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In order to make clear assessment of the economic future for China, the
following questions may need to be examined further:
o What are the major sources of rapid economic growth in China since 19787
o What are the major barriers to future sustaimable economic growth in Chma?
e What are the alternative economic reform policies open to the government?

* Chinese official statistics show clearly that the rise of the non-state enterprises,
including mainly the rural township and village enterprises and foreign invested
enterprises, has contributed decisively to recent rapid economic growth in China. But,
the statistics also show that the state-owned enterprises also experienced respectable
growth at least in gross output if not in profit remittances to the government (see
Singh, Ratha and Xiao 1994; Xiao and Gao 1994; Xiao 1991b). The growth of
virtually all sectors in China, the shift towards producing labor-intensive products, and
the surge in imports and exports and foreign direct investment have shown
convincingly that the economic growth smce 1978 is realized by taking China’s
comparative advantage in its abundant supply of labor (see Lardy 1994). The open-
door policy and the decentralization of economic decision-making to the enterprises
and farm households through various responsibility contracts are the new institutions
which have facilitated the commercialization of the economy and the realization of its
comparative advantage. The potential for sustained economic growth in the future lies
i1 the fact that China’s huge comparative advantage in labor relative to the West 1s
likely to remain for next fifty years or longer and the current Microeconomic
institutions based on open-door policy and decentralized decision-making are not
likely to be changed significantly by current or future leaders. Hence, at the micro
level, market forces or the “mvisible hand” seem able to lead China towards a
sustained economic growth.

According to the “invisible hand” theory, many “problems” appeared after

recent reform are rational responses guided by the markets.



* The migration from rural to urban areas clearly is consistent with the basic
economics of comparative advantage. The “unemployed” farmers in the cities are
simply looking actively for employment without askmg the help of the government.

* The fluctuation in farm prices and supply, which are common even in market
economies such as in the U.S. in the first half of this century, also show the
working of incentives and markets in the agriculture production and distributions,
Also, it seems economically wasteful for the Chinese farmers to worry about
China’s self-sufficiency in grain supply instead of China’s industrialization. It
would be better for the Chinese farmers to produce tractors for the American or
Australian farmers in exchange for grain (which can then be used to fulfill the
contracted quota set between the Chinese farmers and the Chinese government).

» The work unit (danwei) social security system, although reducing the profit
remittance of the enterprises to the government, show how the enterprises are
providing the services when both the government and the markets have failed to
provide a better and cheaper alternative (see Xiao 1991a and Xiao 1995). The rural
township and village enterprises have been playing the similar roles as the state-
owned enterprises in prodviding rural commuuity services.

* The bottlenecks in transportation, communication, and energy are the driving forces
for the recent surge of foreign investment in these sectors. The recent sharp
mcrease m freeway and air links between major Chinese cities and in the pagmg and
mobile phones services show how the supply and demand forces can eliminate
bottlenecks.

 The regional gaps in growth, productivity and income across China simply show the
impact of intorducing market institutions on the regional economic performance
and welfare. The west and inland regions have been learning from the successful
policies of coastal regions although they are asking for help from the central at the
same time (see Xiao 1994a). The open door policy is bringing foreign investment
mto the coastal as well as the inland regions now.

e Even the widely spread corruption, which has serious macro economic
consequences as will be discussed shortly, seems to have helped the flow of
resources towards the highest bidders in the markets. Without it, how the non-state
sector can access the capital that has been crucial for its rapid growth? (see Xiao
1994b)

In summary, the micro “problems” discussed above seem to signal a normal
workmg of the growth engme or the “invisible hand” of the economy. However, the
summation of these micro “problems” does present major macroecc;nomic_' crisis that
may hinder sustained economic growth in China. '



The macroeconomic imbalances, such as inflation, the potential national debt
crisis, convertibility of RMB, and the unemployment, have become one of the major
factors for political, social and economic mstability smce 1978. The government has
not yet been able to make fundamental progress in macroeconomic management
mainly because of the constramnts at the micro level: the insistence by the authorities
on the state ownership of large urban enterprises and on the collective ownership of
farm land and rural enterprises. The widely spread public ownership of means of
production discourages private enterprises and encourages rent-seeking activities at
every corner of the economy (Sheng and Xiao 1995).

The rent-seeking behavior does not necessarily create major allocative
inefficiency at the micro level smce the parties involved have incentives to make the
distribution or redistribution of economic rent at the lowest costs possible (Xiao
1995). Individuals and enterprises have to spend time and resurces to lobby for loans
and investment from the state banks and state economic admimistrations but they
would minimize the lobbying costs. However, the macroeconomic consequences of
the rent-seeking is serious and will lead to the asset-liability imbalances for the state
sector of the ecoﬁomy.

The assets of the state are dissipated due to the rent-seeking. The rising social
services to employees at the state-owned enterprises, the luxury life-styles of some
managers at the rural enterprises, and the profits from speculation at the securities and
real estate markets are consumed but not wasted. The benefits in the above cases are
simply “privatized” while the costs are charged to the publicly owned enterprises,
shrinking the net market value of the publicly owned assets.

On the other hand, the government has to commit more and more hard
liabilities resulting from the transition from a centrally plan system to a market
economy. Pensions to retirees of the state-owned enterprises have to be paid. Inthe
state banking sector, bad loans imply losses of the state assets while rising household
savings deposits are hard state liabilities. The market economy also needs strong tax
collection agencies, c'ostlyA legal and regulatory institutions, extra police and civil
services, basic social safety net, and extensive mfrastructures. All of them are hard
liabilities of the government (see Sheng and Xiao 1995).

The imbalance in the assets and liabilities of the state sector is hidden under the
balance sheets before it is revealed by price reforms, privatization or bankrucy of loss-
making enterprises. When the liabilities are exposed, they need imediate fmancing.
The government can print money or borrow to pay the liabilities but it would lead to
mnflation or rapid rise in domestic and external debts. Temporary measures such as an
austerity program may reduce inflation by keeping the liabilities unpaid for a while.
The fundamental problem of asset-liability imbalance can only be solved by increasing



the net value of the state asset, net of the liabilities. The challenges to the Chinese

government are:

e How to control the losses of net state assets due to rent-seeking activities?

e How to increase the net value of the currently owned state asset?

» How to capture the capital gains and use it to pay the liabilities the government
already commutted or has to commit in the future?

“An optimistic scenario is that the government would diversify its ownership of
state-owned assets by partially privatizing the individual state-owned enterprises so |
that most of them would become joint-ventures with non-major (less than 50% or
better less than 30%) ownership by the state and also delegate management to the
private mvestors. Since few enterprises would then have more than 50% shares owned
by the state, the traditional state-owned enterprises will no longer exist. A level
playing field for all enterprises could then be built by allowing the market to determine
interest rates and allocation of capital. The rent-seeking activities would then be
eliminated when the public ownership is no longer dominating. The government then
can free-ride the effort of the private investors in the management and control of the
state-owned assets. The mcrease in productivity of the privatized enterprises would
generate capital gains to pay past liabilities of the state so that to close the asset-
liability gap once and for all (see Xiao 1994c). |

A pessimistic scenario is that the government would gamble on the state owned
enterprises to generate revenues for paying mounting liabilities. It can mobilize the
expensive private household savings and inject them into a few thousand large state-
owned enterprises. This would not only drive other non-priority enterprises out of the
formal caprtal markets but also create rent-seeking opportunities for informal diversion
of capital from priority to non-priority enterprises. When the state-owned enterprises
fail to deliver the needed revenues to the government, the asset-liability gap of the
state would widen and generate inflation and debt crisis and potential political, social
and economic mstabilities.

In the near future, the pessimistic scenario is likely since the inflation of 15%
to 25%, the domestic and external debt of about 20% to 25% of GDP, and urban
unemployment rate of 2% to 5% are not really threatening to political, social and
economic stability m China. The economic potentials as well as people’s living
standards in China have never been as good as they are now since 1949. It simply
does not pay to current leaderships to risk a fundamental reform of the Chinese
economic system. However, as the inflation or unemployment problems deteriorate
into potential crisis in the near future, the leaderships and the societil would have to
make decisions on the fundamental reform of the Chinese economy, gradually or

radically.
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