foreign 
and domestic. Ironically, one of the immediate effects of this last policy 
will be an increase in the taxes levied on the foreign trade sector. Even 
as the average nominal tariff comes down, the actual tax take as a share 
of imports will probably increase. On balance, this is good, since it 
will tend to substitute regulation by tariffs for regulation by NTBs. 

If implemented, these reforms will tend to unify the trading regimes, 
and the resulting system will be more open than the present dual regime. 
However, in the short run, the unification process may well mean that 
FIEs have less autonomy and pay higher taxes than they do today. They 
may also encounter more paperwork. For example, this year, a new 
system is being instituted to track production inputs that are imported 

as follows. First, during early 1995, exporters rushed to get commodities out of China 
in order to qualify for full VAT rebates. That not only pushed up the base period for 
comparison, but may also have resulted in stockpiles of Chinese goods in Hong Kong 
that have to be worked off. Second, at the beginning of 1996, many FTCs were still 
owed billions of yuan in VAT rebates by the Chinese government. Without these funds, 
some FTCs have not been able to procure export commodities, because credit is still 
tight. The Chinese government has been working down the backlog of VAT rebate 
arrears since the spring of 1996. Third, during 1994 and 1995, some FIEs were selling 
export commodities to FTCs in order to share the benefits of the VAT rebate program, 
from which FIEs were temporarily excluded. Since 1996, FIEs engaging in ordinary 
trade have also been eligible for VAT rebates, and so the proportion of FIEs engaging 
in such trade on their own account has increased. This would mean a slight (at most, 3 
percentage point) reduction in the FIE export growth rate and corresponding adjustments 
to the rate of decline of non-FIE exports. (China Economic News, May 6, 1996, pp. 1- 
2; August 5, 1996, p. 19.) 

66. China Economic News, January 15, 1996, p. 2. 
67. Zhu (1996). 
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duty free and ensure that they are, in fact, used in the production of 
commodities for export. Since the diversion of duty-free imports to the 
domestic market has been widespread, some such measure is probably 
necessary, but it will certainly create a less freewheeling environment 
for the FIEs. The Chinese government has committed to national treat- 
ment for FIEs by the year 2000, although this schedule may be too 
optimistic. The first steps are being taken this year in the Shenzhen 
SEZ.68 It is important to note that further liberalization will not entail 
convergence to the extremely open regime under which FIEs in southern 
China currently operate. Instead, trade in both regimes will be subjected 
to a uniform set of rules that will make the domestic economy overall 
significantly more open to the world economy, but will impose more 
tariffs and regulations on certain traders than at present. 

Trade Prospects 

China's growth has gained enormous momentum. However, it is 
likely that GDP growth will gradually slow down. It appears that the 
existing statistical system slightly overstates current growth rates. 
Rather than the official growth rate of 10.2 percent per year, growth 
over the past decade has probably been closer to, perhaps even slightly 
less than, 9 percent. As discussed above, changes in the labor force 
may reduce GDP growth rates by more than 2 percentage points. Thus 
GDP growth rates are likely to decline gradually to about 6 percent per 
year by 2015.69 In addition, there is substantial reason to believe that 
export growth will slow in relation to GDP growth. This section dis- 
cusses five factors that will determine the trajectory of China's trade 
policy in the future: exchange rate management; tensions over the pace 
of import liberalization; regional development; technological develop- 
ment; and competition for export markets, particularly with members 

68. China Economic News, April 1, 1996, pp. 1-2. One of the first steps taken in 
Shenzhen was to eliminate the practice of charging nationals and foreigners different 
prices for transportation, which has irritated foreigners in China for many years. Other, 
more substantive, measures are to be phased in over the next few years. 

69. Similar slowdowns in GDP growth are observed in most middle-income econ- 
omies, including Taiwan and Korea. China's case is different because the slowdown 
will probably come at an earlier stage of economic development, due to the earlier 
incidence of structural demographic change. 
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of the Association of Southeast Asian Nations (ASEAN). On balance, 
examination of these factors suggests that the liberalization and unifi- 
cation of China's trade policy will continue, but in a way that will slow 
the country's heretofore rapid integration into the world economy. 

Exchange Rate Management 

China's experience since 1994 has many features in common with 
those of other successful developing countries. Granting outsiders ac- 
cess to the new opportunities created by liberalization causes an inflow 
of capital. Even without a significant inflow of portfolio capital, the 
influx of foreign direct investment in China has been sufficient to create 
a substantial real appreciation. Capital inflows create upward pressure 
on the currency, undermining the competitive position of exporters. In 
this sense, size of the economy or, rather, its projected size, has a 
negative effect on export competitiveness that is somewhat similar to 
the effect of a substantial natural resource endowment. 

Moreover, capital inflows are disproportionately attracted into the 
most protected sectors of an economy, thus creating significant misal- 
location of resources. Chinese government policy aggravates this mis- 
allocation by targeting sectors in which China is unlikely to have a 
comparative advantage: passenger automobiles are a good example. In 
this respect, China is replicating some of the worst features of the 
import substitution model, as practiced by Brazil and Mexico until the 
1980s. Yet the challenges to exchange rate policy are not solely due to 
the persistence of import barriers, nor is it likely that radical import 
liberalization would reduce inflows of foreign direct investment. On 
the contrary, opportunities within China are sufficiently abundant, and 
tax rates sufficiently low, that comprehensive liberalization would prob- 
ably increase capital inflows, albeit with a different sectoral composi- 
tion. In this sense, short-run changes in currency values reflect long- 
run fundamentals: China's domestic market is large compared with its 
potential export markets. 

At present, the Chinese market seems to be attractive enough to 
ensure high inflows of foreign direct investment for the foreseeable 
future. During the first four months of 1996, despite currency appreci- 
ation and general uncertainty stemming from the considerable political 
tensions between China and Taiwan, realized inflows of foreign direct 
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investment were up by 21 percent from the first four months of the 
previous year, according to official Chinese data. Tellingly, Taiwan 
data also show that approvals of new investment from Taiwan to the 
mainland rebounded strongly in June 1996, just months after China had 
lobbed missiles around Taiwan's busiest ports.70 This indicates that the 
attraction of investment in China goes beyond the country's potential 
as an export platform and is reasonably robust in the presence of polit- 
ical uncertainty. Inflows of foreign direct investment may not grow 
significantly, but, barring major domestic disruption, they are unlikely 
to drop dramatically. They are already so large that merely maintaining 
current levels will suffice to sustain upward pressure on the currency. 

Thus far, EP exporters (primarily FIEs) seem to have been immune 
from the effects of currency appreciation, due to their low share of in- 
country costs. To a certain extent, increased FIE exports will continue 
to make up for reduced exports by domestic firms. Nevertheless, cost 
increases certainly have cut into the margins of FIEs, and impending 
changes in the legal system will reduce other concessionary benefits. 
The reaction of export-oriented foreign investors will probably exhibit 
substantial lag effects: overseas projects take time to plan, construct, 
and bring up to speed, and investment in China now has substantial 
momentum. But over time, the cost competitiveness of labor-intensive 
manufacturing in China is likely to decline.7' The result will be a 
reduction in export-oriented foreign direct investment, which may be 
offset by increases in foreign direct investment in the domestic market. 
The response of domestic exporters to currency appreciation, by con- 
trast, has been rapid and may be difficult to reverse. Sharp reductions 
in exports by firms that have already established export contacts, in- 
vested in knowledge about export markets and intermediaries, and paid 
other startup costs, should be viewed quite seriously. 

70. China Statistics Information News, China's Latest Economic Statistics, June 
1996, p. 52; Deborah Shen, "Inward Investment Dips in First Half of the Year," Free 
China Journal, July 19, 1996, p. 8. 

71. A large share of China's exports is procured by foreign importers, rather than 
being marketed by domestic exporters. Such "buyer-driven commodity chains" are 
often formed by retailers or designers from developed countries in alliance with supply 
companies based in Hong Kong and Taiwan, many of which now operate or subcontract 
production facilities on the Chinese mainland. The production of Nike shoes is a good 
example of this process. These chains are likely to be extremely price sensitive. If and 
when costs become significantly higher in China, they can easily relocate. Already, they 
have diversified supply options. (See Gereffi, 1994.) 
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The activities of the FIEs oriented toward the domestic market are 
rapidly improving the quality of goods sold within China. Indeed, FIE 
output is satisfying a demand for high quality consumer goods that was 
previously stifled. In this context, investment may permanently replace 
imports. In the first half of 1996, Chinese imports were up by 11.6 
percent from the first half of 1995 and by 29 percent from the first six 
months of 1994 (when they had declined significantly in response to 
devaluation). These growth rates seem modest, particularly since China 
has been announcing reductions in NTBs and tariffs. Real appreciation 
was 35 percent over the two-year period to the beginning of 1996. This 
seems to indicate that there is a substantial lag in the response of imports 
to changes in currency values, that the price elasticity of demand for 
Chinese imports is relatively low, or that liberalization has been re- 
strained and substantial nontariff barriers to imports remain. 

As a result, the nominal value of the yuan is likely to remain stable, 
while domestic inflation, albeit at a lower rate, continues to cause real 
appreciation. This situation will continue to limit exports by domestic 
enterprises and possibly hold them to zero growth. The current ex- 
change rate alignment thus appears relatively stable and should persist 
over the next few years. The exchange rate is not overvalued in the 
sense of threatening a foreign exchange crisis. On the contrary, the 
trade account is balanced and the inflow of foreign direct investment is 
significantly larger than the deficit in services: foreign exchange re- 
serves continue to accumulate, possibly creating pressure for further 
appreciation. Over the long term, the relatively high real value of the 
yuan will discourage domestic firms from exporting and lead them to 
reorient their activities toward the domestic market. Trade ratios can 
be expected to decline to levels similar to those of the United States or 
Japan today. 

It is probable that China will have difficulty in setting a stable ex- 
change rate, whether or not present conditions persist. As the trade 
system is progressively unified and the exchange regime is opened, 
fluctuations in capital flows will create problems of exchange manage- 
ment. Since the inflow of investment to China is large, variations in the 
rate of flow are likely also to be large. Furthermore, one of the most 
prominent characteristics of the Chinese economy over the past seven- 
teen years has been constant macroeconomic instability. Although the 
average rate of inflation over the period has been relatively low, money 
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and credit have grown extremely rapidly, and the government has al- 
ternated between expansionary and contractionary policies. This per- 
sistent instability is plausibly connected to the weaknesses in the finan- 
cial system described above. Although the system can sustain a tight 
monetary policy when danger signs are extremely clear, it seems incap- 
able of generating a stable monetary policy when overall conditions are 
more ambiguous. Some observers believe that China is currently swing- 
ing back from a moderate contractionary phase to an expansionary 
phase. And underlying instability in monetary policy and overall mac- 
roeconomic policy make it extremely difficult to maintain a stable real 
exchange rate policy. It is unlikely that China could replicate the ex- 
tremely focused and stable exchange rate policies that characterized the 
East Asian miracle economies during their export expansion phases. As 
a result, long-run incentives for exporters in China are unlikely to be 
as good as they were in those economies. 

Indeed, China's experience has been very different from the export- 
led successes of Japan, Korea, and Taiwan. These economies signifi- 
cantly restricted foreign investment inflows when growth of manufac- 
tured exports was at its height; China has encouraged large inflows of 
foriegn direct investment. Japan, Korean, and Taiwan maintained stable 
currencies at levels that, if anything, were consistently undervalued; 
China's real exchange rate has fluctuated significantly, with a persistent 
tendency toward overvaluation (in regard to export competitiveness). 
Arguably, Taiwan and Korea were able to protect some sectors that 
faced competition from imports, while at the same time promoting a 
range of export sectors.72 In part, this was made possible by stable 
exchange rate policies, underpinned by restrictions on foreign capital 
inflows. China does not seem to have sufficient control over either 
capital inflows or exchange rates to carry out policies calibrated to 
specific sectors in this way. Finally, Japan, Korea, and Taiwan relied 
almost entirely on domestic firms to manufacture and to export com- 
modities; China has largely relied on FIEs to produce exports, and 

72. See Biggs and Levy (1991). It must be much harder for a large country to 
coordinate sectoral policies of any kind, and coordination is especially difficult in China 
because the government bureaucracy can be influenced by domestic interest groups and 
is prone to corruption. Consequently, China may be unable to replicate one of the key 
features of Japanese and Korean industrial policy: the strict coordination of external and 
domestic sectoral policies. 
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virtually no domestic Chinese companies control significant export net- 
works. Despite the superficial similarities in export growth, the insti- 
tutional basis for foreign trade in China is completely different from 
that in Japan, Korea, or Taiwan. 

Tensions over Trade Liberalization 

Chinese policymakers do not yet seem to have made the difficult 
political decision to take practical steps toward substantial import lib- 
eralization in the short run. Yet current economic conditions argue 
strongly for more dramatic liberalization than China has yet undertaken. 
Import liberalization would ameliorate the Chinese version of the 
"Dutch disease," shifting the current account into deficit, pushing 
down the value of the currency, and to some extent restoring the com- 
petitiveness of Chinese exporters. There is certainly external pressure 
on China, manifested in the WTO and APEC, to accept a greater degree 
of liberalization. Indeed, Chinese exporters can only be assured of 
continued access to foreign markets if China joins the WTO and con- 
forms to its fair trade principles. And there is strong domestic pressure 
from potential exporters and importers who are constrained from en- 
gaging in profitable trading activities. Finally, the continued accumu- 
lation of foreign exchange reserves not only increases external pressure 
for Chinese trade liberalization, but also provides a propitious cushion 
against its impact on the domestic economy. 

On the other hand, there is also significant pressure to hold back 
from rapid liberalization. Central to this is concern about how such a 
strategy would affect existing SOEs and, indirectly, the financial sys- 
tem. With regard to the import-competing SOEs, this concern is natu- 
rally intensified by the present value of the Chinese currency. Indeed, 
China seems to have missed an opportunity to further liberalize its 
import regime during 1994, when currency values were low.73 As dis- 

73. The government's response to the surge in food prices during the spring of 1994 
encapsulates this point. Rather than electing to increase food grain imports substantially, 
Chinese policymakers decided to restrict certain kinds of grain exports, allowed the 
domestic price of food grains to jump significantly (to slightly above the world price, 
for the first time in memory), and announced modest subsidies to the agricultural sector. 
This reflects continued Chinese reluctance to rely on the world market for essential food 
supplies, particularly given difficult relations with the United States. Such fears of 
dependency, especially with respect to food and energy, may restrain China's progress 
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cussed above, the effects of a dramatically increasing competition with 
the state sector might range from widespread bankruptcy to high un- 
employment and financial crisis. Across countries, financial crises are 
strongly associated with liberalization of the financial system and for- 
eign exchange crises, and the association is likely to hold in China. In 
addition, revenue needs may obstruct progress toward rapid liberaliza- 
tion. China's fiscal condition has continued to deteriorate, despite im- 
portant attempts at reform. The external sector is extremely lightly 
taxed, even though it is large and, until recently, was growing rapidly. 
The viability of highly differentiated tax provisions is increasingly 
doubtful: any given concessionary policy seems to undermine fiscal 
discipline as it is abused, expanded, and made the basis of competing 
claims for concessionary treatment. Probably the only solution is strict 
enforcement of uniform tax rates throughout the economy. This would 
almost certainly mean higher real taxes on trade. It would be preferable 
to concentrate tax increases on domestic economic activity, but China's 
continued institutional weakness may preclude this option. Finally, the 
economic problems associated with rapid liberalization reinforce polit- 
ical sentiments, such as rising nationalism and the desire to succeed at 
a "Korean-style" industrial policy. Proposals to foster priority (or 
"pillar") industries, which inevitably imply some degree of import 
protection, are likely to be popular. 

Hence the most likely outcome is a negotiated middle path of liber- 
alization. The fact that SOEs are now concentrated in a limited number 
of industrial sectors suggests that China's trade policy can be adapted 
to protect existing interest groups, while yet liberalizing the overall 
import regime. This implies ongoing efficiency losses, since the pro- 
tected sectors (including automobiles, chemicals, and refining) will be 
among the most distorted, but at least some of the momentum of the 
liberalization process will be maintained. In addition, some parts of the 

toward greater openness. China has begun to increase its reliance on world markets in 
all sectors, but has also begun to adjust domestic policies to slow the growth of depen- 
dence. The hesitation to increase imports of food grain, for example, partly reflects the 
regional distribution of domestic surpluses. The adverse impact of such imports would 
fall most heavily on wheat growing regions in the north, which are poorer and have 
fewer alternative opportunities for employment than do the southern rice growing areas. 
And China has largely refused to allow Guangdong to procure either food or energy on 
world markets, even though this would make economic sense. If such policies continue, 
China's integration with world markets will proceed only at a moderate pace. 
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rapidly expanding FIE industrial complex compete against imports. 
High quality domestic output will permanently reduce demand for cer- 
tain kinds of imported goods, especially consumer goods. This could 
enable further gradual liberalization to take place, without undue dis- 
location. 

Trade reform will also depend on the progress of internal reform- 
in the tax and banking systems and in the SOE sector. The combination 
of reduced domestic competitiveness due to the relatively overvalued 
currency and the continued vulnerability of the SOEs and the state-run 
financial sector implies that liberalization is likely to be slow. Negoti- 
ations over China's membership in the WTO are currently stalled, due 
to Chinese unwillingness to offer practical counterproposals to the 
''road map" for membership advanced by the United States. While this 
tough stance undoubtedly reflects bargaining considerations, it almost 
certainly also reflects concern about the weakness of the state sector 
and the disruptions that might follow overly rapid liberalization. 

Regional Development 

The rapid growth of the coastal regions is creating new economic 
and political tensions in China. At the outset of reform, the coastal 
provinces were not uniformly richer than the inland provinces, and their 
prospects for success in world markets were extremely uncertain. But 
now the coastal provinces are almost invariably richer than the inland 
provinces, and their export success seems more predictable. It is diffi- 
cult to defend preferential policies that consistently favor richer, better 
endowed segments of the population. 

In recent years, Chinese leaders have repeatedly expressed their in- 
tention to abandon preferential policies toward the coastal regions in 
favor of purely sector-based industrial policies or preferential policies 
toward the inland regions. Nevertheless, growth in the coastal provinces 
has continued to outpace growth in inland areas. The share of total 
exports generated by coastal provinces increased from 84 percent in 
1993 to 90 percent in the first six months of 1996.74 However, the 

74. This was primarily due to the sharp decline of exports from the northeastern 
provinces of Heilongjiang and Jilin, which was related to the exhaustion of their ex- 
portable petroleum surpluses. However, it was also due to strong export growth in the 
central and northern coastal provinces. 
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pattern of coastal growth is changing. Guangdong provides an outstand- 
ing illustration of the impact of congestion, rapid growth, and currency 
appreciation on a successful export base. During 1995, all of Guang- 
dong's export growth came from FIEs. In the first half of 1996, FIE 
exports were up by 21 percent, while non-FIE exports were down by 
38 percent. In essence, rising costs are forcing domestic firms out of 
the export business altogether. In fact, the growth rate of FIE exports 
in Guangdong is lower than in any of the other major coastal provinces, 
and the decline of non-FIE exports is greater. (Yet because of the larger 
share of FIE exports in Guangdong's total exports, the province has 
basically managed to maintain its share of national exports.) It appears 
that fundamental economic forces are pushing Guangdong out of its 
preeminent position in China's export drive. 

The coastal provinces have real advantages of location and endow- 
ments of human and infrastructural capital. Therefore preferential pol- 
icies alone cannot have a significant impact on regional growth. A 
serious response to China's regional problems will require an expensive 
program of accelerated infrastructure construction in inland regions, in 
particular, to improve transport networks. This strategy would only 
yield benefits over a fairly distant time horizon. Moreover, the high 
costs would probably lead the government to tax trade more heavily 
and use the money to fund increased inland infrastructure construction. 
Such policies would be suboptimal, but might represent the political 
equilibrium in the Chinese system. 

Technological Development 

The great imponderable factor is China's potential for rapid techno- 
logical upgrade. In this respect, the country's size is undeniably an 
advantage. Per capita measures of educational attainment or technolog- 
ical capability in China are not particularly impressive, but in aggre- 
gate, the population possesses impressive absolute capabilities in sci- 
ence and technology. Despite its low per capita income, China exports 
satellite launch services (on a small scale), produces nuclear reactors 
and weapons, and reportedly has over a million computer programmers. 
China also appears to have substantial advantages based on the preco- 
cious development of heavy industry and R&D activities within the 
framework of a planned economy. Positive assessments of China's 
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technological capability take two forms in the literature. One stresses 
China's strengths in basic science and defense-related technologies and 
argues that the potential for industrial applications is great. In this vein, 
Chu-chia Lin proposes a model of economic cooperation between China 
and Taiwan, in which the former provides the basic science and tech- 
nology, while the latter provides the manufacturing expertise.75 

The other approach, developed by Mitsuhiro Seki, highlights 
Chinese skills in basic industrial technologies, as distinct from famil- 
iarity with assembly operations on the one hand and basic science and 
technology on the other.76 Masaru Yoshitomi explains: "The funda- 
mental technologies . . . consist of casting, forging, plating, heat treat- 
ment, painting, machining, pressing, plastic molding, and other process 
technologies.. . . Most of the fundamental technologies are analog and 
mechanical [and] require a craftsman's skill, the learning of which takes 
years. The course of the industrial development of a country or a region 
tends to be strongly influenced by whether it possesses such fundamen- 
tal technologies."77 Since China does possess these capabilities, it has 
the potential for rapid technological upgrade and exceptionally broad- 
based industrialization. 

The experience to date is rather mixed. By some measures, the share 
of capital-intensive manufacturing-in particular, machinery-in total 
Chinese exports is increasing alongside the share of labor-intensive 
manufacturing. Yet this impression tends to disappear when the data 
are examined more closely. Yoshitomi points out that within the ma- 
chinery sector, China has revealed comparative advantage (at the three- 
digit level in the standard industrial classification) only in telecommu- 
nications equipment and household electrical appliances, both of which 
incorporate many labor-intensive assembly operations. Moreover, ex- 
port processing plays a large role in their production. Since one of the 
chief characteristics of export processing is that it allows the separation 
and dispersal of labor-intensive stages of the supply chain, the skill 
composition of the finished product may not be a reliable guide to the 
nature of the activities actually performed in China.78 

75. Lin (1994). 
76. Seki (1994). 
77. Yoshitomi (1996, pp. 15-16). 
78. See Wall and Yin (1994). Yoshitomi also points out that high technology chemical 

exports are apparently dominated by a few traditional Chinese products, including explosives. 
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China has recently attracted attention-both positive and negative- 
for beginning to supply components and subassemblies to aeronautics 
and aerospace producers in the United States. Even these achievements, 
however, are due largely to the attraction of access to the Chinese 
market and only indirectly to the cost-competitive provision of tech- 
nological services. As one industry observer comments: "Offset re- 
quirements have now resulted in substantial off-shore manufacturing 
that is mistakenly attributed to the pursuit of lower labor rates. The 
often cited examples in the press of the placement of parts manufac- 
turing in China by Boeing, McDonnell Douglas and various OEMs 
[original equipment manufacturers] are direct results of offset obliga- 
tions."79 Thus, at least through the early 1990s, it is difficult to find 
unambiguous evidence of technological upgrade in Chinese exports. 
Even when upgrade of exports is apparent, it is difficult to argue that 
China is closing the technological gap in terms of the technology em- 
bodied in exports. 

Issues of technological upgrade also interact with regional issues. 
China's technological resources are highly concentrated in northern 
cities, especially Beijing and Shanghai. Yet the greatest expansion in 
exports has come from the southeastern coastal region, which had a 
relatively weak industrial and technological base as of the early 1980s. 
It is likely that any substantial upgrade of exports will coincide with a 
shift in the geography of exporting. In this respect, China's size will 
probably be determinative. On the one hand, its size may allow an 
extended quantitative expansion of exports of a given technological 
level. If factor markets are increasingly liberalized and labor migration 
continues to grow, the supply of labor-intensive manufactures may be 
very elastic for a long time. On the other hand, if regional barriers are 
significant and local cost pressures are highly divergent, China may 
behave essentially as an assemblage of regional economies, with dif- 
ferent endowments and different comparative advantages. 

Competition for Export Markets 

In 1994, China produced 18 percent of all world exports of labor- 
intensive products.80 Despite the rapid growth and large share, prices 

79. Latham (forthcoming). 
80. According to the International Economic Databank at the Australian National 

University; see Findlay and Watson (1996, p. 13). 
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of Chinese exports have risen slightly, not fallen. This may indicate a 
very high demand elasticity for China's manufactures, or it may simply 
be that producers in Hong Kong and Taiwan have exited from these 
sectors as production in China has come on stream, so that the net 
supply capacity has not increased. Chinese exports are clearly comple- 
mentary to those from the more developed East Asian economies, such 
as Taiwan, Korea, and Japan. 

However, China faces substantial competition from ASEAN coun- 
tries in world markets. Not only is China's share of labor-intensive 
manufactures large, but the structure of revealed comparative advantage 
between China and at least some of the ASEAN countries is very sim- 
ilar. A comparison of correlation coefficients on revealed comparative 
advantage indexes in fifty-three labor-intensive products for China and 
twenty-five other countries finds that China has significant positive 
correlations with Korea, Thailand, Vietnam, and Indonesia. Elasticity 
of substitution among supplier countries is likely to be very high.8' 
Moreover, ASEAN countries-in particular, the populous "ASEAN 
four" (Indonesia, Thailand, Malaysia, and the Philippines)-have been 
experiencing increasing world market shares in the same labor-intensive 
manufactures as China. The ASEAN four already export more than 
does China, and their export growth rates are similar, even after trade 
within ASEAN has been netted out. Thus the value of the ASEAN 
four's exports outside ASEAN was $44 billion in 1987 and $108 billion 
in 1993, while total Chinese exports in these years were worth $39 
billion and $92 billion, respectively. China and ASEAN are both grow- 
ing rapidly, exporting the same labor-intensive goods, and trying to 
upgrade their industrial structures. 

China and ASEAN are trade partners as well as competitors, but 
their success in exporting to markets in developed countries means that 
the relative importance of their mutual trade has been declining steadily: 
the relative intensity of trade of China's exports to ASEAN has declined 
by more than half since 1980. China would seem to have a better 
endowment of human capital than most of the ASEAN countries, except 
for Singapore and perhaps Malaysia. But in the absence of any clear 
indication that China is upgrading its exports more rapidly than are the 

81. Boltho and others (1994, pp. 9-10). China also has significant positive corre- 
lations with Pakistan, India, Turkey, Egypt, Hungary, and Romania. 
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ASEAN countries, it seems that their rivalry will continue. Indeed, the 
widely held perception of a few years ago that China was superior to 
ASEAN as a destination for technology-intensive export-oriented in- 
vestment (for example, electronics) has now largely vanished. 

To date, this implicit competition has had two important conse- 
quences. One is the response of the ASEAN countries to the "China 
challenge"-in essence, a "competitive unilateralism," in which in- 
dividual countries undertake liberalization measures, particularly with 
respect to incoming foreign direct investment, in order to restore their 
competitive position relative to other potential host countries. The 
round of liberalization measures implemented in the early 1990s in 
order to win back foreign investors from China is a good example.82 
The ASEAN response has also been an important factor pushing China 
to continue with liberalization. 

The second important consequence is the development of the Asia 
Pacific Economic Cooperation process. APEC should be seen as an 
attempt to build on the existing framework of competitive unilateralism 
to create a systematic, though informal, process of interaction for mu- 
tual benefit. The challenge is to incorporate countries that are already 
open (such as Singapore and the United States); those that are liberal- 
izing or are set to do so (such as Taiwan and Korea); those that are 
trying to combine protection and trade promotion (such as the ASEAN 
countries); and those that are struggling to end extreme protectionism 
(such as China). To this end, participants are offered both positive 
inducements and implicit threats. The main inducement is the ability to 
benefit from liberalization measures in member countries; the implicit 
threat is the danger of being left behind in a region that is rapidly 
expanding and liberalizing. 

So long as overall world trade growth continues to be robust and 
export growth in China (and, to a lesser extent, the ASEAN countries) 
slows down, the adjustment required in the aggregate to accommodate 
these two growth areas should be feasible, with a modest amount of 
flexibility. The World Bank argues that there is room for the further 
expansion of labor-intensive exports from China, since there are still 
some sectors in which the Chinese presence is small.83 China's com- 

82. Tan (1994). 
83. World Bank (1994). Boltho and others (1994) and Findlay and Watson (1996) 

also provide basically optimistic assessments. 
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petitive challenge to ASEAN is likely to be moderated and contained 
by future trends. The ASEAN countries will find room in the expanding 
world market for labor-intensive manufactures to continue their recent 
phenomenal growth, while China will move to a slightly less steep 
growth trajectory. Today, China and the ASEAN four each account for 
about 3 percent of world exports. Assuming that world exports continue 
to grow at around 6 percent annually in real terms, real export growth 
at 10 percent annually in China and the ASEAN four would imply a 
6 percent share of world exports for each in 2015, and real growth at 
12 percent would imply an 8 percent share. 

Conclusion 

China has achieved export success through a combination of domes- 
tic economic reform and restructuring and the astute accommodation of 
opportunities created by East Asian economic restructuring and foreign 
investment. In some respects, the achievement is more limited than 
initially appears. The most successful export sectors are geographically 
concentrated and institutionally discrete. China is less open than trade 
ratios indicate for three independent reasons. First, because its pur- 
chasing power parity-adjusted GDP is so much larger than its exchange 
rate-converted GDP, trade ratios calculated with exchange rates can be 
misleading. Second, the degree of institutional separation between the 
domestic economy and the export sector remains substantial. Third, 
since so much export activity consists of processing imported materials, 
the share of in-country value added in exports is low. Thus activity in 
the export sector represents a smaller share of total national value added 
than might be supposed. Nonetheless, China's emergence as a major 
exporter in world markets is a real achievement. 

The main thrust of China's external liberalization strategy is chang- 
ing, and future trends are likely to be quite different from those of the 
past. A dualistic approach to trade reform made sense when export 
opportunities were geographically concentrated in the provinces around 
Hong Kong, and when foreign investors were the most attractive po- 
tential exporters. But today the challenge is to move nationwide liber- 
alization a step forward. The transformation of Hong Kong from a 
manufacturing enclave into the center of a manufacturing network that 
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extends throughout the province of Guangdong is now virtually com- 
plete. In the future, expanding and upgrading China's exports will 
require tapping the human capital located predominantly in the populous 
regions of northern and east-central China. Hence future export growth 
will not be determined by developments in Guangdong and Fujian to 
the same extent as past growth. Nor is it likely to be dominated by 
provincial export growth rates of over 30 percent (such as Guangdong 
and Fujian once achieved). Instead, future export growth is more likely 
to move close to (but still above) the 9 percent rate achieved by the rest 
of the country. 

China's present path toward unifying the dualistic trade regime is 
unlikely to create a highly open trade system. This is largely the con- 
sequence of currency appreciation, brought on by massive capital in- 
flows. Other recent policy choices point in the same direction; for 
example, scaling back the VAT rebate program, reducing concessionary 
measures for foreign investors, and taking a relatively hard-line position 
in international trade negotiations. Current policy choices, in conjunc- 
tion with the underlying economic fundamentals, are slowing China's 
integration into the world economy. 

The future is likely to bring a moderate deceleration in China's export 
growth. Currency appreciation is already slowing down exports, and 
Chinese policymakers do not seem ready yet to take the dramatic steps 
required to stem appreciation and accelerate import liberalization. In 
particular, the fragility of the state-run sector makes rapid liberalization 
less likely. And given China's poor fiscal position, the external sector 
is a tempting source of desperately needed revenues. Trade policy will 
focus much less on promoting exports; but genuine competitive ability 
will become more widespread. As part of this process, trade ratios will 
approach the norm for big countries. Later, as the pace of structural 
transformation and labor force growth slows, overall growth rates will 
also fall. China's export growth rates over the next twenty years may 
well be in the range of 10 to 12 percent per year, rather than the 
17 percent annually achieved over the past decade. 

Perhaps it is best to end on a note of uncertainty, however. Even 
though the present economic configuration makes liberalization more 
difficult for China, in some respects it also increases the ultimate ben- 
efits. Chinese policymakers are currently analyzing emerging economic 
trends. They may well decide against a scenario in which Chinese 
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exports cede competitiveness to ASEAN exports and the Chinese share 
of world trade stabilizes or even declines. They may recognize that a 
major technological upgrade in China is probably contingent on rapid 
liberalization, and they may decide that this is also the only way to 
introduce real competition into a broad range of currently protected 
domestic sectors. They might further conclude that the recent slowdown 
in labor force growth permits more radical restructuring of existing 
firms than has so far been countenanced. Together, these factors may 
encourage China's policymakers to take some risks. Bold moves to 
liberalize would not be in keeping with past patterns of gradual and 
cautious reform. But it is important to recognize the feasibility of a 
policy package that would reverse many of the trends described and 
extrapolated above. And China will always retain the capacity to sur- 
prise the rest of the world. 



Comments 

Nicholas R. Lardy: Barry Naughton's paper provides a very useful 
summary of China's external transformation during the reform era. 
Perhaps no other country has moved so rapidly from being a virtual 
nonparticipant in the international economy to being one of the top ten 
trading countries and one of the largest recipients of foreign direct 
investment in the world. One strength of the paper is that it clearly 
demonstrates the linkages between reform of China's domestic econ- 
omy and changes in its trade and investment regimes. Another is that 
it gives considerable attention to the underlying demographic forces 
that have influenced the transition and will likely exert a significant 
influence on China's future growth path. 

My comments fall into two areas. The first is the story of China's 
trade transformation. The paper portrays a strongly dualistic trade re- 
gime: an export promotion regime dominated by foreign-invested en- 
terprises and an import substitution, or ordinary trade, regime populated 
largely by indigenous firms. While a strong element of dualism has 
emerged, I believe that the paper overstates the degree to which foreign- 
invested and indigenous firms operate under "entirely different . . . 
institutions and regulations." For example, the duty drawback system, 
which was introduced in the mid-1980s, is available to all exporters, 
not only foreign-invested firms. Similarly, many domestic firms have 
been given the right to import and export directly. And even if they 
frequently do not exercise this option, domestic producers of export 
goods increasingly have been able to choose between several competing 
foreign trade companies for their international transactions. That is a 
dramatic change from the prereform era, when firms producing export 
goods were forced to deal with a single, monopsonistic trading com- 
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pany. In short, by the early 1990s, very few export products were still 
canalized.' Finally, domestic firms also had access to swap markets, 
which provided foreign exchange at rates more favorable than the of- 
ficial exchange rate. Indeed, the principal participants in these markets 
were purely indigenous, not joint venture or wholly foreign-owned 
firms.2 

These examples suggest that any dualism that has emerged in China's 
trading system reflects the varying ability of different categories of firms 
to exploit the opportunities created by the export promotion trade re- 
gime, rather than the deliberate creation of a separate trade regime for 
foreign-invested firms. As Naughton's paper shows, the export share 
of foreign-invested firms increased steadily in the decade 1985-95 and 
leaped upward in 1996, as exports of domestic firms shrank dramati- 
cally in absolute terms. He does not draw sufficient attention to a 
parallel dramatic rise in the share of exports produced by more entre- 
preneurial, nonstate firms, in particular, township and village enter- 
prises. State-owned firms evince little ability to compete in international 
markets and thus have contributed relatively little to the growth of 
China's exports over the past decade. 

The limited capacity of state firms to compete in international mar- 
kets raises the question whether the paper is too optimistic about the 
ability of Chinese policymakers to liberalize the import regime while 
simultaneously protecting existing interest groups and avoiding "undue 
dislocation." This assessment is based on the observation that state- 
owned firms are concentrated in only a few sectors and now contribute 
only one-third of total manufacturing output. 

Two important factors are overlooked in this analysis. The first is 
the continuing growth of employment in the state sector during the 
reform period. Naughton analyzes structural changes in the labor force, 
emphasizing the growing importance of employment in the nonagricul- 
tural sector and the declining share of new jobs in the urban public 
sector, especially after 1991. However, the growth of state sector em- 
ployment and its continued importance, in urban areas in particular, is 
not discussed. In 1978 state sector employment stood at 72 million. At 
year-end 1994 it was at 112 million. More important from the perspec- 

1. World Bank (1994, p. 28). 
2. Lardy (1992b, p. 61). 
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tive of the Chinese leadership, in 1994 two-thirds of the urban work 
force depended on the state for employment, a share that had remained 
almost unchanged for a decade. 

The second factor is that a large portion of the roughly 3.5 trillion 
yuan in loans outstanding from China's four largest banks (all state- 
owned) at year-end 1995 is presumably held by state-owned firms. The 
presumption is quite strong, since about four-fifths of their outstanding 
loans have been extended to state-owned firms. Chinese banking au- 
thorities concede that 22 percent of these loans (representing 760 billion 
yuan) are nonperforming by Chinese standards, which are lax. Even if 
as much as half of this amount is ultimately recovered, the losses would 
be huge relative to either the capital or the reported profits of these 
banks. Losses of 380 billion yuan would be more than half again as 
great as their total capital; they would be equivalent to nineteen times 
the most recently reported annual profits of the banks as a group. In 
short, the restructuring of state-owned firms must be accompanied by a 
write-off of nonperforming loans and significant recapitalization of the 
banking system, the fiscal cost of which is likely to have an adverse 
effect on economic growth. 

Thus the limits on import liberalization are perhaps more severe than 
the paper suggests. They are, I would judge, at the root of China's 
extreme reluctance to meet the current demands of the working party 
on China's membership in the World Trade Organization. It seems 
unlikely that China will accept an accession protocol that requires rapid 
liberalization of the import regime that protects state-owned industries. 
Rather, China appears determined to win maximum flexibility to control 
the timing of dismantling the barriers protecting its most sensitive sec- 
tors. 
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