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EXECUTIVE SUMMARY 

1. China’s remarkable growth record over the last 25 years owes much to i t s  gradual 
process o f  reforms and integration into the world economy. The productivity increases the 
reforms triggered and the savings i t  generated allowed for high investment and income growth 
throughout much of the reform period. The latest wave o f  reforms i s  stimulated by China’s 
entry into the WTO, which further reduces tariffs and non-tariff barriers, opens up numerous 
industries and services to domestic private and foreign competition, and eliminates most 
restrictions on foreign entry and ownership. 

2. Lack o f  market integration has been a long-standing concern in China. The existing 
empirical evidence on the degree and.trend in local protectionism and market fragmentation has 
painted a mixed picture - some concluding to increasing fragmentation, others pointing at 
increasing integration. T h i s  report uses a comprehensive set o f  survey data and a provincial data 
set to examine the extent and trends in market fragmentation. I t  finds a mixed record across the 
three key markets in product, labor and capital: 

Since the early 1990s, the product market i s  increasingly integrating, with converging 
prices across the country and increasing regional specialization. The survey data suggests 
strongly that regional protectionism declined significantly over the past 10 years. 
However, new forms o f  protectionism embedded in the local affiliation o f  the judiciary 
and local government procurement practices continue to pose serious challenge to 
product market integration. In addition, still-lagging infrastructure development may 
prevent the spread o f  economic growth across China. 

The labour market, while getting more integrated over the reform period, s t i l l  shows 
significant fragmentation across regions and across sectors. The  remains o f  the hukou 
system, the l imited access migrants have to social services and the highly uneven quality 
o f  public services reinforce labour market segmentations. 

The capital markets s t i l l  show large misallocations in capital across industries, and across 
China’s regions. More significantly, the empirical evidence indicates that the degree o f  
capital market fragmentation has actually increased in the 1990s compared to the 1980s. 
The key culprit in this are, on the one hand, the remaining restrictions on interest rates 
and the underdevelopment o f  China’s capital markets, and on the other, the stark regional 
differences in the investment climate, the regulatory, institutional and infrastructure 
environment that determine whether or not investors find localities attractive to invest in. 

3. 
increasing prominence for four reasons: 

As China i s  moving towards a Xiaokang Society, national market integration takes on 

Continued high growth w i l l  increasingly rely on movement o f  people from 
rural to urban areas, and from one industry to another. 

Market integration i s  needed to reap productivity gains that should come wi th  
an economy the size o f  China’s. 
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Integration o f  China’s markets would allow the benefits from rapid growth to 
spread more evenly to the hinterland. 

Integration o f  China’s domestic market w i l l  increasingly be the basis from 
which the country’s enterprises can be nurtured and eventually able to compete 
in the global economy. 

4. Indeed, the gains for China of better integration o f  goods and factor markets can be huge 
- much larger than the gains expected from the WTO accession for which the country worked so 
hard. The report conducts policy simulations to estimate these gains. 

Policy simulations are used to estimate the potential gains from greater labour market 
integration. Using 2001 as a baseline, the report examines three scenarios: moving 1 
percent, 5 percent, and 10 percent o f  labour force out of the agriculture sector and 
distribute them equally into the other three sectors. With a mere one percent labour 
reallocation, the GDP wi l l  gain 0.7 percent. I f  the share of labour outflow reaches to 5 
percent and 10 percent, the GDP w i l l  grow by 3.3 percent and 6.4 percent, respectively. 

In addition, in view o f  the disparity in marginal productivity o f  labour across sectors and 
regions, policy simulations and i t s  impact across different regions are conducted. In 
moving 1 percent, 5 percent, 10 percent o f  labour out o f  the rural areas to the urban 
areas, the overall economy would gain by 0.5 percent, 2.5 percent, and 5.0 percent o f  
GDP respectively. More significantly, the gains are much higher in the western and 
central region compared to the east and north-eastern region. With 10 percent o f  labour 
movement, the western and central region would gain by  8.2 percent and 5.7 percent, 
compared to 3.5 percent and 3.1 percent for the northeast and eastern region respectively. 
These policy simulations indicate that facilitating labour market mobil ity and integration 
not only improves economic efficiency but also enhances equity. 

Research findings indicate that the hukou system and constraints on labour mobil ity have 
resulted in sub-optimal size and under-agglomeration in Chinese cities, leading to 
significant economic welfare losses. Estimates show that increasing a city at 50 percent 
below optimal size to i t s  efficient size w i l l  raise output per worker by  about 40 percent, 
indicating that the net benefits o f  clustering and agglomeration i s  considerable. For WE, 
estimates show that a 10 percent increase in local sale would raise value added per 
worker by  3 percent. This inability to cluster has also affected TVE competitiveness and 
retarded the industrialization and urbanization process o f  small and medium size cities, 
aggravating regional inequality 

The report also estimates the economic gains f rom greater financial market integration. I t  
conducts a simulation by changing the long standing urban bias policy through the 
movement o f  investment from cities to rural areas while keeping the total amount 
investment constant. The analysis indicate that if we move 1 percent, 5 percent, and 10 
percent o f  urban investment to the rural areas, the whole economy w i l l  gain an additional 
0.7 percent, 3.2 percent, and 5.9 percent in GDP respectively. In the second simulation, 
the report assumes that the government makes additional investment in the rural areas, 
dividing equally between the agricultural sector and the rural non-farm sector. An 
additional 10 bi l l ion investments in rural areas contribute to an increase o f  GDP by  0.2 
percent, or about 21 bi l l ion yuan. In view o f  the fact that in the rural areas, most 
productions are labor intensive, a large share o f  the gain w i l l  go to labor compensation 
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and benefit to farmers. This would greatly reduce sectoral and regional inequality. When 
the size o f  investment increases to 50 and 100 billion, the overall GDP w i l l  increase by 
0.8 percent and 1.7 percent, or 85 and 182 bil l ion yuan. 

In the policy simulations o f  moving 1 percent, 5 percent and 10 percent o f  capital 
investment out o f  the urban into the rural area, the efficiency gains i s  much higher for the 
northeast and western region. While the overall economy would gain by 0.7 percent, 2.9 
percent and 5.0 percent respectively, the gains for the northeast region i s  much larger at 
0.9 percent, 4.1 percent and 7.0 percent respectively. The gains in the western and central 
region are also larger than those in the eastern region. These policy simulations highlight 
the economic gains from reallocating resources from low productivity sector to high 
productivity sector. Reversing the urban bias investment policy w i l l  enhance overall 
economic growth. In addition to economic efficiency, these policies w i l l  also bring about 
distributional effect by  reducing regional and sectoral inequality. Hence, these policies 
are both efficiency improving and equity enhancing. 

5. Other continental economies have managed to integrate their economies in a variety o f  
ways. In the USA, which started out over two centuries ago as an amalgam o f  13 separate 
colonial economies, the commerce clause o f  the constitution (Article 1, section 8) which 
increasingly strictly enforced in federal courts was the main driver of integration. This stron 
legal basis was supported by strong infrastructure developments - railways and canals in the 19 
century, and roads and airways in the 20th. In the European Union, where integration i s  of a 
more recent date, first the Treaty of Rome (1957) and later the Treaty o f  Maastricht (1992) and 
the introduction o f  a common currency, the Euro on Jan 2002, were milestones in integration. 
As in the US, European market integration i s  enforced by a strong European court, and 
increasingly by European Commission directives with the power to force change in national law. 

a 

6. As a continental economy, i t  i s  time China starts i t s  own determined effort to more 
rapidly integrate i t s  markets, to maximize efficiency and growth, and ensure that the welfare 
gains get distributed more evenly across the nation. Such efforts should include actions in a 
variety o f  areas, the critical ones being: 

Considering China’s own version of the “commerce clause” that would empower the 
central government as well  as businesses and individuals to find recourse against 
local government attempts to undermine unity o f  China’s economic space. 

Assigning an institutional “home” for the issue o f  economic integration. T h i s  could 
be a greatly strengthened domestic trade section of the Ministry o f  Commerce. 

Reorganizing the courts system into a national system with jurisdiction over any 
disputes related to commerce and factor mobility, including trade disputes and 
government procurement complaints. 

Continue efforts to link the hinterland with modern transport infrastructure. 
Tremendous progress has been made in the last 25 years, but China i s  yet to catch up 
with more advanced countries in infrastructure density, and s t i l l  lags developing 
countries such as India in roads density. 

Phasing out the remnants o f  the hukou system while alleviating the constraints in 
urban public services to allow workers to go where they can be most productive. T o  

... 
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further reform the hukou system, i t  i s  necessary to separate the entitlement o f  social 
welfare and public services from hukou identity. This involves paying o f f  the arrears 
social security funds owed to SOE workers. In addition, i t  i s  necessary to augment 
the supplies and equalize the availability o f  facilities for medical care and education 
between rural and urban areas. This entails a more rational inter-governmental fiscal 
system and a more equitable transfer system, particularly to local governments in 
poorer regions. 

Abolishing the remaining interest rate restrictions in the financial sector and 
improving the regulatory and institutional quality and infrastructure o f  backward 
regions so as to encourage capital f low to i t s  most productive use. 

Given the pressure from WTO commitments, banking reform in China can be' 
considerably speeded up through the exploitation o f  extensive experienced senior 
executives from the Chinese Diaspora in the U S  and European investment and 
commercial banks, as well as the Hong Kong, Taiwan and Southeast Asian banks. 
These experienced personnel are more l ikely to be able to adapt to the peculiar 
cultural and operating environment in China. 

i v  



CHAPTER 1 
INTEGRATION OF NATIONAL PRODUCT AND FACTOR MARKETS: 

ECONOMIC BENEFITS AND POLICY RECOMMENDATIONS 

I. Introduction 

1.1 Despite over twenty years of economic reform, product, financial and labor markets 
remain fragmented in China today. A Tianjin factory cannot sel l  i t s  bricks in Beij ing without 
a special license. The Shanghai government tries to keep the local General Motors assembly 
plant from buying car parts outside the city. Non-Shanghai trucks are barred from entering the 
city between 7 am and 9 pm, giving local shippers a significant competitive edge (EIU 2002). 
Enterprises in cities give priority to local residents in their recruitment. Migrant workers are 
denied the benefits o f  registered urban residents, such as medical benefits, unemployment 
allowance, pension, and various subsidies. Discrimination against outside enterprises in the local 
judicial system i s  rampant. Inter-regional merger and acquisition activities are severely 
constrained by local governments. Intervention by local governments in bank lending as well as 
remaining administrative controls on interest rate result in rent seeking activities in which 
projects that contribute to local government revenue or favored clients are given priority over 
other private sector projects. All o f  these are examples o f  market fragmentation. All undermine 
China’s productivity and growth. 

1.2 Market  fragmentation has a long history in China. In the post-1949 period, China 
pushed for provincial autarky, due to ideological as well  as defense consideration. Provinces 
were encouraged to develop their own consumer products and machinery industries, often 
creating inefficient constituencies that required protection to survive. Post-1978 economic 
reforms further decentralized power ta the local governments, creating significant number o f  
interest groups in provinces, cities, and counties, eager to protect their own local interests. 
Despite the u n i t a j  political system, the central government’s ability to control what happens in 
the provinces i s  often limited. 

1.3 The central government has long recognized the negative implication of market 
fragmentation. Since the mid-l980s, there have been a series of laws and administrative 
decrees against local protectionism such as “law against unfair competition”, “decisions on 
rectifying and improving order in the market economy”, “regulations about banning local 
barriers in the activities of the market economy” (Chen Dongqi, 2002). In recent years, the 
State Council has issued “State Council ban on activities in local protectionism” detailing 
regulations prohibiting local protectionism (People’s Daily, April 30, 2001). At the 2002 China 
Development Forum, Wang Yang, the Vice Minister o f  SDPC, emphasized “breaking down 
local protectionism and setting up a unified, fair and orderly national market as urgent and 
important tasks facing the ‘government.” (Xinhua News Agency March 26, 2002.) At the 
sixteenth Party Congress in November 2002, the Prime Minister’s report clearly noted the urgent 
need “. . . to smash monopolies and regional protectionism, foster the free f low o f  products and 
factors of production in the national market” (People’s daily, November 15, 2002). 

1.4 Despite periodic clampdown and constant directives from the central government, 
local protectionism and market fragmentation continue to be a concern. This i s  because 
the underlying reasons are structural and deep-rooted. In the past two decades, fiscal 
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decentralization has been a key feature o f  Chinese economy. As a result, local governments 
have an incentive to protect local f i r m s  as local job creation, their tax base, SOEs as their base of 
political power and source o f  private benefits as well as fiscal revenue depend on them. In 
addition, the cadre performance evaluation system which focuses significantly on local GDP 
growth, also compels local governments to emphasize on the local economy. Meanwhile, there 
was no promulgation in the early years o f  economic reform, and no  effective implementation in 
the later years, o f  central government policies that prohibit interregional trade barriers. 
Consequently, a major reason for the fragmentation o f  regional markets i s  the interlocking 
relationship among the web o f  local political interest, local economic system and local 
administrative structure. A key motivation for local protection i s  the source o f  local revenue. 
Local governments are expected to shoulder a significant portion o f  social services l ike 
education, health and welfare, the financing o f  infrastructure construction, administrative costs 
(e.g. wages), consumption o f  government units (e.g. offices, housing for state employees) and 
make up for deficits in budgetary allocation for officially approved projects. For the local 
governments, the local economic base i s  the main source o f  budget revenue. I t  i s  not surprising 
that they intervene to obtain bank loans for local projects, protect local enterprises against 
external competition to sustain local budget revenue, create jobs and safeguard their own 
interests. 

A. Importance of National Market  Integration 

1.5 Market  fragmentation has hampered the development of a unified continental 
economy in China. Historically, the movement from localized markets to broader regional, 
national markets has been an important factor in the process o f  economic development. In the 
US, for example, the dramatic growth o f  railroad and telegraph networks in the decades after the 
Civ i l  War stimulated an especially rapid pace o f  economic integration. The fall ing cost o f  
transportation and communication at that time was instrumental in the emergence o f  modem 
business enterprise. Responding to opportunities created by  fall ing transportation and 
communication costs, manufacturers in a wide range o f  industries took advantage o f  the 
economies o f  scale and scope to expand production and integrate horizontally and vertically to 
serve the national and international markets (Chandler 1977). At roughly the same time, 
organized stock exchanges, commercial paper houses, insurance agents, mortgage brokers and 
other financial intermediaries were expanding their role in the inter-regional mobilization o f  
capital, contributing to the emergence o f  an increasingly integrated national capital market 
(Snowden 1987, Davis 1965, Ode11 1989, Sylla 1969). In addition, by the late nineteenth 
century, integration o f  the labor market was progressing steadily, though the persistence o f  a 
large north-south wage differential during the early twentieth century indicated a lack o f  total 
labor market integration between the two regions (Rosenbloom 1990). Economic integration 
within the EU has led to greater integration in the product, labor and capital market as well as 
changing patterns o f  production and specialization among the European countries. A large 
proportion of manufacturing industries have become geographically more concentrated. The EU 
experience i s  highly relevant to China’s vision on national market integration as both start out 
with fragmented production pattern as well  as segmented markets in the factors o f  production 
defined by the boundary o f  nation states (provinces). Analogous to the EU experience, the 
Chinese provinces which have fragmented markets can move gradually from a free trade 
agreement into a custom union and eventually into a ful ly integrated national market. 

‘ 

1.6 Porter’s (2000) analysis has highlighted the critical role a healthy and vast home 
market in fostering firm competitiveness. Consequently, market fragmentation has deprived 
f i r m s  in China from exploiting the economies o f  scale and scope arising from a large domestic 
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market, in achieving efficiency gain for international competitiveness and industrial upgrading. 
More significantly, mobil ity o f  output and factors o f  production, flexibility in the entry and exit 
o f  f i r m s  are increasingly important to facilitate and ease the pain o f  restructuring in industries 
and f i r m s  arising from shocks in WTO accession and rapid structural change. This flexibil i ty 
would help to reduce concentration and pockets o f  regional unemployment and poverty 
especially in the northeast and western region. A more integrated national market i s  also l ikely 
to facilitate and speed up the flying geese pattern o f  industrialization from eastern to central to 
western region in China, hence speeding up industrialization in lagging regions and reducing 
poverty and regional inequality. 

B. Literature Survey on Local Protection and Market  Fragmentation 

1.7 Despite extensive empirical research, the existing literature on local protection and 
market fragmentation has yet to reach a consensus on the extent or  even the trends over 
the past two decades. Existing literature has documented the extent and trend in market 
fragmentation. There are basically four approaches to measuring China’s provincial economic 
integration. The first i s  the price approach by analyzing the trend in prices or rates o f  returns 
convergence. The second i s  the production approach through the examination o f  the trend and 
similarity in the production structure across different provinces. The third i s  the trade approach 
which focuses on the direct analysis o f  data on inter-provincial trade flows. The fourth i s  the 
business cycle approach, through the analysis o f  the correlation o f  business cycles among 
regions. Several studies found evidence of lacking integration: (i) the rate o f  returns to capital 
and labor not equalized across region and industry, (ii) production structures have become more 
similar rather than exhibiting greater regional specialization and, (iii) inter-provincial trade 
flows have fallen over the recent period. 

. 

1.8 A World Bank study (1994) found a poorly integrated national economy where (a) 
regional price differentials were substantial and frequent; (b) regional distribution o f  industrial 
output showed that.each major industrial group was located in virtually all.the provinces; (c) the 
ratio o f  inter-regional trade flows to total retail sales had actually declined in many provinces 
and on aggregate for the country as a whole; (d) inter-provincial investment as a proportion o f  
total investment had declined; and (e) evidence o f  poor integration in the regional mobil ity o f  
labor. 

1.9 Young’s (2000) paper showed that data on the structure of GDP indicate 
widespread convergence in the structure of production rather than greater regional 
specialization during the reform period. The inter-regional variation o f  prices actually rose 
during the 1980s’ and then fluctuated during the 1990’s, a pattern compatible with the anecdotal 
evidence o f  inter-regional trade wars periodically suppressed unsuccessfully by  the central 
authority. Regional relative factor allocation and labor productivities have also diverged, 
indicating greater fragmentation. 

1.10 Using a new set of provincial trade flow, Poncet (2001a&b, 2002a&b) analyzed and 
compared the magnitude and evolution of China’s provinces engagement in domestic and 
international trade by computing the all inclusive indicators of trade barriers. The 
empirical evidence indicate that China’s provinces greater integration with the global economy 
and trade went hand in hand with a decline in domestic trade f low intensity between 1987 and 
1997. Poncet found that not only i s  inter-provincial trade f low intensity low but also that i t  has 
decreased between 1987 to1997. Barriers to trade between China’s provinces are estimated to 
be closer in magnitude to that on international trade between U S  and Canada or among countries 
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in the EU than that on trade f low within a single country. In 1997, provinces consumers 
purchased 27 times more local goods than goods from the rest o f  the country, against 16 in 1992 
and 12 in 1987, indicating a growing fragmentation o f  China’s domestic market into cellular 
sub-markets. Wu (1994), Cheng and Wu (1995), and Zhou et al. (2000) found a similar lack o f  
integration between regional markets. 

1.11 Using an error components model that decomposes provincial sectoral real value-added 
growth into common national effects, industry specific effects, and province-specific effects, Xu 
(2002) showed that province specific factors s t i l l  account for one-third o f  the variance o f  real 
output growth in the short run, indicating that economic integration has progressed but 
incomplete. The empirical evidence also indicate that business cycles in the coastal areas follow 
the national growth cycle most closely but the western region has a rather different cyclical 
patterns, and tend to be counter-cyclical. In addition, Xu and Voon (2002) found that in the 
short run, only between 2-15 percent-of the price variation were explained by  province specific 
factors whilst the remaining variation was accounted for by sector specific factors but common 
across al l  provinces. In the long run, province specific factors accounted for 15-25 percent. 
More significantly, from 1985-89 to 1990-93, empirical evidence indicate that China has 
become less integrated. Fan, Robinson and Zhang (2003) have also found that the provincial 
marginal rates o f  return to capital in agriculture, urban industry, urban services and rural 
enterprise have diverged since 1985. The Gini coefficients were 0.16 in 1978, 0.11 in 1985 and 
rose substantially to 0.21 in 1995. 

1.12 On the other hand, other studies suggest that the degree of national market 
integration has improved, especially over the past decade. Naughton (1 999), using inter- 
provincial trade data has found that the degree o f  market fragmentation was lower in 1992 than 
in 1987. Using provincial industrial data for the period 1985-1994, Fujita and Hu (2001) found 
strong empirical evidence o f  increasing agglomeration in industries as diverse as textile, apparel, 
metal products, rubber and plastic, electronics, machinery as well as electrical machinery. The 
agglomeration effect was particularly strong in the coastal provinces. Park, Rozelle and Huang 
(Park et al, 2002) found evidence of highly integrated agricultural markets. They found that only 
20 percent to 25 percent o f  markets showed s igns  that the prices were moving together, but 
showed evidence of rising integration between the late 1990s and mid-1990s. Huang and 
Rozelle (2004) updated this study for the period 1996-2000 in an effort to understand how WTO 
w i l l  affect the agriculture sector in China. They found that the number o f  integrated markets 
increased substantially. In addition, Ba i  et a1 (2004) using panel data o f  32 industries in 29 
provinces (including special municipalities and autonomous regions), compared to Young’s 
(2000) more aggregated five-sector data in the national income accounting, find that the degree 
o f  similarity in industrial structure among provinces decreased from 1985 to 1997, indicating 
greater regional specialization and declining market fragmentation. They find that local 
governments tend to protect (i) industries that yielded high profit and tax in the past, thereby 
reducing the geographic concentration in those industries; (ii) industries with larger share o f  
SOEs; (iii) industries with larger f i rms.  Huang and Wei  (2002) used a panel o f  monthly prices 
for 44 goods across 35 cities from Jan. 1990 to Jun. 1997. They approached the dataset at the 
individual product level to understand local protectionism in China. While they reproduced 
Young’s results at the aggregated level, they obtained opposite results when working at the 
individual goods level as most of the goods in their sample displayed a clear trend o f  
convergence in labor productivity and prices over the 1990s, with the convergence rate 
increasing over time. 
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1.13 
market fragmentation i s  inconclusive. 

In summary, therefore the empirical literature on the extent of and trends in 

C. Objectives of the Report 

1.14 This report attempts to shed new light on the issue of market integration. I t  
analyzes the nature of local protectionist practices, the extent and trend in the 
fragmentation of the product, labor and financial markets as well as estimates the 
economic benefits to be gained resulting from greater national market integration. The 
report also proposes specific policy measures to address existing fragmentation in the 
product, labor and financial markets and to facilitate the formation of an integrated 
national market. The report relies on two major original data sets: 

(i) A data set based on a comprehensive survey on regional protection conducted by the 
Wor ld  Bank and the Development Research Centre (DRC) o f  the State Council in 2003. 
The data set covers 3,156 enterprises across al l  the 31 provinces and encompasses a 
rather comprehensive set of industries as well as 1349 individuals who work at local 
governments, research institutes, universities or other related public sectors that have 
relevant knowledge on local protection. The sample includes large, medium.and small 
enterprises as well  as different type o f  ownership. 

(ii) A data set of provincial GDP, labor force and capital stock for the economy divided into 
four sectors: urban industry, urban services, agriculture, and rural enterprises, and four 
regions: east, central, west, and northeast over the period 1978-2001. In our analysis, we 
estimate production functions for the four economic sectors using provincial time series 
data for 1978-2001. With the estimated parameters and factor productivity, we were able 
to estimate the marginal product of labor and capital by  sector and by  region over time. 
The computed data allow us to analyze the trend in factor market fragmentation across 
sectors and regions as well  as estimate the economic benefits gained in greater factor 
market integration. 

1.15 Chapter 2 analyzes the trends in product market integration as well  as the extent and 
trends in regional protectionist practices. I t  examines the survey findings on the most serious 
local protectionist practices and proposes policy measures to address these problems. Chapter 3 
focuses on the fragmentation in the labor market, examines the survey findings on protectionist 
practices in this market, and analyses the divergence in the marginal returns to labor across 
sectors and regions over the reform period. I t  estimates the economic benefits o f  greater labor 
market integration and proposes policy measures to achieve that. Chapter 4 documents the 
institutional background on capital mobil ity and analyzes the trends in financial market 
fragmentation and the distortion in capital flows. I t  also estimates the economic benefits o f  
greater financial market integration and suggests policy measures to enhance market integration. 
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CHAPTER 2 
INTEGRATION OF THE PRODUCT MARKET' 

A. Introduction 

2.1 The extensive literature of empirical research on local protection and, market 
fragmentation has yet to reach a consensus on the extent or even the trends on market 
fragmentation over the past two decades. This chapter employs a data set of provincial 
GDP, labour force and capital stock for the economy over the period 1978-2001 to analyse 
the trends in product market fragmentation. In addition, an extensive survey covering 
3,156 enterprises across all the 31 provinces i s  conducted to examine the extent and trends 
in regional protectionist practices. 

2.2 The analysis indicates that overall, the regional specialization index has increased 
significantly, indicating that product market integration has improved substantially since 
the early 1990s. The survey data also confirms a dramatic fall in local protectionist 
practices, particularly in the area o f  sale limit, price restriction, administrative discrimination, 
and informal protection to local imports as well  as intervention in finance and technology 
transfer. The results suggest strongly that regional protectionism declined significantly over the 
past 10 years. A full 67.3 percent o f  the respondents think that regional protectionism has been 
somewhat or much better, compared to ten years ago. The survey results also indicate that 
presently, the main factors perceived by f i r m s  to limit external sales are ranked as follows: (i) 
limited market demand (ii) lacking competitive prices (iii) high transportation cost. Regional 
protection only ranks fourth as a perceived factor limiting sales, followed by product not suitable 
for long distance sales, the need to improve quality, and poor distribution channel. 
Consequently, the overall empirical evidence strongly supports the findings that regional 
protectionism and product market fragmentation have declined substantially over the past 
decade. 

. 

B. Main  Findings on Product Market Fragmentation 

(a) Trends in Product Market Integration 

2.3 Over the past 25 years, the transformation from a centrally planned to an increasingly 
market driven economy in China has led to substantial efficiency gains and rapid economic 
growth. However, economic reforms may not guarantee domestic market integration in a 
partially reformed economy as Young (2000) has argued. Increasing inter-regional competition 
may lead local governments to impose a variety o f  protectionist measures, resulting in greater 
domestic market fragmentation. Young's work has stimulated a series o f  studies to investigate 
the issues o f  market integration. The survey results (section (b) below) indicate that China's 
domestic product market has become more rather than less integrated, while protectionist 
measures have also declined significantly over the past decade. This could be largely attributed 
to the success o f  the price reform, as well  as the extensive expansion in transportation, 

' T h i s  section i s  based partly on the papers prepared by Li Shantong (2003) and Zhang & Tan (2004). 
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telecommunications and information networks that have linked up the national markets. 
Administrative allocation and administered prices for the product market was reformed 
progressively through the “dual track” approach throughout the 1980s and 1990s. As the “plan- 
track” diminished and the “market-track” expanded, price reform o f  the product market 
progressed steadily throughout the period. By 2001, market price determined 97.3 percent, 90.5 
percent and 97.4 percent of agriculture products, industrial products and retail sales respectively, 
compared to 5.6 percent, 0.0 percent and 3.0 percent for 1978 (see Table 2.1). 

Agriculture Plan Price 
Product Market Price 
Industrial Plan Price 
Product Market Price 

1978 1985 1990 1995 2001 
94.4 37.0 24.0 17.0 2.7 
5.6 63.0 76.0 83.0 97.3 

100.0 64.0 44.6 15.6 9.5 
0.0 36.0 55.4 84.4 90.5 

Retail 
Sales 

2.3 The extensive expansion in the transportation network over the past two decades 
has also contributed significantly to the integration of the national market. Since 1985, the 
government had placed a high priority on road development, especially the development o f  
highways connecting major industrial cities in the coastal region. The pace o f  highway 
construction picked up in the 1990s and accelerated throughout the early 2000s, especially in the 
central and western region. B y  2002, there were 25,130 km of  expressway, 27,468 km o f  class 
one and 197,143 km of  class two roads. Road density, which stood at 101.0 k m / l O O O  km2 in 
1985 almost double to 189.2 k m / l O O O  km2 by  2002 (see Table 2.2). Reflecting the role o f  the 
local governments in infrastructural development, these highways were largely funded by  local 
governments using domestic loans and self raised funds (see Table 2.3). However, despite the 
extensive expansion in road construction over the past decade, China’s transport density i s  s t i l l  
relatively low compared to developing countries l ike Brazil and India, let alone the developed 
countries (see Table 2.4). 

Plan Price 97.0 47.0 30.0 8.8 2.6 
Market Price 3.0 53.0 70.0 91.2 97.4 

Year Expressway 

1980 0.0 
1985 0.0 
1990 522 
1995 2,141 
2000 16,285 
200 1 19,437 
2002 25,130 

7 

Class 1 Class 2 Class 3 Class 4 Sub- Total Road 
standard Density 

(km/lO 
OOkm’) 

Kilometers 
196 12,587 108,291 400,060 367,116 888,250 94.7 
422 21,194 128,541 456,286 335,952 942,395 101.0 

2,617 43,376 169,756 524,833 287,244 1,028,348 110.2 
9,580 84,910 207,282 606,841 246,255 1,157,009 124.0 
25,219 177,787 305,435 791,202 363,919 1,679,847 150.4 
25,214 182,102 308,626 800,665 361,968 1,698,012 182.0 
27,468 197,143 384,756 998,170 382,296 1,765,222 189.2 



Source: Fan & Chan-Kang (2004) 

Density 
Km per thousand of sq km 
Km per thousand persons 

China us Germany India Brazil 
150 687 1468 540 189 
1.1 25.4 6.6 2.2 11.8 

2.4 In theory, market development should lead to regional convergence in income as 
marginal returns to labor and capital (suitably adjusted) have the tendency to equalize across 
sectors and regions. In reality, however, factor markets are highly fragmented. Apart from the 
effect o f  regional protection by  local governments, these market fragmentations could be due to 
policies impeding labor and capital mobility, interest rates control, pro-urban policies, political 
intervention in financial decisions, sector or regional biased development strategies as well  as 
imperfect institutions. To  analyze and quantify the degree o f  product and factor market 
fragmentation, the economy i s  divided into four sectors: urban industry, urban services, 
agriculture, and rural non-farm, and four regions: east, central, west, and northeast. The report 
uses a provincial dataset o f  28 provinces for the period 1978-2001, obtained from the National 
Bureau o f  Statistics (see Annex 2 for details). However, due to data constraint, the analysis i s  
unable to adjust the labor data for skill level or the capital data for type and vintage. As far as 
we are aware, this i s  the first systematic quantitative analysis o f  factor markets fragmentation 
across sectors and regions over the whole reform period. In the analysis, the report estimates the 
production functions for the four economic sectors using provincial time series data for 1978- 
2001. The rural non-farm sector includes al l  non-farm activities such as rural industry, 
construction, transportation, and commerce. With the estimated parameters and factor 
productivity, the report computes the marginal returns o f  capital and labor by sector and by  
region as well as their variations throughout the reform period. The unit o f  labor productivity i s  
1978 constant Yuan and the unit o f  capital productivity i s  1978 constant Yuan per 100 Yuan o f  
capital stock. I t  should be highlighted that in view o f  the well  known limitations o f  data on 
employment and GDP, especially at the provincial level, as well  as the weak data series for rural 
industry, the analysis and computed marginal returns to labor and capital by sectors and regions 
should be viewed as indicative o f  magnitude and trends rather than definitive. 

2.5 Using the data set, the report analyzes the trend o f  market integration for the period 
1978-2001. Following Bai  et al. (2004), the report uses the Hoover coefficient o f  localization to 
measure the degree of regional specialization. The measure maps the geographic distribution o f  
production activities in each sector. I t  normalizes the measures by sector to an aggregate 
indicator using GDP values as weights. Consequently, the Hoover coefficient o f  localization for 
the four sectors in GDP accounting (farming, urban industry, urban service, and rural non-farm) 
i s  defined as: 
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where GDPg i s  GDP of sector i in province j ;  GDPi i s  total GDP in sector i ;  GDP, i s  total GDP 
in province j ;  GDP measures the overall GDP o f  China. I f  Lg equals to one, region j has the 
same percentage o f  sector i as China as a whole. The report then ranks al l  the provinces by  Lij in 
descending order. Following the sequence, the report calculates the location curve with the y- 
axis as the cumulative percentage o f  GDP in sector i over the provinces and the x-axis as the 
cumulative percentage o f  the overall GDP for all sectors over the provinces. Similar to the 
Lorenz' Curve and Gini coefficient for income distribution, the Hoover coefficient o f  localization 
i s  defined as the ratio o f  the area betweensthe 45-degree l ine and the location curve and the 
entire triangular area. Finally, the report computes the average Hoover coefficients across the 
four sectors using GDP as a weight. 

2.6 As shown in Figure 2.1, the Hoover coefficients for the farming, urban industrial, and 
rural non-farm sectors' declined in the 1980s, indicting decreasing regional specialization in the 
early period of reform. The finding i s  consistent with Young's finding on the evolution o f  three 
sectors in GDP (primary, secondary, and tertiary). However, thereafter the coefficients increased 
up to the late 1990s, before leveling off. In other words, regional specialization has improved 
along the progress of more reforms. Interestingly the Hoover coefficient for the urban service 
sector has steadily risen from 0.14 to 0.97 in the whole period. As this sector i s  not tradable, the 
trade protection measures prevalent in the 1980s might not affect the evolution o f  this sector. 
The geographic concentration in the urban service sector has become more pronounced than in 
other sectors. The average coefficient calculated based on measures in the four sectors first 
slightly declined and then reversed to an upward trend. For the whole reform period, regional 
specialization has developed and the product market has become more integrated. In 
general the evolving pattern of regional specialization based on four sectors in GDP 
accounting confirms the finding by Bai  et al. (2004) based on 36 industries. Overall, the 
regional specialization index indicates that product market integration has improved 
substantially since the early 1990s. 

Figure 2.1: Hoover Coefficient of Localization 
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(b) Survey Results on Regional Protection 

2.7 The data set we use i s  from a comprehensive survey on regional protection 
launched by the World Bank and the Development Research Center (DRC) of the State 
Council in year 2003. Our data covers 3156 enterprises across all the 31 provinces and 
encompasses a rather comprehensive set of industries. The sample also include 1349 
individuals who work at local governments, research institutes, universities or other related 
public sectors that have useful knowledge on local protection. The sample include large, 
medium and small enterprises as well as different type o f  ownership (see Annex 1). 

2.8 The questionnaires for enterprises and non-enterprises are different. Both include the 
following questions: (i) “How i s  the regional protection in China compared wi th  10 years or 20 
years ago?” (ii) “How serious i s  the regional protection in a particular form?” (iii) “What are the 
most protected industries?” In addition, the questionnaire for non-enterprises also contains, 
“Which industries are protected in the following specific forms o f  regional protectionism?” The 
survey for enterprises contains questions about their ownership, share o f  local sale, assessment 
o f  business environments in their own provinces and other provinces, respectively, as well  as 
how would the total sale, average price o f  their products change if all the regional trade barriers 
are removed. 

2.9 Compared to data used by previous papers on regional protection, our data have three 
advantages. First, the questionnaires were designed exclusively for the research interest o f  
market integration and regional protection in China. The survey thus allows us to elicit more 
novel information about regional protectionism. In contrast, most existing work used product 
prices or trade f low to analyze market.integration. Since these indicators can be influenced by  
other confounding factors, i t  i s  hard to disentangle the effect o f  regional protection by  local 
governments. Although subjective in some sense, the survey used by  this paper tells us directly 
how serious regional protection i s  in different locations and industries and how much impact i t  
has on firm performances. Second, the survey covers essentially all main industries as well  as all 
provinces, while the previous research focuses mostly on one or a few products. The new data 
thus allow us to compare the severity o f  regional protection across provinces and industries. 

2.10 In this section we use the survey data to present some basic facts about regional 
protectionism. We begin by  discussing the changes o f  regional protection overtime. We then 
examine the distribution o f  regional prptection across provinces and industries. 

(i)  Regional Protection over Time 

2.1 1 As discussed earlier, there have been controversies as to whether regional protectionism 
has changed over time, and there i s  no  consensus as yet about the trend. T o  shed light on the 
debate, we aggregate the an’swers by  the respondents on trends on regional protectionism. In 
particular, the interviewees were asked whether in their view regional protectionism has become 
better over the past 20 years and over the past 10 years, respectively. 

2.12 The results in Figure 2.2 suggest strongly that regional protectionism declined 
significantly over the past 10 years. A full 67.3 percent of the respondents think that 
regional protectionism has been somewhat or much better, compared to ten tears qgo. 
This piece of information sheds new light on the debate on the trend of regional 
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protectionism, and strongly favors the group of scholars that characterize regional 
protectionism as declining over time. A more rigorous t-test (t-stat =2.87) indicates that the 
decline i s  statistically significant. 

Region 
East 

Central 
West 

Northeast 

2.13 The changes in regional protectionism differ among the provinces (Figure 2.3). 
Respondents in Fujian, Jiangsu, Hainan, Shandong, and Zhejiang think the situation has 
improved the most. These are mostly coastal provinces. On the other hand, those in Yunnan, 
Guizhou, Shaanxi, Ningxia, Heilongjiang and Liaoning regard the change as the least 
significant. These are mostly north-eastem, central and western provinces. Dividing the country 
into four major regions: east, central, west and northeast, i t  i s  clear that the improvement in 
regional protection has been most significant in the east (score=3.89), followed by  central (3.73), 
west (3.72) and the northeast (3.56) (see Table 2.5). Note that even the worse-hit provinces s t i l l  
think the change are for the better on average; since the average scores are all greater than 3 for 
all the provinces. 

10 years ago 20 years ago 
3.89 3 -95 
3.73 3.84 
3.72 3.80 
3.56 3.51 

Table 2.5: Degree of Regional Protection Compared to 10 and 20 years ago 

- Note: 1. much worse 2. somewhat worse 3. L i t t le  change 4. Somewhat better 5. Much better 

Northeast: Liaoning, Heilongjiang, Jilin 
East: Beijing, Tianjin, Hebei, Shanghai, Jiangsu, Zhejiang, Fujian, Shandong, Guangdong, Hainan 
Central: Shanxi, Anhui, Jiangxi, Henan, Hubei, Hunan 
West: Inner Mongolia, Chongqing, Sichuan, Guizhou, Yunnan, Tibet, Shaanxi, Gansu, Qinghai, Ningxia, 
Xinjiang 

2.14 In general, larger enterprises (score = 3.94) feel that the decline in regional protectionism 
has been much more significant than that o f  medium (3.75) and small enterprises (3.73). 
Interestingly, foreign invested enterprises (3.86) and private enterprises (3.85) have indicated 
that the trend decline4n regional protection has been more significant compared to SOEs (3.69), 
collectives (3.72) and shareholding enterprises (3.49). T h i s  could be partly attributed to the type 
of industries these enterprises are involved in, which are less affected by  local protection. 
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Figure 2.2: Degree of Regional Protection Compared With 10 Years Ago 

1 2 3 4 5 

Note. 1. much worse 2. somewhat worse 3. little change 4. somewhat better 5.  much better 

Figure 2.3: Degree of Regional Protection Compared With 10 Years Ago: 
Selected Provinces 

BDegree Of RP Compared With 10 Years Ago 
5 7  

4 

3 

2 

1 

FJ 
GZ 

HLJ 
HeN 

HUN 
JS 

QH SD sc sx 
SH YN 

Note. 1. much worse 2. somewhat worse 3. l i tt le change 4. somewhat better 5. much better 

FJ=Fujian, GEGuizhou, HLJ=Heilongjiang, HeN=Henan, HuN=Hunan, JS=Jiangsu 
QH=Qinghai, SC=Sichuan, SD=Shandong, SH=Shanghai, SX=Shaanxi, YN=Yunnan 
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2.15 The conclusions on the trend in the last 20 years are very similar to those that we 
just discussed, as demonstrated by  Figures 2.4 and 2.5. The only difference, not 
surprisingly, i s  that improvements within the past 10 years are not as great as those within 
the last 20 years. The improvements were thus incremental during each o f  the last two 
decades. 

Figure 2.4: Degree of Regional Protection Compared to 20 Years Ago 

1 2 3 4 5 

Source: World Bank-DRC Survey 

Note. 1. much worse 2. somewhat worse 3. l i tt le change 4. somewhat better 5. much better 

Figure 2.5: Degree of Regional Protection Compared to 20 Years Ago: Selected Provinces 
W e g r e e  O f  R P  C o m p a r e d  W i t h  2 0  Y e a r s  A g o  . 
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1 

Source: World Bank-DRC survey 
Note. 1. much worse 2. somewhat worse 3. l i tt le change 4. somewhat better 5. much better 
FJ=Fujian, GZ=Guizhou, HLJ=Heilongjiang, HeN=Henan, HuN=Hunan, JS=Jiangsu 
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QH=Qinghai, SC=Sichuan, SDShandong, SHShanghai, SX=Shaanxi, YN=Yunnan 

Rank of regional protection for 
industries 

1 
2 
3 
4 
5 
6 
7 
8 
9 
10 

(ii) Regional Protection across Industries 

2.16 The degree o f  regional protection encountered varies not only across provinces, but also 
across industries. In the survey, both the enterprises and non-enterprises are asked to l i s t  the five 
most protected industries. Table 2.6 indicates the frequency o f  the top ten industries being listed 
among the ten most protected industries. Overall the most protected industries by local 
governments are tobacco and beverages (especially alcohol), followed by transportation 
equipments (automobile), agriculture, food, utilities (electricity, gas and water), petroleum 
industry, culture, education and health, medicine and electronics. The degrees of 
protection for the tobacco and beverage (especially alcohol) industries are significantly 
higher than that of the other top-ten industries. 

Top ten most protected industries (% o f  surveyed f i r m s  
believing so) 

tobacco (19.92) 
beverage (16.65) 
transport eq . (6.90) 
agriculture (6.03) 
food (5.94) 
utilities (5.65) 
petroleum (4.44) 
edu & health (4.23) 
medicine (3.47) 
electronics (2.64) 

2.17 B y  industry, i t  i s  clear that the tobacco industry (score=2.62) i s  the only one that 
witnessed rising regional protectionism over the past decade. Industry that has witnessed fewer 
declines in regional protectionism includes beverage (especially alcohol), petroleum, mining, 
pharmaceuticals, education, culture and health. These tend to be industries s t i l l  dominated by 
the SOEs. Export oriented industries dominated by the local private and foreign invested 
enterprises l ike textile, garment, leather products, food products, chemical fibers, rubber and 
plastic product, electrical machinery and electronic products have witnessed the greatest 
improvement in the reduction o f  regional protection over the past decade. 
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(i) limited market demand; (ii) lacking competitive prices; and (iii) high transportation cost. 
Regional protection also ranks fourth as a perceived factor limiting sales, followed by  product 
not suitable for long distance sales, the need to improve quality, and poor distribution channel. 
Consequently, factors limiting sales o f  enterprises are largely related to market conditions l ike 
lacking competitive prices, high transport costs and the lack o f  market demand rather than 
regional protectionist measures. 

Ranking Factors 
I 1. I Lacking. comDetitive Drices I 

2. 
3 .  
4. 
5. 
6. 
7. 

High transport cost 
Limited market demand 
Regional protection 
Need to improve quality 
Poor distribution channel 
Not  suitable for long distance trade 

Source: World Bank-DRC Survey 

(c) Most Serious Local Protectionist Practices 

2.19 Table 2.9 shows the l i s t  o f  42 types o f  local protectionist practices across each industry, 
classified in 8 categories in the survey questionnaires (see Annex 1 Table 5 for the detailed 
description o f  the practices). The eight categories have direct control over the quantity o f  sales, 
price l imi t  and local subsidy, discriminatory measures on quality inspection, informal restrictive 
measures to check local imports, intervention in the input of raw materials, intervention in the 
labor market, intervention in investment and financing and intervention in technology transfer. 
Table 2.9 shows the five most serious protectionist measures registered in each industry from the 
survey results. They are the existing protectionist measures that show the least improvement 
over the past decade. I t  i s  clear that the survey data shows a dramatic fal l  in local protectionist 
practices, particularly in the area o f  sale limit, price restriction, and administrative 
discrimination, informal protection to  local imports as well  as intervention in finance and 
technology transfer. The key areas in which local protectionist practices continue to play an 
important role are related to judicial independence, government procurement and 
intervention in the labor market. 
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(i) Judicial Independence 

Not Serious Serious 

1. When an outside enterprise brings a 41.7 39.3 

2.20 As indicated in Table 2.10, discrimination in the local judicial process i s  viewed 
by  enterprises as one o f  the most serious problem in local protectionism. A total of 58.3 
percent o f  f i r m s  considered the fact that when an outside enterprise brings a lawsuit 
against a local enterprise, the local judicial department i s  not active in pursuing the 
matter, as a serious or very serious business issue. In addition, 56.8 percent o f  enterprises 
consider the obvious bias in the protection of  local enterprises during judicial proceeding 
as a serious or very serious phenomenon. A total o f  57.0 percent o f  enterprises also think 
that the situation of the judicial department being not active in implementing rulings 
against local enterprises as a serious or very serious matter. 

Very 
Serious 

19.0 

pursuing the matter. 
2. During judicial proceeding, there i s  

obvious bias in the protection o f  local 
enterprises. 

3. Judicial departments are not active in 
implementing the judgment against 

lawsuit against a local enterprise, the 
judicial department i s  not active in 

43.2 36.5 20.3 

43.0 34.6 22.4 

local enterprises. 
Source: World Bank-DRC Survey 

2.21 Among the provinces, the legal environment i s  weakest in Heilongjiang, 
Guangxi, Shanxi, Jiangxi, Hubei, Guizhou, Yunnan, Shaanxi, Gansu and Ningxia. 
These are provinces in the northeast, central or western region. Enterprises in the 
coastal provinces. like Shanghai, Jiangsu, Zhejiang, Fujian, Shandong, Guangdong, 
and Hainan have considered the operating legal environment better. In general, big 
enterprises have perceived the legal environment to be somewhat better compared to  
medium and small enterprises. There i s  no significant difference in the perception on 
legal environment among the different ownership type. Among different industries, 
leather products, paper and printing, ferrous metal, finance and insurance perceived the 
legal environment to be poorer compared to garment, timber and furniture. However, the 
differences among industries do not appear to be significant. I t  appears that local 
protectionist practices in the judicial process are largely regionally based. 

2.22 Comparing the legal environment within the province with outside the provinces, 
there i s  a perceptive difference in the level o f  local protection as experienced by 
enterprises. Legal environment in the survey questionnaire i s  defined as the effective 
protection o f  legitimate interests of enterprises as wel l  as the timely and fair resolution o f  
business and intellectual property disputes. When enterprises were asked whether their 
legitimate legal interests were being protected, 55.5 percent o f  them were relatively 
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satisfied wi th  the protection in their own province and locality. On the other hand, only 
37.2 percent o f  enterprises feel the same about legal protection o f  their legitimate 
business interests in the other provinces. (See Table 2.11). Enterprises rate the legal 
environment o f  their own province better (score = 3.5) compared to that o f  outside 
provinces (score = 3.1). The within and outside province score gap i s  particularly large 
for coastal provinces l ike Shanghai (0.9), Jiangsu (0.7), Zhejiang (0.6), Fujian (0.7), 
Guangdong (l.O), Hainan (0.8), compared to northeast, central and western provinces l ike 
Heilongjiang (0. l), Liaoning (0.2), Jiangxi (O.O), Henan (0.4), Hunan (0.2), Guangxi 
(0.3), Guizhou (0.4), Shaanxi (0.2) and Ningxia (0.0). I t  i s  clear that enterprises 
located in coastal provinces felt that the legal environment in the other provinces 
have not accorded them the appropriate protection. 

Very Poor(2) Neutral(3) Good(4) Very  

Poor GoOd(5) 

Score 

I (l) I 
Within Province 

Outside Province 

5.2 9.4 29.8 38.5 17.0 3.5 

7.0 17.2 37.8 28.6 8.6 3.1 

2.23 The survey also addresses the issue o f  enforcement. In the area o f  legal 
enforcement against fake and counterfeit products, 58.8 percent o f  enterprises have 
identified the lack o f  enforcement b y  local authority as a serious problem; with 23.6 
percent of enterprises consider this very serious. (See Table 2.12) Enterprises in 
industries l ike food product, cigarettes and tobacco, leather products, paper and printing, 
culture and sports products have been most concerned about this problem. 

Lack o f  enforcement by  local authority 

Table 2.12: Enforcement Against Fake and Counterfeit Products 
(Percent of Enterprise) I Not  Serious I Serious I Very Serious 

41.2 35.2 23.6 
I I I I I 
Source: World Bank-DRC Survey 

(ii) Government Procurement 

2.24 Off icial statistics estimated that government procurement amounted to Rmb 150 
bi l l ion in 2003 or 1.3 percent o f  GDP. The market has risen substantially f rom Rmb 13.1 
bi l l ion in 1999 to Rmb 32.8 bi l l ion in 2000 and doubled again to Rmb 65.3 bi l l ion in 
2001. I t  has reached Rmb 200 bi l l ion in 2004 and i s  projected to reach Rmb 243 bi l l ion 
by  2005. However, for 2003, the size of government procurement market st i l l  
accounts for only 1.3 percent of GDP. Compared to the average of 10-15 percent of  
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GDP in industrial economies, and China’s public spending on non-salaries of 15 
percent of GDP, the scope for further expansion i s  large. 

Not  Serious 

1. When the local government or 49.5 
enterprises engage in procurement 
activities, they give special 
consideration to local enterprises. 

enterprises engage in construction 
projects and tendering exercises, they 
give special consideration to local 
enterprises. 

2, When the local government or 44.1 

2.25 China promulgated the, Government Procurement law (GPL) on June 29, 2002 to 
regulate the rapidly expanding government procurement market. The law was approved 
by  the Standing Committee o f  the National People’s Congress and took effect on January 
1, 2003. The GPL and i t s  related implementation regulations would replace the 
“Provisional Measures for the Administration o f  Government Procurement” which were 
issued by  the Ministry o f  Finance in 1999. The new law i s  intended to standardize 
government procurement practices to improve transparency, reduce corruption as well  as 
achieve a lower government procurement costs by  improving the rules and process for 
the purchase o f  goods, services and construction works by  the public sector. 

Serious Very 

Serious 

36.8 13.7 

39.1 16.8 

2.26 Presently, despite i t s  accession to the WTO, China has not joined the WTO’s 
Agreement in Government Procurement (GPA). However, the GPL i s  l ikely to pave the 
way for China’s eventual joining o f  the GPA. Hence the GPL can be viewed as China’s 
attempt to put government procurement on a solid legal footing before fu l ly  opening the 
market to foreign competitive pressure on goods, services and construction works. Under 
the Provisional Measures o f  1999, goods with less than 50 percent local value added 
content are regarded as foreign goods. I t  i s  believed that the State Council implementing 
regulations on the GPL w i l l  adopt the same local content rule. Under the GPL, the State 
Council w i l l  establish a procurement supervisory bureau to regulate government 
procurement at the national level. At the sub-national level, government financial bureaus 
w i l l  establish corresponding regulatory agencies at the provincial and local level to 

, supervise and regulate procurement activities. 

2.27 The survey data in Table 2.13 indicate that government procurement has 
been a major measure used in local protection. When asked whether the local 
governments or enterprises give special considerations to local enterprises when they 
engage in procurement activities, 50.5 percent o f  enterprises consider the phenomenon a 
serious or very serious matter. When asked whether local government and enterprises . 
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give special consideration to local enterprises when the local governments engage in 
construction projects and tendering exercises, 55.9 percent o f  enterprises answer in the 
affirmative and consider the practice a serious or very serious matter. Local protection in 
government procurement i s  perceived to be particularly serious in industries l ike finance 
and insurance, postal and telecommunications, construction, science and technology, 
culture, education and health. I t  i s  also most serious in provinces l ike Beijing, Anhui, 
Jiangxi, Fuj ian and Sichuan. 

C. Policy Implications 

(a) Judicial Independence 

2.28 I t  i s  clear that one of the most serious problems revea.zd in the survey was 
the problem of law enforcement, judicial independence, corruption and their 
implication on  local protectionism. Xiao Yang, the chairman o f  China’s Supreme 
People’s Court, has characterized the difficulties in local law enforcement as “judiciary 
localism” (People’s Daily, Sept 3 1999). 

2.29 In a way, the problem o f  “judiciary localism” i s  similar to the problem of  
“monetary localism” before the regional central banking system was created in 1998 and 
effective monetary policy was decentralized and partly controlled b y  the provincial 
branches of the central bank. Before this system was established, the lack o f  centralized 
control over monetary policy, resulted in softness o f  budget constraints, regional 
expansion o f  credit and in periods of high inflation in 1985-86 and 1992-1995. This 
problem was finally addressed in 1998 when the central government regained control 
over monetary policy and set up the regional central banking system patterned after the 
U S  Federal Reserve System. The central banking reform established 9 cross-provincial 
regional branches to replace the 3 1 provincial branches and centralized the effective 
control on monetary policy in Beijing. This greatly reduced the influence o f  local and 
provincial governments on monetary and credit control. 

, 

2.30 Presently, the people’s court i s  dominated by  local interests. I t  tends to gear 
towards protecting local interests. The trial process i s  inefficient and subject to the 
influence of litigants. This phenomenon resulted f rom the introduction o f  the national 
self-finance system (chengbao) in the rural areas in the 1980s, when the scheme o f  
“eating f rom separate stoves” (fenzhao chifan) was instituted in the over 3000 Chinese 
courts. They became financially dependent on the local governments. Their salary and 
funds for court operations, coming from local government budgets, are subject to threat 
o f  reduction when their court decisions adversely affect local interests. This i s  
particularly serious for courts located in poor regions in view o f  tight local budget. In 
addition, the local People’s Congress and government control the selection and 
promotion of  local court personnel. Consequently, courts are captured b y  local interests at 
the expense of judicial independence and the uniformity o f  law across the country. These 
problems are compounded b y  the fact that a significant portion o f  judges were army 
veterans, assigned to do legal and political work upon retirement f rom the mil i tary 
service. They have no prior legal training. According to a recent survey, only 5 percent 
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o f  the judges nationwide have earned an undergraduate degree in law while only 2.5 
percent o f  the judges have earned graduate degrees (Ma and Nie, 1998). However, with 
the introduction of the Law on Judges (1995), especially the provisions in article 46 and 
47, which introduced a merit-based system, there have been significant progresses, 
especially in the coastal provinces. In addition, the five year reform program (1999-2003) 
o f  the judicial system has also improved efficiency and fairness in the system. The 
program emphasized that the lower courts are not “courts belonging to the localities” but 
are “local courts belonging to the state.” The plan i s  intended to create, according to 
Supreme People’s Court President Xiao Yang, “a just, open, efficient, clean and honest 
judicial system that ensures fair and independent trials.” Over the past five years, 
progress has been made. 

2.31 Any proposed reform on judicial independence has to take account o f  existing 
institutional framework. Recentralization i s  a necessary part o f  judicial reform. One 
approach i s  to break the current horizontal structure (“kuai”) and establish a vertical 
structure (“tiao”). This would allow the central government to directly finance and 
manage the personnel o f  the local courts, effectively removing the local governments out 
o f  interference with the administration of  local justice. In addition, the leadership o f  the 
lower courts can be regularly rotated to prevent establishment o f  local personal ties. This 
structure can also institute an enforcement bureau which w i l l  reduce the existing problem 
of local judicial system’s resistance in enforcing a favorable judgment obtained b y  a 
party outside the jurisdiction. Switching to vertical management would be resisted b y  
local governments but the experience o f  central bank reform of a similar nature indicate 
that local resistance can be overcome given political w i l l  o f  the central government. In a 
similar manner, this proposed reform has been achieved on a smaller scale in the 
maritime court. In 2000, a component o f  legal system reform was the integration o f  the 
six maritime courts in Shanghai, Wuhan, Guangzhou, Dalian, Qingdao and Tianj in into 
the judicial and administrative system. These six maritime courts were taken out o f  the 
jurisdiction o f  the local transport departments. With this change, a l l  ten maritime courts 
were integrated, reducing the fragmentation o f  this specialized court. 

2.32 Like national monetary policy as well as national banking supervision, 
ensuring national judicial independence i s  a national public goods that should be 
provided by the central government and taken out of the intervention of the local 
governments. Drawing a page from the regional central banking, reform, one way to 
address the existing problem o f  the lack o f  judiciary independence i s  to consider the 
following institutional reform: 

(a) Set up several cross-provincial high courts, substituting for the provincial 

(b) Set up regional branches of the Supreme Court. 
high courts today. 

2.33 In view o f  the strength of the executive branch, case (a) could allow for  the 
various cross-provincial high courts to exert greater counter-balancing effect on the 
powerful central executive authority. This structure would also reduce discrimination at 
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the local judiciary level. I t  would have significant beneficial effects on contract and law 
enforcement, leading to a substantial reduction in local protectionist measures and 
corruption practices. 

2.34 
(Nov 17, 2002), when in addressing the issue of  legal and judiciary reform; he noted: 

This proposal i s  also in line with Jiang Zemin’s report to the 16‘h Party Congress 

“There is a need to promote the reform of the judicial system. A socialist judicial 
system must guarantee fairness and justice in the whole society. I n  accordance with the 
requirements of judicial justice and strict law enforcement, we should improve the setups 
of judicial organs, the delimitation of their functions and powers and their management 
systems so as to form a sound judicial system featuring clearly specij?ed powers and 
responsibilities, mutual coordination and restraint and highly efficient operation. We 
should institutionally ensure that the judicial and procuratorial organs are in a position 
to exercise adjudicative and procuratorial powers independently and impartially 
according to law.. .. . ... . ’’ 

(b) Government Procurement 

2.35 
proposed that: 

To address the issue of local protection in government procurement, it is 

(a) The Government Procurement Law (GPL) establishes an effective compliance 
monitoring system to combat local protectionism at the sub-national level. 

(b) The government establishes a mechanism that transcends provincial and local 
authority for redress by affected parties. The cross-provincial high court 
system proposed under judicial independence could also be relevant for 
redressing affected parties in the disputes on government procurement. 
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CHAPTER 3 

LABOR MARKET SEGMENTATION 
A. Introduction 

3.1 Over the past two decades, labor mobility across sectors, regions and type of 
ownership has increased substantially. (See Annex 3 for details). However, a host o f  
unfinished tasks remain for labor market development in rural and urban China. The 
remaining hukou system continues to' constraint labor market integration and the 
realization o f  associated welfare gains. The further reform of SOEs as well  as the social 
security system i s  also conducive for further reform of the labor market. 

3.2 The survey results indicate that the most serious labor market distortions are 
related to hukou status, pension, medical and unemployment benefits as well as 
education for children. Sixty to seventy percent of enterprises considered these labor 
market practices as serious or very serious protectionist practices in their industries 
and regions. Education for children appears to be the most serious constraint on 
labor mobility. Most of the provinces face similar levels of labor market distortion. 
Protectionist practices in the labor market are particularly serious in the services 
sectors l ike culture, education and health, scientific and technical research, finance, 
insurance and banking, as well as real estate. 

3.3 The provincial data analysis indicates that within the labor market, inter-  
sectoral fragmentations are more serious than inter-regional fragmentation. Over 
the period 1978-2001, the results show that the fragmentation between the urban industry 
and the agriculture sector has actually increased considerably. The decomposition into 
sectoral and regional polarization index also indicates that the bulk o f  the fragmentation 
in the labor market i s  due to sectoral rather than regional effects. 

3.4 Simulations to estimate the potential gains from greater labour market 
integration are conducted (see Tables 3.3 and 3.4). Considering the low labor 
productivity in the agricultural sector, the f i r s t  experiment i s  to move labor out of 
the agricultural sector. Using 2001 as a baseline, three scenarios are examined: 
moving 1 percent, 5 percent, and 10 percent of labor force out of the agriculture 
sector and distribute them equally into the other three sectors. With a mere one 
percent labor reallocation, the economy wi l l  gain 0.7 percent. I f  the share of labor 
outflow reaches 5 percent and 10 percent, GDP would increase by 3.3 percent and 
6.4 percent, respectively. 

3.5 In addition, in view of the disparity in marginal productivity of labour across 
sectors and regions, policy simulations and i t s  impact across different regions are 
conducted. In moving 1 percent, 5 percent, 10 percent of labor out of the rura l  areas 

This section i s  partly based on Zhang &Tan (2004) and Cai Fang (2003). 
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(i.e. from agriculture and rural  non-farm sector) to the urban areas (i.e. into urban 
industry and urban services), the overall economy would gain by 0.5 percent, 2.5 
percent, 5.0 percent of GDP, respectively. More  significantly, the gains are much 
higher in the western and central region compared to the east and northeastern 
region. With 10 percent of labour movement, the western and central region would 
gain by 8.2 percent and 5.7 percent, compared to 3.5 percent and 3.1 percent for the 
northeast and eastern region respectively. These simulations indicate that 
facilitating labour market mobility and integration not only improves economic 
efficiency but also enhances equity. 

(a) Hukou System Reform 

3.6 The “household responsibility system” initiated in late 1970s made farm 
households the residual claimants o f  their effort, thus resolving the long-standing 
incentive problems associated with the egalitarian compensation rules created in the 
commune system. Concurrently, the price system of agricultural products was adjusted, 
which stimulated the increase in farm productivity, thus releasing surplus labor f rom 
agriculture. The higher returns to labor in the non-agricultural sectors attracted farmers to 
migrate out o f  agriculture. As the result of labor mobil i ty f rom agricultural to non- 
agricultural sectors and f rom rural to urban areas, labor markets began to develop. 

3.7 In the early 1980s when various institutional barriers deterring labor mobil i ty 
were f i rmly in place, the government encouraged rural labor to “leave the land without 
leaving the village”. Consequently, labor mobility was only a movement f rom farming to 
employment in township and village enterprises (TVEs) within the rural area. Having 
encountered strong competition from state-owned enterprises, jo int  ventures, and private 
enterprises since late 1980s, TVEs were forced to improve their technologies and quality 
o f  products through investing in more capital instead o f  employing more labor. As a 
result, TVEs’ absorption o f  agriculture labor force has slowed down, forcing rural labor 
to migrate across regions. 

3.8 The gradual abolition o f  institutional barriers to migration has been the key for 
increased labor mobil i ty since the 1980s. In 1983, the government began’to allow farmers 
to engage in long distance transport and marketing o f  their products beyond local market 
places, the first time that Chinese farmers had legitimate rights o f  doing business outside 
their hometowns. In 1984, regulations were further relaxed and farmers were encouraged 
by  the state to work in nearby small towns where emerging TVEs had strong demand for 
labor. Another major pol icy reform took place in 1988, when the central government 
allowed farmers to work in enterprises and run their own businesses in cities under the 
condition of self-sufficient staples. Since the early 1990s, the central and local 
governments have adopted various measures to encourage labor mobil i ty between rural 
and urban areas and among regions, gradually relaxing the hukou system. For  example, 
cities o f  various sizes have issued blue-stamp hukou identities to those who migrated to 
the cities and paid certain amount o f  money (or invested in local business or bought 

At the time, rationing system o f  food and necessities had not been abolished and people without local hukou’ 
were not entitled coupon for buying food and other necessities on the local market. 
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expensive houses in the cities). These changes turned rigid population control into 
selective migration and opened up greater space for the labor market to develop. In 1998, 
the Ministry of Public Security issued new regulations loosening control over hukou 
registration, allowing those who jo in  their parents, spouses and children in cities to obtain 
urban hukou. Despite the reluctance in some of the larger cities to implement these new 
regulations, the central government did relax the hukou system to facilitate the 
development o f  the labour market. 

3.9 In addition, the reforms in urban welfare provision have created the necessary 
institutional structure for rural-to-urban migration. Such reforms include the removal of  
rationing, expansion of urban non-state sectors, the reform in housing, employment 
policies, and social security system, which have made i t  more feasible for rural migrants 
to make a living in the cities. 

3.10 According to hukou reforms announced and implemented, approaches and effects 
o f  hukou reform differ from region to region. In reality, measures and paces o f  the reform 
conducted by individual province or even individual ci ty differ f rom each other, ranging 
from relatively open to minor changes o f  the system. There are basically three main 
models. 

3.1 1 Model  one reflects the hukou reform in over 20,000 small towns characterized b y  
“minimum conditions and complete opening-up.” After years o f  experiment in some 
regions, the Ministry o f  Public Security initiated action o f  reforming hukou system in 
small towns in 2001. In most small towns, the minimum requisition for receiving local 
hukou i s  that the applicants have permanent source of income and legal housing in the 
locality. This i s  a major and complete step in hukou reform since the system was 
implemented in 1958. 

3.12 Model  two reflects the hukou relaxation in some medium (even some large and 
provincial capital) sized cities, characterized by  “abolishing quota and conditional entry”. 
The requirement f6r settling in those cities with hukou status has been substantially 
lowered. The requisition in Shijiazhuang, the capital ci ty o f  Hebei province, i s  to have a 
work contract with a term o f  more than two years. Cities implementing such reform 
include both those in coastal and inland regions. This approach to reform hukou system 
meets the needs o f  an expanding labor markets. 

’ 

3.13 Model three reflects the hukou relaxation in super large cities l ike Beij ing and 
Shanghai, characterized by  “high threshold and open door”. Those cities have turned on 
the green lights for intellectuals and professionals, while imposing stricter conditions for  
ordinary migrant workers to come. Shanghai has even stopped implementing i t s  already’ 
strict system of blue stamp hukou. 

3.14 Hukou system reform has been the critical driving force for labor mobility. 
However, compared to reforms 
unreformed, seriously impeding 
i s  the origin and justification for 

in other fields, segments of the hukou system remains 
population migration across regions. The hukou system 
discriminatory policies and regulations against migrants. 
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First, the existence o f  the hukou system predetennines that migrants, wi th  few 
exceptions, w i l l  not be able to obtain an urban residence legally, being relegated as part 
o f  a transient or circulatory migration. Second, all discriminatory treatments in terms of 
employment availability, j ob  security and social services are implemented based on 
whether workers have local hukou status. Finally, although various aspects o f  urban 
biased institutions have been reformed in the past years, as long as the hukou system 
exists, there i s  the possibility of  institutional regression, resulting in greater government 
intervention and control o f  the urban labor market against migrants. For  example, in 
1995, the urban employment situation in almost all cities in the country deteriorated. 
Urban workers attributed the high rates of unemployment and lay-offs to the competition 
f rom migrant workers. Municipal governments started a re-employment program, wi th  
one o f  the measures being the implementation o f  strict control o f  migrant workers 
through quota and occupation-specific restrictions. As a result, the once liberalized urban 
employment policy and hukou system has reverted back to i t s  urban biased focus since 
then. 

( i )  Hukou derived discrimination and access to-public services 

3.15 While reform of the hukou system has created the possibility and 
opportunity for rural workers to move out from their home villages, the remaining 
traditional institutions still segregate the urban labor market and set barriers on 
migrants to a variety of jobs and public services. As a result, migrant workers can only 
take up those jobs characterized by  poor working conditions, with l ow  pay and insecurity. 
Also, due to the lack o f  reform in urban social service system, outside workers are unable 
to receive housing, medical care and children’s education at reasonable prices. 
Furthermore, migrants without a local hukou are often expelled by urban authorities 
simply because they are outsiders and, therefore, considered to be potential elements of 
instability and crime. All those deterrent factors hamper migration, resulting in the unique 
features o f  urban migrants, with relatively l ow  standard o f  living, being in a state o f  
economic and cultural separation f rom the urban society. Migration i s  also confined 
largely to individuals, resulting in prolonged family separation4. 

3.16 Institutional barriers faced by urban migrant workers result directly from a 
variety of policies and regulations instituted by local governments. Unl ike traditional 
institutions that restricted migration through administrative measures, the current 
institutional barriers deter migration by increasing i t s  costs. Typically, to be legally 
eligible to move out from their hometown and search for a j o b  in the urban sector, 
migrant workers are required to apply for various permits and documents issued b y  
governments in the departing and receiving regions. B y  levying a fee on each permit and 
document, the government artificially raises the costs o f  migrant labor leaving the 
countryside and coming to work in the cities. The governments in many large and 
medium-sized cities have also issued regulations prohibiting enterprises to hire migrants 
in certain jobs and positions, further distorting the labor market. At a time when there i s  

In their article, Wang and Zuo (1999) summarize these features and empirical evidences. Zhao (1999) 
hypothesizes that better educated rural people value safety, family and children’s schooling more than do the 
average educated people. 
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enormous employment pressure in cities resulting from the layoff in SOEs, the inf lux o f  
rural migrant labor i s  viewed as adding to job pressures in the cities. Urban governments 
implemented a series o f  measures to strictly restrict migrants f rom work in the city as 
well  as preventing migrants from coming in. 

3.17 Legitimized by the hukou system, these discriminatory policies restricted 
labor mobility and divide the urban labor market into two separate components - 
local vs. migrant labor. As a result, migrant workers working in the urban sector are 
confined within certain industries while local workers' engaged in a much larger range o f  
industries (Table 3.1). In particular, migrant workers are largely confined to the poorly 
paid industries l ike manufacturing, construction, trade and catering and social services. 

Table 3.1: Employment Distributions of Local and Migrant Workers by Industry 
(Percent) 

Industry All Migrant Local Workers 
Workers Workers 

Mining and Quarrying 2.91 1.08 2.82 
Manufacturing 
Electricity, Gas and 
Water 
Construction 
Geological 
Prospecting & Water 
Conservancy 
Transport, Storage and 
Telecommu'nication 
Trade and Catering 
Service 
Finance and Insurance 
Real Estate 
Social Service . 
Health, Sports and 
Welfare 
Education, Culture and 
Art 
Sciences and 
Polytechnic Service 
Governments and 
Social Organization 
Others 

34.82 
1.73 

7.66 
0.37 

7.30 

18.91 

1.60 
0.66 
6.02 
2.96 

7.i3 

0.59 

6.61 

0.71 
100 

47.04 
0.52 

9.12 
0.11 

3.75 

24.15 

0.50 
0.49 
7.26 
1.05 

2.46 

0.12 

1.99 

0.37 
100 Total _.. 

Source: Information about employment distribution comes from the sampling dataset of long form 
of 2000 census. 

30.68 
2.29 

5.64 
0.47 

7.98 

19.45 

2.18 
0.9 
6.41 
3.64 

7.32 

0.89 

8.4 

0.94 
100 
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B. Ma in  Findings on Labor Market Fragmentation 

(a) Survey Results on Protectionist Practices in the Labor Market 

Not Serious 

3.21 The survey results indicate that, according to business managers, the most 
serious labor market distortions are related to hukou status, pension, medical and 
unemployment benefits as well as education for children. Sixty to seventy percent of 
enterprises considered these labor market practices as serious or very serious 
protectionist practices in their industries and regions (see Tables 2.9 and 3.2). 
Education for children appears to be most serious as a constraint for labor mobility. 
Most of the provinces face somewhat similar levels of labor market distortion. 
Protectionist practices in the labor market are particularly serious in the services , 

sectors l i ke  cultu.re, education and health, scientific and technical research, finance, 
insurance and banking, as well as real estate. 

3.22 The literature survey on the economic costs of labor market distortions, the 
rural-urban gap, regional disparities as well as the fragmentation between state and 
non-state employment i s  in Annex 4. Overall, while distortions continue to exist, the 
labor markets have become more integrated across sector, region and ownership 
type over the whole reform period. 

Serious Very 

Serious 

Table 3.2: Protectionist Practices in the Labour Market: Percent of Enterprises 

31.0 

41.1 

(1) Local government demands 
enterprises give priority to employing 
local residents with hukou. 

(3) Due to existing limitations, the local 
government i s  unable to provide 
pension, medical and unemployment 
insurance for employees from 
outside. 

(6) I t  i s  too expensive for children of  
non-local residents to study in a local 
school. 

outside to settle down and obtain 
hukou. 

(7)  I t  i s  difficult for an employee from 

40.2 28.8 

38.9 20.0 

43.0 I 38.2 I 18.8 
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(b) Fragmentation of the Labor Market 

3.23 Regional and sectoral differences in labor productivity are large and 
increasing. Tables 1 and 2 in Annex 5 present labor and capital productivity by region 
and by  sector for the period 1978 to 2001. They highlight the dramatic change in factor 
markets and economic structure over the reform period. Labor and capital productivities 
are measured as the ratios o f  GDP to labor and capital. The unit o f  labor productivity i s  
1978 constant Yuan and the unit o f  capital productivity i s  1978 constant Yuan per 100 
Yuan o f  capital stock. As shown in Annex 5 Table 1, there exists large regional variation 
in labor productivity. Initially, the northeast region had the highest labor productivity, but 
i t  fe l l  behind the eastern region by  2001. Overall, labor'productivity in the eastern region 
has grown the fastest (averaging 9.8 percent per year), followed b y  the central (8.1 
percent), western (7.3 percent) and the northeast (6.9 percent). Consequently, the regional 
gap between the coastal and inland region has worsened over the period. As indicated in 
Annex 5 Tables 3 (i to iv) which show the detailed trend in labor productivity across both 
region and sector, the highest labor productivity in the northeast in 1978 i s  due to the 
high productivity in the agriculture and rural non-farm sectors. The eastern region had the 
highest labor productivity in the urban industry and urban services sector. The western 
region has poor labor productivity in all the four sectors at the outset o f  reform. 

3.24 Tables 3 in Annex 5 indicate that, over the period 1978-2001, the 
fragmentation between the urban industry and the agriculture sector has increased 
considerably. The ratio in labor productivity has risen from 9.4 in 1978 to 18.8 by 
2001. (While we were unable to adjust the labor data for quality, the rising disparity in 
labor productivity could be indicative o f  greater distortion, especially when this huge 
disparity i s  not l ikely to be credibly accounted for by  increasing difference in the quality 
of labor). This rising disparity between the urban industry and agriculture sector i s  most 
serious in the western region, with the ratio standing at an astonishing 23.7 by 2001. The 
situation in the northeast appears to show smaller increase in the degree o f  fragmentation. 
I t  should be highlighted that in view o f  the wel l  known limitations of data on 
employment and GDP, especially at the provincial level, as well  as the weak data series 
for rural industry, the analysis and computed marginal returns to labor and capital b y  
sectors and regions should be viewed as indicative o f  magnitude and trends rather than 
definitive. 

3.25 This urban industry versus agriculture fragmentation i s  the most serious, 
overwhelming the regional fragmentation. In fact, even the labor productivity in the 
urban industry in the poor western region improved faster than that o f  the agriculture 
sector in the booming eastern region over the reform period. 

3.26 Overall, the data indicates that the rural non-farm sector has the fastest growth in 
both labor and capital productivities while the traditional agricultural sector has the 
lowest labor productivity and the slowest growth. Consequently, transforming rural labor 
force from farm to non-farm and urban activities w i l l  undoubtedly enhance overall 
economic growth. 
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3.27 The wedge between agricultural and industrial labor productivity i s  
particularly large in China. Table 4 in Annex 5 compares the ratio of labor 
productivity of the industry and services sector to that of the agricultural sector 
between China and several other countries. The differences are very stark. By 2001, 
labor productivity ratio of urban industry, urban services and rural  non-farm to 
that of agriculture in China i s  an astonishing 4-10 times that of the other countries. 
More significantly, while the ratios of the other countries have generally been stable 
or falling, that of China has r isen  substantially over the past 20 years. On the one 
hand, these extremely high ratios as well as their rising trend are symptomatic o f  the 
major distortions in the factor markets, especially in i t s  bias against the agricultural 
sector. On the other hand, the figures highlight the tremendous potentials for  efficiency 
gains and economic growth as well as sectoral and regional equity through reallocating 
resources between the agricultural sector and the other three sectors. 

3.28 The distortions in the factor markets can also be gleaned by examining the 
trends and disparity in capital-labour ratio across the four regions and the four 
sectors. Tables 5 (i to v) in Annex 5 show that by 2001, the coastal region with a 
ratio at 173.2 i s  2.6 times higher than the ratio of 65.9 in the western region. In 
contrast, at the onset of reform in 1978, the two regions had roughly the same 
capital-labour ratio at 25.9 and 24.4 respectively. 

3.29 The disparity in capital-labor ratio across the four sectors i s  even starker. 
Urban industry at 360.4 i s  20.8 times higher than the agriculture sector and 8.5 
t imes that of the rura l  non-farm sector. This disparity has risen very significantly since 
1978, when the urban industry had capital-labor ratio at 10.8 times and 2.6 times that o f  
the other two sectors respectively. While we are unable to adjust for s k i l l  level o f  labor as 
well  as the type and vintage o f  capital due to the constraint of data availability, the stark 
disparity in capital-labor ratio across sectors i s  unlikely to be completely eliminated after 
these adjustments. This again indicates the concentration of f ixed assets investment in the 
urban industry sector relative to the agriculture sector. The capital-labor ratio in the 
agriculture and rural non-farm sector are particularly low, especially in the central and 
western region. 

. 

3.30 The most significant component of the disparity in capital-labor ratio 
between the coastal and western region i s  due to the disparity in the ratio in the 
rural  non-farm sector. The capital-labor ratio o f  the rural non-farm sector in the coastal 
region (70.6) i s  4.4 times that of the western region (16.0). The non-farm sector in the 
western region i s  clearly starved of capital. investment. In addition, the agriculture sector 
in the coastal region (23.7) i s  also 2.0 times more capital intensive than the western 
region (11.6). The disparity in ratio in the urban industry and urban services sector across 
region are actually somewhat smaller, indicating that urban industry and urban services in 
the inland region are relatively capital intensive, possibly due to  the high concentration o f  
SOEs and heavy industry. 

3.31 The above partial productivity analysis i s  evidence of resource allocation 
distortions among sectors and regions over the reform period. To examine the 
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patterns of resource allocation and f igure out the sources o f  disequilibria in factor 
markets, the report analyses the marginal product of factor inputs. Theoretically, 
resource allocation i s  optimal when the marginal products of factor inputs (suitably 
adjusted) equalize across sectors and regions. While the absolute levels of marginal 
products of factor inputs differ across regions and sectors due to a host of reasons 
l ike risks, infrastructure, transportation network, tax regime etc, the relative change 
across sectors and regions i s  indicative of the degree and trend of fragmentation. B y  
calculating the inter-sectoral and inter-regional marginal returns of factor as well as 
their variations over time, the opportunities for achieving efficiency gains by 
reallocating factors across sectors or regions can be uncovered. Having known labor 
and capital productivity, the report further estimates labor and capital elasticity by 
calculating marginal returns to labor and capital using the formula below: 

ar Y ay Y -- 
aL - C l - ;  L -=%, aK 

where a and p are labor and capital 
capital productivity, respectively. 

3.32 The report employs data for 

Y Y - and - 
elasticity, respectively; L K are labor and 

24 years (1978-2001) in 28 provinces, which 
represents a panel o f  672 observations. Tibet i s  excluded mainly because o f  lack of data. 
For data consistency, Hainan and Chongqing provinces are included in Guangdong and 
Sichuan provinces although they were separated in 1987 and 1997 respectively. 
Considering the substantial shift in economic structure among sectors over the past two  
decades, the analysis allows the input elasticities to vary over time in the production 
function estimation. (The technical details and results are in Annexes 2 and 5). Table 7 in 
Annex 5 and Figure 3.1 indicate that the degree of market fragmentation in the 
labor market as measured by the variations in the marginal product of labor has 
declined steadily during the reform period. I t  has stabilized since the mid-1990s. 
The overall variation in marginal product of labor f i r s t  declined from 0.45 in 1978 
to 0.29 in 1996 and then stabilized at around 0.30 from 1997-2001. This indicates 
that the labor market has become more integrated throughout the reform period. 

. 

3.33 The decomposition into sectoral and regional polarization indicates that the 
bulk of the fragmentation in the labor market i s  due to sectoral effects, especially 
between urban industry and rural  agriculture, rather than regional effect. On the 
other hand, the empirical evidence indicates that the fragmentation in the financial market 
has increased in the 1990s compared to the 1980s. The fragmentation in the financial 
market i s  overwhelmingly due to sectoral rather than regional, particularly between urban 
industry and rural agriculture and rural industry. 
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Figure 3.1: Variation in Marginal Product of Labor and Capital 

0.05 O*’ I 
1975 1980 1985 1990 1995 2000 2005 

(c) Marginal Returns to Labor across Sectors and Regions 

3.34 As indicated in Annex 5 Tables 8 ( i to x), the marginal return of labor in the 
agriculture sector has been rising steadily since the early 1990s. However, it 
remained by far the lowest at 365, compared to 11,884 in urban industry, 4,672 in 
rura l  non-farm and 2,009 in urban services. While the analysis in unable to adjust 
for the quality of labor due to data constraint, these huge disparities are clearly 
indicative of the barriers towards free labor mobility, especially from the 
agriculture sector to urban industry and rural  non-farm. These large disparities in 
marginal returns to labor are observed across all the four regions, especially in the 
west, east and central regions. 

3.35 Most significantly, the ratio o f  the marginal return o f  labor in urban services 
against that in the agriculture sector rose f rom 4.6 in 1978 to reach 20.6 in 1993. Since 
then, i t  has fallen dramatically to reach 5.5 in 2001 (see Annex 5 Table 8 (ii)). This 
indicates the increasing mobil i ty o f  agriculture labor to the urban services sector since 
1993, especially the unskilled segment. Clearly the rapid absorption o f  migrant 
agriculture workers had led to  the rapid decline in the marginal return o f  workers in the 
urban services sector which fe l l  f rom 4,228 in 1993 to reach 2,009 in 2001. This indicates 
the steady convergence between these two sectors. This absorption o f  agriculture workers 
in the urban services sector can be observed across al l  the four regions (see Annex 5 
Table 8 (vii to x)). In particular, the ratio o f  marginal returns has fallen to 2.8 in the 
northeast region by  2001, compared to 5.6 in the other three regions. This indicates that 
the urban services sector in the northeast region, unlike i t s  urban industry sector, has been 
most effective in absorbing the surplus worker f rom i t s  agriculture hinterland. Overall, 
there i s  clear evidence that the urban services sector, especially restaurant, 
construction, catering, personal services, recreational services etc have become 
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significantly more open to agricultural labor as well as acting as a sponge to absorb 
retrenched urban industry workers over the past decade. 

3.36 The greatest distortion in the labor market i s  in the barrier of  mobility 
between agriculture and urban industry. The ratio o f  the marginal return o f  labor 
between urban industry and agriculture has risen steadily f rom 11.7 in 1978 to 23.6 in 
1990 and further to 33.9 by  2000. There i s  a tentative decline to 32.6 b y  2001 (see Annex 
5 Table 8 (ii)). This clearly shows that there has been sustained divergence in the 
marginal return in urban industry against that for the agriculture sector, indicating that the 
urban industrial sector probably has become increasingly, relatively more capital 
intensive, as well as having very significant and persistent barrier to entry to agriculture 
labor, especially when compared to the urban services sector. Apparently, the absorption 
of rural migrant workers f rom the inland provinces in the labor intensive industries in the 
coastal region have been confined to the young and constituting a relatively small share 
of the total urban industrial labor force. They have not made any significant impact on the 
divergence between the marginal returns o f  the two sectors. (It i s  possible that there has 
been convergence in the marginal return o f  labor between the private and foreign urban 
industry sector with the agriculture sector but the overall divergence could have been 
driven by  the state-owned urban industry sector. In addition, the contributory effect o f  
human capital could become more significant, especially since the mid-1990s (Zhang et 
al, 2004)). More significantly, the ratio has been rising most rapidly in the western 
region, reaching an astonishingly high ratio o f  4P.O b y  2001 (Annex 5 Table 8 (ix)). This 
could indicate that the SOE dominated urban industrial sector in the western region has 
been most resistant to absorbing agriculture labor in i t s  hinterland. This i s  clearly one of  
the biggest distortion and greatest inefficiency in the system. In fact, the marginal return 
o f  labor in the urban industry sector in the western region i s  actually higher than that o f  
the northeast and central region and only 25 percent lower than the booming eastern 
region, indicating the heavy industry and SOE effect. The tentative decline in this ratio 
from 45.4 in 1999 to 41.0 in 2001 in the western region could be indicative o f  the 
beginning o f  a trend, resulting from the restructuring and privatization process o f  the 
urban industrial sector, leading to steady gradual converging trend in the future. The 
same beginning in the decline or stabilization in the ratio can be observed in the eastern, 
central and northeast regions. 

. 

3.37 Comparing the ratio o f  the marginal returns to labor o f  the rural non-farm to 
agriculture sector, the trend has also been rising steadily f rom 1.0 in 1978 to reach 15.1 in 
1999 before declining to 12.8 in 2001 (see Annex 5 Table 8(ii)). This i s  very significant 
as i t  indicated that the rural non-farm sector has actually greater barrier to agriculture 
labor mobility than the urban services sector. This phenomenon i s  observed across al l  the 
four regions, especially in the northeast and eastern region (Annex 5 Tables 8 (vii to x)). 
B y  2001, marginal return o f  labor in the rural non-farm sector has risen to 4,672, more 
than double the 2,009 in the urban services sector! This disparity i s  even larger in the 
eastern and northeastern region. Partly reflecting the effect of s k i l l  level differential, this 
huge disparity and diverging trend i s  also clearly indicative o f  the barrier in the mobil i ty 
of agriculture labor to the rural non-farm sector. Local governments in the TVE sector 
have clearly erected substantial barriers to labor mobility, resulting in substantial 
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distortion in the labor market. The earlier survey results clearly confirm these 
empirical findings. 

3.38 In particular, the ratio has been higher in the northeast and eastern region, 
compared to the central and western region (Annex 5 Tables 8 (vi i  to x)). I t  i s  noteworthy 
that the ratio has been lower and falling since 1996 in the western region, possibly 
indicating that the rural non-farm sector in the western region has been more open in the 
absorption o f  i t s  own agriculture labor. The same phenomenon can be observed in the 
central region to a lesser extent. With the rapid pace o f  privatization o f  the TVE sector on 
recent years, the decline in the ratio since 1999 could be sustained, leading to gradual 
convergence and reversing the diverging trend from 1978 to 1999. 

3.39 Other research findings confirm this observation. Empirical evidence indicates that 
rural industrial labor market i s  not competitive, industrial wages are not responsive to 
experience and education, but strongly biased against women and significantly influenced 
by  government intervention (Yao 1999). Labor market segmentation i s  even worse in 
highly developed villages with a strong collective economy and attracting many outside 
workers. In these villages, local people were assigned to occupy almost al l  the 
management jobs in the village factories though their educational levels and managerial 
s k i l l s  were below many o f  the outsiders (Chen Dongqi, 2002). In their study on the 
improvement o f  city competitiveness through the investment climate in 23 cities (Dollar 
et al, 2004), labor market flexibility was found to be important for  firm performance. In 
particular, their results showed that f i r m s  wi th  a higher share o f  non-permanent workers 
(including contract and temporary workers) had higher level o f  productivity and labor 
growth rates. 

3.40 Examining the marginal returns o f  labor in the agriculture sector across al l  the 
four regions, i t  i s  clear that the ratio (using western level as the base) has been relatively 
stable at 1.2-2.5 over the past 20 years. This clearly indicates that there were n o  
significant increases in fragmentation o f  labor market in the agriculture sector across the 
four regions. For the marginal product o f  labor in the urban industry sector across the 
four regions, the ratio (again using western level as the base) has also been relatively 
stable at 0.7-1.7 over the past 20 years. This i s  again indicative o f  the fact that there are 
no significant increases in fragmentation o f  labor market in the urban industry sector 
across the four regions. In fact, there i s  some indication o f  steady convergence across the 
four regions. Examining the marginal product o f  labor in the urban services sector across 
the four regions, the ratio (using western level as the base) again shows stability at around 
0.8-2.2 over the past 20 years. This again indicates that there are no significant increases 
in fragmentation of the labor market in the urban services sector across the four regions. 
For the marginal returns o f  labor in the rural non-farm sector across the four regions, the 
ratios (using the western level as the base) have been rising steadily, particularly for  that 
between the east and northeast versus the western region. This i s  indicative o f  the fact 
that there exist considerable fragmentations in the labor market in the rural non-fann 
sector across the four regions, particularly between east-west and northeast-western 
region. The degree of fragmentation has actually been increasing especially over the past 
decade. Local governments managing TVEs in the northeast and eastern region have 
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clearly been erecting barriers against workers from the western region. The barriers 
against western workers appear to be somewhat less in the central region. 

3.41 Consequently, it i s  clear that the key barrier to national integration in the 
labour market i s  fragmentation of the labour market across sectors, particularly 
between agriculture and urban industry and not across the four regions. The main 
labour market fragmentation at the regional level i s  actually in the rural non-farm 
sector. This fragmentation could be due to the protectionist measures of local 
governments in the TVEs as well as the rural services sector. 

3.42 Ongoing rapid and extensive privatization process in both the TVEs and local 
SOE sector could speed up the integration of the labor market across sectors and regions. 
Some o f  the initial indication o f  convergence over the past 2-3 years could be the 
tentative signs of the init ial  effect resulting from the privatization process in these two 
sectors in recent years. 

C. Benefits of Labor Market Integration 

3.43 Empirical research indicates that as a result of the hukou system, China has 
a low degree of urban concentration and relatively small cities by world standards 
(Chan, Henderson and Tsui, 2004). Using a world data base o f  1657 metro areas with 
population over 200,000 for 2000, they showed that China's spatial Gini i s  only 0.43, 
significantly below Brazi l  (0.65), Japan (0.65), Indonesia (0.61), UK (0.60), Mexico 
(0.60), Nigeria (0.60), France (0.59), India (0.58), Germany (0.56), U S  (0.54) and Spain 
(0.52). This shows insufficient spatial agglomeration throughout the country. Au and 
Henderson (2002) estimated city production function for 2 12 prefectures and above level 
cities for China. They found that 85 percent o f  Chinese cities are undersized and 43 
percent are significantly undersized (that i s  below the 95 percent confidence interval on 
peak size). This indicates that the hukou system and constraints on labor mobil i ty have 
resulted in sub-optimal size and under-agglomeration in Chinese cities, leading to 
significant economic welfare losses. Their estimates show that increasing a city at 50 
percent below optimal size to i t s  efficient size w i l l  raise output per worker by about 40 
percent, indicating that the net benefits o f  clustering and agglomeration i s  considerable. 
For TVE, Henderson and Au (2002) found that the sector i s  also under-agglomerated. 
They estimated that a 10 percent increase in local sale would raise value added per 
worker by  3 percent. This inability to cluster has also affected TVE'competitiveness and 
retarded the industrialization and urbanization process o f  small and medium size cities, 
aggravating regional inequality. Consequently, the hukou system, in constraining workers 
from raising their income b y  moving f rom low productivity locations to  high productivity 
locations as well as preventing the full exploitation o f  agglomeration economies, has not 
only led to productivity losses but also aggravated income and regional inequality. 

3.44 Numerous studies have documented the benefits of migration. Migrants bring 
back not only remittances, but also new sk i l l s ,  knowledge o f  the outside world, 
information, ideas and enhanced entrepreneurial spirit that are beneficial to the 
development o f  the rural sector (Fan 2004, L ian 2002, L. Fan 1997, Zhang 2000, Wang 
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2003, Zhao 2002, Bai and Song 2002, Murphy 1999). There are some empirical evidence 
that long-distance migration has contributed to reducing regional inequality. Using the 
2000 census data, M a  et a1 (2004) found that, after controlling for other factors that affect 
rural income, rural counties with higher rate of out-migration have higher rural income 
growth rates. 

3.45 The WTO commitments to liberalize agricultural imports for key commodities 
l ike wheat, corn, soybean and cotton would have significant impact on domestic 
producers. Chen and Ravallion (2003) find that three-fourths of  rural residents would 
lose from trade liberalization. The negative effect would be largest in the three northeast 
provinces (Liaoning, Jilin, Heilongjiang) which already are suffering from major SOE 
layoff, as well as Inner Mongolia. In particular, over 90 percent of  farmers in Liaoning 
and Heilongjiang would be worse off. Consequently, apart from the on-going 
revitalization programs in the northeast, hukou reform and greater mobility in labor 
market would also provide a safety valve to facilitate th is  serious structural 
adjustment. 

3.46 The recent wave of  widespread privatization of  TVEs, coupled with greater 
competition in the product market, i s  likely to lead to greater labor market integration. 
Privatized TVEs are less likely to reserve privilege employment opportunities for local 
rural residents. As the wave of privatization gathered momentum for TVEs and small and 
medium sized SOEs, greater consolidation among enterprises are likely to gather pace. 
More enterprises are likely to cluster around the urban or peri-urban regions to achieve 
economies o f  scale to sustain their competitiveness (Park, 2004). This agglomeration 
effect, while helping to improve productivity, could lead to greater regional inequality. 
In addition, the early opening of the services sector in the urban areas in the WTO 
commitment would also lead to early clustering of financial and business services 
activities in the coastal region, further widening the regional and rural-urban 
disparities (Mattoo, 2003). Consequently, greater labor market mobility and the 
elimination of hukou constraint would be even more critical to reducing regional 
inequality in the future. 

3.47 As at 2004, the urbanization ratio of China stands at about 40 percent. Over 
the past five years, the annual rate of urbanization i s  estimated at 1.2 to 1.5 
percentage points, representing a movement of 15-20 million people from the rura l  
to urban area. This i s  somewhat similar to the period of rapid urbanization in Japan 
from 1947-75, when the urbanization ratio rose from 28 to 75 percent (1.67 percent 
per year) or  in Korea between 1960-85, when the ratio also increased from 36 to 74 
percent (1.52 percent per year). Consequently, based on existing trend, China’s 
urbanization ratio i s  expected to r ise steadily f rom 36 to 76 percent over the period 
2000-25 (1.6 percent per  year). 

3.48 To assess the economic costs of the existing distortions in the labor market, 
the report uses the estimated production functions to conduct policy simulations. 
Table 3.3 reports the growth impact of different policy interventions. Considering 
the low labor productivity in the agricultural sector, the f i r s t  experiment i s  to move 

36 



labor out o f  the agricultural sector. Using 2001 as a baseline, the report examines 
three scenarios: moving 1 percent, 5 percent, and 10 percent of labor force out of 
the agriculture sector and distribute them equally into the other three sectors. With 
a mere one percent labor reallocation, the economy wil l  gain 0.7 percent. I f  the 
share of labor outflow reaches to 5 percent and 10 percent, the economy wi l l  grow 
by 3.3 percent and 6.4 percent, respectively. This represent the one time static gain, 
not taking into account the more significant dynamic gains as rura l  migrants 
acquire new skills, exposure as well as experience in the urban sector. 

Table 3.3: Policv Simulations 
Moving labor out of agriculture 
Change in GDP (%) 

1% 5% 10% 
0.7 3.3 6.4 

Reallocating investment f rom cities to rural areas 1% , 5% 10% 
Change in GDP(%) ’ 0.7 3.2 5.9 

Adding investment in rural areas (Bi l l ion yuan) 
Change in GDP(%) 

10 50 100 
0.2 0.8 1.7 

Change in GDP (Bil l ion yuan) 21.4 85.4 181.5 
Note: Using 2001 as baseline. 

3.49 In view of the disparity in marginal productivity of labour across sectors and 
regions, Table 3.4 (a) shows the policy simulations and i ts  impact across different 
regions. In moving 1 percent, 5 percent, 10 percent of labour out of the rura l  areas 
(i.e. from agriculture and rural  non-farm sector) to the urban areas (i.e. into urban 
industry and urban services), the overall economy would gain by 0.5 percent, 2.5 
percent, 5.0 percent of GDP respectively. More significantly, the gains are much 
higher in the western and central region compared to the east and northeastern 
region. With 10 percent of labour movement, the western and central region would 
gain by 8.2 percent and 5.7 percent, compared to 3.5 percent and 3.1 percent for the 
northeast and eastern region respectively. 

Table 3.4 (a): Policy Simulations and Regional Impact 

Changes in GDP (percent) Resulting From Moving Labor Out of The Rural  Into 
The Urban Areas 

Region 1% 5% 10% 

East 
Central 
West 
Northeast 

0.32 1.57 3.12 
0.59 2.92 5.74 
0.85 4.19 8.19 
0.36 1.76 3.49 

China 0.5 1 2.52 4.96 
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Table 3.4 (b): Policy Simulations and Regional Impact 

Changes in GDP (percent) Resulting From Moving Capital Investment F rom The 
Urban to The Rura l  Areas 

Region 1% 5% 10% 

East 0.57 2.52 4.33 
Central 0.69 3.09 5.39 

0.88 3.84 6.53 
0.93 4.09 7.01 

West 
Northeast 

China 0.65 2.89 4.99 

3.50 The policy simulations highlight the economic gains f r o m  reallocating 
resources f r o m  low productivity sector to high productivity sector. Removing 
barriers to labor movement wi l l  enhance overall economic growth. In addition to 
economic efficiency, these policies w i l l  also br ing  about distributional effect by  
reducing regional and sectoral inequality. Hence, these policies are both efficiency 
improving and equity enhancing. Since large inequality i s  a potential source for  
social conflict and political instability, the far-reaching social impact o f  these 
policies i s  equally important. 

D. Policy Implications 

3.51 The success o f  the first rural revolution in the late 1970s can be attributed partly 
to the reform measures o f  the Chinese leadership, which was in line wi th the urgent needs 
o f  the masses o f  farmers to break the People’s Commune System and to adopt the 
household responsibility system ( H R S ) .  This transformation was a prologue to the overall 
reform in China. The present stage o f  further reforms, again in l ine wi th the desire o f  
farmers for legitimate migration w i l l  mean decisive institutional change, addressing the 
deep rooted rural poverty issue, ending the rural-urban divide, leading to’ sustained long- 
term future economic growth and political stability. 

3.52 Recent labor market reform has supported greater integration in the labor market. 
In early 2004, new laws were passed to eliminate fees for temporary residence permits 
for migrants in urban areas. Migrants are also allowed to send their children to urban 
schools without discrimination. Whi le effective implementation o f  these changes would 
have a long way to go to reduce these constraints to labor market integration, the laws 
have signaled the government’s determination towards greater integration o f  the labor 
market. 

(a) Hukou Benefits and Resistance to Reform 

3.53 Unlike in other countries where the population registration system served as 
administration o f  social security and collection of population information, the hukou 
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system adopted in China in 1958 was designed.to assist the implementation o f  heavy 
industry-oriented strategy and the separation o f  the rural-urban labor markets. Holding 
different type of hukou implies different guarantee o f  social welfare and other public 
services. The hukou system thus became the institutional cornerstone o f  a host o f  policies 
dividing rural and urban sectors. Consequently, privileged urban residents and their 
agents tend to stand in the way against reform o f  this system. 

3.54 The hukou system and i t s  attendant institutions such as the rationing o f  food and 
necessities, urban biased policies o f  employment and social security, exclusive welfare 
system and public services effectively impeded labor mobility between sectors, regions 
and I ownerships during the planning period. Consequently, the hukou system’s 
attendant benefits are tantamount to a’subsidy to the urban labor or a tax on rural  
labor, creating a distortion and generating a deadweight loss in the national labor 
market. Progressive reform over the past two decades has reduced but not 
eliminated this distortion. The key to further labor market reform i s  to eventually 
remove this subsidy or tax. 

3.55 The continuation of  the hukou system inevitably creates a policy dilemma. On the 
one hand, rural and urban residents, by  holding different hukou status, are treated 
differently in terms o f  receipt o f  social welfare and public services. However, balanced 
social development and economic growth and the narrowing o f  rural urban divide require 
reform o f  this system. On  the other hand, due to the difference in the provision o f  social 
welfare and public services between rural and urban areas and even between cities of 
different sizes, obtaining a right hukou status means extra benefits in many aspects, such 
as employment guarantee, better medical care, more education opportunities, as wel l  as 
social security provision. Seeking this “institutional rent”, labor has strong desire to  
migrate from rural to urban areas, and from smaller to larger cities. Once population 
control implemented by hukou system i s  relaxed, the more welfare services a city’s hukou 
status confers, the more people i t  attracts. This situation exerts substantial pressure on 
municipal governments and induces urban residents’ to resist any relaxation in the hukou 
system. Concerned with increasing unemployment in urban areas, urban residents lobby 
local governments, seeking policies to protect local workers by restricting competition 
from migrant workers. Thus, the consequence o f  the policy dilemma i s  that the more 
attractive a city is, the harder i t  i s  to reform i t s  hukou system. 

3.56 Consequently, i t  i s  crucial to examine how the structure and magnitude o f  urban 
welfare provision impact the motivation and progress o f  hukou reform. First, how much 
urban governments commit to provide hukou-related welfare i s  closely l inked to the way 
they raise funds. Self-financing cities tend to commit less welfare provision, while cities 
relying on redistribution tend to commit more. Secondly, how much urban welfare i s  
provided and how public services are financed determine the benefits a hukou status 
contains. Thirdly, wi th different benefits inherent in each hukou system, urban 
governments have different motivation to carry out hukou reform. As a result, the 
progress of hukou reform across cities varies considerably. 
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3.57 During the transition f rom planned to market-oriented urban development, there 
emerged a series o f  interim models based on sources of  urban financing and the extent o f  
government commitment to welfare provision. Consequently, Chinese cities can be 
divided into three groups. The first group i s  those cities whose welfare provision i s  
funded through both self-financing and redistribution. Cities directly under the 
jurisdiction o f  the central government l ike Beijing, Shanghai and Tianjin, and other 
coastal cities5 that hold superior administrative rankings and competitive advantages in 
attracting domestic and foreign investments belong to this group. As these cities have 
great responsibility in maintaining political stability, serve as window to showcase the 
achievements o f  the reform and opening-up policy, they s t i l l  receive financial supports 
f rom the central government in addition to their considerable ability in self-financing. 
Their hukou status confers great benefits and i s  highly attractive to migrants. The second 
group includes those cities whose public services are mainly funded through self- 
financing. There are recently emerged small and medium sized cities fueled by the 
development of township and village enterprises, as well as foreign invested enterprises 
since the onset o f  reform. These cities are not in the traditional ranking system and 
received little finance from planning sources. These cities welcome migrants, as they 
benefit a great deal f rom a more active and free labor market. The third group o f  cities i s  
those which have lost their sources o f  redistributed finance and have not yet built up their 
ability in self-finance. Some cities in the central and western regions and many small 
towns are being trapped in this awkward situation. They are no promised lands to rural 
migrants. 

(b) Proposed Coordinated Reforms on the Hukou System 

3.58 The pace of reform of the hukou system need to differ f rom city to city, as 
hukou status in different city confers different benefits, and there i s  substantial 
difference in the degree to which urban residents obtain public services through the 
market. Thus the marketization o f  social service i s  a precondition for  the complete 
reform o f  the hukou system. Consequently, the hukou reform i s  in fact a coordinated 
reform involving a package o f  reforms. The proposed hukou reform, the relationship 
between hukou and related reforms, as well  as the significance o f  reform coordination are 
summarized as follows: 

3.59 First and foremost, separating the entitlement of social .welfare and public 
services from hukou identity through coordinated reforms will  eliminate the existing 
subsidy to urban labor and restore the migration decision back to i t s  original 
motivation - seeking employment opportunities. Under the present circumstance that 
motivates labor to migrate, individual decision in migration i s  made not only on the basis 
of opportunities o f  employment, but also on the hukou benefits between regions. This 
tends to produce additional incentive in migration, and the upsurge in migration and 
potential disorder would become excuses to delay the hukou reform. At the fundamental 
level, the actual focus in hukou system reform should be to lay an institutional foundation 

In 1983, the central govemment delivered autonomies to some large-sized cities. Since then, these cities have 
had rights to administer the economic activities in their administrative metropolitan and rural areas, and their 
budget has directly come from the central government. 
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for free labor mobil i ty as well as equal entitlement to employment, social security, and 
other public services among al l  citizens, whether rural or urban. Thus, eliminating 
benefits that hukou identity entitles to can clarify the reform and make i t s  objective more 
lucid. 

3.60 Secondly, a coordinated package of reform will reduce the resistance from 
vested interest group of the hukou system and ease social dissatisfaction caused by 
the reform. Urban residents and local governments tend to adopt a negative attitude 
towards migrants, because they worry about welfare loss. As hukou-related reforms 
deepen, less hukou-related benefits remain and access to public services become more 
equal. When public welfare i s  taken out of  hukou status, there are no more economic 
incentives for  urban residents and governments to treat migration as “great scourges”. 

3.61 Finally, as the hukou system has always been implemented together with 
other institutions, i ts  reform by necessity i s  a coordinated process. B y  i t s  nature, the 
population registration system i s  not necessarily an institution designed to segregate the 
rural and urban sectors. Only when i t  was associated with other discriminatory 
institutions, did i t  become a tool for implementrng urban biased policies. B y  reforming 
urban biased employment policies, social security system and other related institutions, 
the nature of the hukou system can be transformed. In order to motivate urban 
governments’ to reform the hukou system and to remove obstacles constraining labor 
mobility, some o f  the areas o f  urgent reform include: 

( i )  Paying off the arrears social security funds owed to SOE workers 

3.62 Under the planning system, employment, housing, pension, medical care and 
other social welfare were provided mainly by  the working units. Only urban residents had 
access to these welfare and social security benefits. As part o f  the reform agenda, three 
basic insurance programs - unemployment insurance, basic old-age insurance and basic 
medical care insurance for urban workers - have been gradually established. In addition, 
urban minimum standard o f  l iv ing program was established, serving as the basic safety 
net for urban workers. Though this reform tends to decouple social security f rom work 
units, the provision o f  social security i s  s t i l l  carried out by identifying recipients’ hukou 
status. However, to achieve the objective o f  hukou reform, there i s  also a need to detach 
these social security programs f rom hukou identity and eventually let rural and urban 
residents gain equal access to them. 

3.63 A n  important reason why the rural-urban integrated social security system 
has so far not been formed i s  the gap between the large amount of arrears 
accumulated during the planning period and the weak government fiscal capacity. 
During the pre-reform period, urban workers did not contribute to social security fund. 
Consequently, when the reformed social security system began to establish individual 
account, the retirees have no accumulation at all, and workers jo in ing the enterprise 
before reform also have a large gap in contribution. During this period o f  transition, 
government contribution, including transfer or sales o f  shares o f  listed state owned 
enterprises would be needed to cover the deficit. After paying o f f  this historically 
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accumulated arrear, social security can then be implemented in an equitable manner as 
there i s  no excuse for urban residents to seek special protection when they face market 
competition. 

3.64 The development of competitive labor market requires the separation between 
the function o f  social security from the principle of  market competition. During the 
transition period, SOEs have shouldered heavy policy burdens by keeping their excess 
staff and jo int ly paying subsidies to layoff workers. The SOEs’ weak capacity to shoulder 
these burdens provided them with excuses to seek various policy protections, which 
further distorts the competitive environment and delays the urgent reform o f  government 
function. 

(ii) Narrowing the rural-urban gap in public services 

3.65 The extra welfare that an urban hukou contained also implies that there are 
too little social security benefits and public services in the rural areas. Consequently, 
one of the important aspect of hukou reform i s  to narrow this existing divide by 
improving public services in the rural areas. As in other developing countries, the 
declining share of agriculture as income increases result in the exodus o f  rural labor to  
urban industries and services. However, in China, the existence o f  large policy-induced 
rural-urban divide distorts rural-urban labor f low in the process o f  industrialization. 
Whi le speeding up rural development, the government i s  responsible for providing more 
comparable rural social service programs, such as the improvement o f  education, medical 
care and cultural activities, and to establish basic social security in rural areas. 

3.66 T o  narrow the rural-urban gap in public services does not always necessarily 
involve more public expenditure. For example, the government-funded programs aiming 
to relieve rural and urban poverty are important public services. However, this program i s  
conducted in different ways for rural and urban areas. In cities, a minimum standard o f  
living program subsidizes the basic l iv ing o f  the urban poor, and i t  has effectively 
secured those whose .standard o f  living i s  below poverty line due to la id  off, retirement 
and others without income sources. Over 90 percent o f  the urban poor identified have 
received the subsidies. In rural areas, the poverty alleviation program, however, aims to  
cover the poor b y  identifying and designating poor regions. With the great efforts made 
in the 1980s and 1990s in reducing rural poverty, the numbers o f  the rural poor have 
declined substantially. The remaining rural poor have been the marginalized segment of 
the rural population, and the effectiveness o f  existing poverty alleviation policies has 
diminished. As the remaining poverty i s  largely due to poor education and health, the 
rural poor now are individuals rather than regionally concentrated groups. Therefore, a 
better individual targeting strategy would be more effective than blanket regional 
coverage in relieving rural poverty. With the same amount o f  allocated public fund, the 
present region-based poverty alleviation program can be transformed into a rural 
minimum standard o f  l iv ing program similar to  that o f  the urban sector. With this reform 
of the rural safety net, the real poor can be better targeted, the rural-urban gap in public 
services can be reduced, and the motivation o f  rural-urban migration can be transformed 
into largely driven b y  rational and undistorted economic calculations. 
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3.67 There are other kinds o f  public services whose provision should be largely the 
responsibility o f  government, such as infrastructure, facil i t ies for medical care and 
education. Since the access to these services i s  tied to people’s residence, instead o f  
making people pursue these services through changing their hukou status, the effective 
way i s  to augment their supplies and equalize their availability between rural and urban 
areas. This entails a more rational inter-governmental fiscal system and a more equitable 
transfer system, particularly to local governments in poorer regions. 

3.68 The hukou system i s  an invisible wall  impeding the development o f  a competitive 
national labor market. On one side of  the wall, privileged urban residents enjoy better 
services and welfare, while on the other side o f  the wall, rural residents suffer f rom an 
inadequacy o f  public and social services. When urban hukou confers too much services 
and welfare, rural labor do their utmost to move out of  rural areas into cities. Once the 
difference in benefits from hukou status between rural and urban areas becomes 
insignificant, and population registration system i s  no longer a wal l  dividing the two 
areas, labor mobil i ty can then become a purely rational economic process, efficiently 
reallocating the labor force among sectors, types of  enterprises and regions. 
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CHAPTER 4 
FRAGMENTATION OF THE FINANCIAL MARKET 

4.1 The financial market in China has undergone significant transformation over the 
past 50 years. During the central planning period o f  1949-1978, the financial markets 
were fragmented and capital moved within entirely closed regions. During the second 
phase o f  1979-1993, the central financial authority replaced government appropriations 
with loans and banks began to play a more important role. During the period 1994-2003, 
the central government reduced the power o f  the provinces over the financial markets and 
vertical department became more dominant. (See Annex 6 for a detailed history o f  the 
financial market) 

4.2 As indicated in Annex 5 Table 1, the overall increase in capital productivity 
has been very weak, rising at only 1.9 percent per year over the period 1978-2001. I t  
i s  particularly poor, in the northeast (1.1 percent) and the east (1.3 percent). There 
had been considerable period when capital productivity growth has 'been negative, 
for example during the period 1985-90 and 1998-2001, especially in the agriculture 
sector in the northeast and central region, as well as urban industry and urban 
services in the eastern region. The western region actually had the highest growth 
rate of capital productivity (3.1 percent). This could be due to the fact that the 
western region has long been discriminated against in fixed assts investment over 
the reform period. In particular, capital productivity stagnated in the northeast 
region from 1978-92 and the eastern region from 1979-1990. 

' 4.3 Compared to labor productivity, the regional disparity in capital productivity i s  
much smaller, even within each o f  the four regions (see Annex 5 Tables 3 (i to iv)). The 
northeast has higher level o f  capital productivity than the other regions. I t  i s  noteworthy 
that the east and northeast have lower growth rate in capital productivity compared to the 
central and western region, indicating the biased pol icy o f  over concentration o f  f ixed 
assets investments in these two regions. 

4.4 The main fragmentation in the capital market across sectors i s  the 
considerably higher level and growth rate in capital productivity for the rura l  non- 
farm sector compared to the other three sectors. Capital productivity i s  3.3-7.5 
times that of the other sectors. This could be indicative of the fact that this sector 
has been starved of capital investment and has faced credit constraint in i t s  
development. Fragmentation in the rural  non-farm sector appears to be prevalent in 
all the four regions, particularly in the west and northeast region. Regarding capital 
productivity, the rural non-farm sector has the most rapid growth and has much higher 
values than other three sectors by  2001, highlighting the hunger for credit and capital in 
the rural areas for non-farm activities. Broadening the access o f  credit to and investing 
more in this sector undoubtedly w i l l  enhance economic efficiency. 

~ 

This section i s  based largely on Boyreau-Debray & Wei (2004) and Zhang & Tan (2004). 
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A. Institutional Background on Capital Mobility 

4.5 There are three main channels to transfer capital within a country f rom one region 
to another. The f i rst  i s  cross-regional domestic investment by f i r m s  and government. The 
second i s  cross-regional lending by  the banking system and the third i s  cross-regional 
capital financing from the bond and stock market. 

(a) Cross-regional investment by firms and government 

4.6 H o w  easy i s  i t  to for a firm in one part o f  China to invest in another part o f  the 
country? At first glance, nationwide regulations and tax system are fair ly neutral for  a 
firm choosing to invest elsewhere. However, there are important regional barriers and 
special fiscal incentives that distort the national capital market. Local governments are 
reluctant to see capital f lowing out their jurisdiction because i t  w i l l  entails fiscal losses, 
Another reason i s  that local governments may loose good performing enterprises wi th  
welfare and j o b  losses. As a result, most mergers and acquisitions have been trans- 
industrial within a province rather than trans-provincial or trans-national because o f  
resistance across all levels o f  the bureaucracy. Also, special tax incentives in the 
numerous special investment zones create significant distortions in the relative 
attractiveness of investing in one or another part o f  the country. Hence, market-driven 
capital mobil i ty through cross-regional investment by  enterprise i s  l ikely to be l imi ted by 
provincialism and local government resistance to capital outflows. 

4.7 B y  contrast, policy-driven capital mobility initiated b y  central government 
investment policy has been active for redistributing resources from one region to  another: 
The share o f  investment financed by  the state was as high as 28% in 1981 and o f  7 % in 
2001, and the share o f  investment under central responsibility was o f  45 in 1980 and o f  
31% in 2001. Hence i t  i s  l ikely that policy-driven capital mobility may be important 
relative to market driven capital movements and that i t s  importance has decreased over 
time. 

(b) Cross-regional lending by the banking sector 

4.8 There are three main channels for  transferring financial resources within the 
banking system from one region to another: fund reallocation among regional branches o f  
national banks (within-bank transfer); the interbank market (between-bank transfer); and 
central bank lending to the regions. 

4.9 The government had been traditionally using a system o f  credit ceilings for  
controlling the money supply. Under this system, within and between-bank transfers were 
limited. Quotas were imposed on bank lending for each bank and in turn broken down by 
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region. Interbank lending and borrowing have however contributed to capital mobil i ty to 
a certain e ~ t e n t . ~  

4.10 Within and between-bank transfers are l ikely to have increased as bank were 
given more autonomy in the 1990s. First, banks were gradually allowed to allocate their 
national credit ceilings among regional branches. * Second, in 1995, banks became 
responsible fo r  their losses while four development banks were created to take over the 
charge o f  the policy loans f rom each o f  the corresponding state banks.' The objective was 
to relieve state-owned commercial banks o f  their policy activities and to improve their 
managerial incentives in order to induce their management to be fully profi t  driven. 
Hence within bank-transfer i s  l ikely to have increased over the 1990s in accordance with 
greater autonomy granted to the banking system. Third, in January 1996, a national 
unified interbank market was created and in June, interbank interest rates were 
liberalized. The existence o f  a unified national interbank market wi th free interest rates 
facilitates capital mobility. At the same time, non-authorized capital movements, 
particularly those initiated by local branches, have been prohibited. Hence the net effect 
o f  between-bank transfer on capital mobil i ty i s  uncertain. 

4.11 Central bank lending has been an important policy instrument for allocating 
resources over the credit plan period. The central bank was engaged in a massive 
redistribution o f  bank deposits to support the credit plan and pol icy lending objectives. 
The vast majority of PBC relending was channeled through PBC local branches. These 
local branches were heavily under the influence o f  the local authorities and therefore 
keen to increase the central bank relending inside the jurisdiction. As a result, credit 
targets were often exceeded at the national level and had to be financed by  central bank 
extra-lending. T o  keep hard money creation under control, central bank lending was 
recentralized through first the limitation o f  PBC lending to bank headquarter on1 and 
second the replacement o f  provincial by regional branches o f  the central bank. '{As a 

' Local interbank markets were permitted between 1986 and 1993. Bank branches were able to lend funds to 
branches in  other provinces. However, i t  also became a mean for balancing the surplus and shortage o f  medium 
and long term funds. For instance, coastal open areas borrowed from inland areas large sums of money for long 
term financing purpose to make up for local fund shortage (Xie Duo, 2002). I t  also became a mean for state 
banks to circumvent credit quota and lend to non-banking financial institutions for speculative purposes 
(investment in securities and real estate industry), and thereby fueling inflation. Hence, as part of the 
retrenchment policy implemented in 1993, interbank trading was suspended, with the exception of trading center 
run by PBC branches in 35 cities. 
8 Starting in 1994, credit ceilings applied only to state banks and more importantly, these ceilings were no longer 
administratively determined, but based on a maximum ratio between loans and deposits that applied only to total 
national lending by individual state banks (all branches if a national bank are counted together). In January 1998, 
the annual credit quota system was officially abolished The central bank now relies mostly on tools such as 
manipulation of interest rates, required bank reserves and asset-liability ratios, credit assessments, discount rates 
and, increasingly, open-market operations to control the money supply. 
9 New commercial bank law enacted in 1995. 
10 In May 1994, local PBC branches were prohibited from relending to state banks in their locality. The PBC 
instead directed refinancing to the national headquarters of state banks which redistributed them to local branches 
based on approved plans. Since July 1993, only the central bank's headquarters has been permitted to lend to the 
head offices of banks. Furthermore, at the end of 1998, the PBC was restructured to reduce further the local 
influence on lending. I t s  31 provincial branches were cut back to nine regional ones, which report directly to 
PBC headquarters. 
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consequence, the role o f  central bank lending in capital reallocation i s  l ikely to have been 
l imited fol lowing the reforms. 

(c) Cross-regional issuance of capital from the stock and bond markets 

4.12 Finally, the third channel o f  capital mobility i s  the stock and bond markets. 
Although banks dominate the financial sector, there are recent signs o f  a shift towards 
more market-based financial transactions. Table 4.1 reports the changes in financial 
assets and liabilities o f  each institutional sector in China and between those sectors and 
the rest o f  the world in 2000. On average, 67% o f  total financial transactions are 
conducted through the banking system (loans and deposits). B y  contrast, only 5% o f  
financial f lows are going through the market (bond and stock exchange). However, even 
if loans s t i l l  represent more than half o f  the non-financial corporations financing, indirect 
finance - mainly by  share issuance - i s  becoming a significant source o f  financing, 
representing 14% o f  total financing sources in 2000. In 1997, this share was marginal, o f  
1% o f  total financing sources. Similarly, between 1997 and 2000, there i s  a shift o f  
household assets f rom saving deposits to both foreign exchange deposits and securities. 
Households invest in 2000 20% o f  their financial assets under the form o f  securities (14% 
in stock, 6% in bonds), compared to 14% in 3 years earlier. The government also relies 
more on bond issuance (84% o f  total sourcing o f  finance compared to 78.9% in 1997). 
Finally, financial institutions have also increased their portfolios share o f  securities. 
These shifts in financial portfolios suggest a tendency o f  capital market to evolve toward 
a more market-based system in which direct financing through stocks and bonds playing 
an incrementally more important role. In principle they are l ikely to facilitate 
interregional capital mobil i ty over time, although not sufficiently significant at this 
moment. 

. 

, 
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N e t  financial investment* 1 
Financial  uses 2 
Financial  sources 3 

Currency 4 
Deposits 7 
Loans 14 
Securities 20 

bonds 21 
share 26 

Insurance technical reserves 27 
Settlement funds 28 
Inter-financial accounts 29 
Requiredtkexcessive reserves 30 
Cash in vault 31 
Central bank lendmg 32 
Mlscellaneous (net) 33 
Balance of Payment 
long-term capital 34 
short-term capital 35 
Changes in reserve assets 36 
E&O in the BOP 3 1  

* 100 millions o f  yuans. 
source: The People ‘s Bank o f  China Quarterly Statistical Bulletin, 2002:4. p.78-79. 
“uses” refers to the variation in assets, sources refers to the variation in liabilities. 

Table 4.1: Flow of Financial Funds - 2000 
Households Non-financial corporations Government Financial institutions Total 

uses sources uses sources uses sources uses sources uses sources 
7898 -5269,3 -1000 66,86 611,93 

100% 100% 100% 100% 100 % 
100% 97 % 100% 100% 100% 

9% 1% 1% 7% 2% 2% 
61% 78 % 76 % 3% 95% 35% 36% 

100% 59 % 7% 80% -2% 32% 32% 
20% 14% 1% 84% 19% 5 %  6 %  5 %  

6% 1% 1% 84% 19% 5% 5 %  5 %  
14% 13% 1% 1% 
11% 1% 8% 6% 0% 0% 
0% -31% 3% -21% 2% 2% 

-2% -1% -1% 0% 
3% 4% 8% 10% 

-2% -2% 0% 0% 
-14% -16% 8% 8% 

-2% 44% 23% 28% -3% -6% 

1% 20% 5% 12% 
12% 10% 1% 8% -2% 0% 0% 

-7% -3% 
5% 6% 

(d) Regionalization of Enterprise Mergers and Acquisitions 

4.13 Enterprise mergers are an important way o f  reorganizing capital. In the history o f  
the development o f  enterprise mergers in China, before the 1980s, organizations closed 
down, suspended operations, merged with other plants or changed their services b y  
administrative means. Semi-entrepreneurial, semi-administrative mergers and 
reorganizations began in 1984. Enterprise mergers can be divided into stages. In the initial 
stage (1984-1987), enterprise mergers emerged in China. The first peak period (1987-1989) 
followed a series of policies, laws and regulations encouraging enterprise mergers introduced 
by the govemment in 1987. For example, it was made clear in the keynote report at the 13th 
CPC National Congress that small state-owned enterprises could be sold to collectives and 
individuals. On February 19, 1989, the State Commission for Restructuring the Economy, the 
State Development and Planning Commission, the Ministry o f  Finance and the State 
Administration o f  State Property jointly promulgated the Provisional Measures for Enterprise 
Mergers. Relaxing policy restrictions led to the f i rst  flood in enterprise mergers. Enterprise 
mergers were at low ebb (1989-1992), when beginning in the second half o f  1989, the 
Chinese economy entered a period o f  overall correction due to an economic austerity 
program. Enterprises experienced funding shortages, and many suffered losses. The 
govemment increased i t s  role in ownership transfer and forced the merger o f  some 
enterprises in some areas. The number o f  uncompensated enterprise mergers increased in 
some regions and departments. At the beginning o f  the second peak period (from 1992 to the 
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present), China decided to establish a market economy in 1992. Enterprise mergers have 
become an important part of  the reform o f  state-owned enterprises. 

4.14 However, interregional enterprise mergers are subject to local govemments’ 
interference. There are a large number o f  state-owned enterprises in China that do not have 
an owner. The managers of  these enterprises and the leaders o f  their main departments are 
merely the agents of state ownership. Due to the policy of granting decision-making power to 
enterprises and allowing them to keep more profits, local governments have become the de 
facto owners of the state-owned enterprises (excluding large ones) in their administrative 
regions. Therefore, mergers of  state-owned enterprises inevitably involve local govemments. 
Enterprise mergers in China are not very market-oriented but are heavily subject to local 
govemments’ administrative interference. T h i s  could be attributed to the following reason: 

4.15 First, local governments are responsible for the employment o f  workers o f  state- 
owned enterprises. In the planned economy, state-owned enterprises implicitly guaranteed 
workers’ employment. This responsibility must be handled properly during mergers, which 
inevitably makes negotiations more difficult. Therefore, worker settlements affect the prices 
for merged enterprises or the way mergers take place. As a matter o f  fact, most enterprises 
offered for merger are suffering serious losses, and they have the workers to take care of. 
T h i s  makes them unattractive to outside enterprises who might consider acquiring them. In 
order to solve the problem o f  loss-making enterprises and employment o f  their workers, local 
governments often use administrative means to talk strong local enterprises into acquiring 
weak enterprises. 

4.16 Second, state-owned assets should not be squandered. The most serious problem in 
the trading o f  state-owned assets i s  that agents betray owners. In any merger, only officials of  
responsible departments or the most senior leaders serve as negotiators. T h i s  makes i t  
possible for them to take bribes by undervaluing state-owned assets. To address th is  problem, 
the central govemment at one time banned the trading in state-owned assets, but this 
eliminates an effective way to reform state-owned enterprises. In order to avoid being 
suspected o f  losing state-owned assets, local govemments would rather have state-owned 
assets merged and reorganized within their own region than risk selling them to outside 
investors. 

4.17 Third, there i s  the problem of local information. For historical, reasons, information 
about state-owned enterprises such as their assets and liabilities i s  held locally and i s  
available to other enterprises in the same region. However, i t  i s  expensive for outside 
enterprises to obtain information about the merger targets and other local information. T h i s  
presents another obstacle to trans-regional enterprise mergers. 

4.18 Fourth, the tax system presents an obstacle. Although a major reform o f  the tumover 
tax was carried out after 1994, enterprises s t i l l  pay income tax based on their administrative 
jurisdiction. Trans-regional and inter-industry mergers between enterprises under the 
jurisdiction of finance authorities at different levels w i l l  necessarily lead to the change of 
payee receiving the enterprise’s income tax, thus affecting the fiscal and tax revenues o f  the 
original payee of  the merger target. I f  the merger target i s  a profitable enterprise, in order to 

49 



maintain the local government’s control of  the enterprise, the responsible department and 
government administration wi l l  surely oppose the merger. Repeated bargaining w i l l  lead to 
higher costs o f  the transaction or even the deadlock o f  the negotiations. I f  the merger target 
has long suffered losses, the local financial authority w i l l  be willing to have it merged with an 
outside strong enterprise so as to lighten i ts  financial burden. In most cases, however, loss- 
making enterprises are not merger targets as nobody wants to shoulder their historical 
burdens. 

4.19 , In short, there are substantial baniers to trans-regional enterprise mergers. However, 
following the reform of the turnover tax and the completion o f  most mergers of  small and 
medium state-owned enterprises, mergers‘ of  private enterprises have become more market- 
oriented. From the perspective o f  local govemments, if weak local enterprises are acquired 
by  outside enterprises, local revenue wi l l  be ,increased. As long as not much unemployment 
resulted, the number o f  such mergers wi l l  gradually increase. For example, since 1998 there 
have been a large number of trans-regional enterprise mergers in such as industries as 
household appliances, beer and automobiles. 

B. Main Findings on Financial Market Fragmentation 

(a) Tests On Capital Market Integration 

4.20 For  the purpose o f  discussion, we start wi th two hypothetical extreme cases. With 
zero capital mobil i ty across regions, local savings can only be invested locally, and a l l  
local investment has to be financed by  local savings. In this case, local investments and 
local savings should be perfectly correlated. In the other extreme, wi th perfect capital 
mobility, savings from any particular locale can go anywhere in search o f  the best return- 
risk trade-off. In other words, local savings respond to global opportunities for 
investment, while local investments are financed by a worldwide pool o f  capital. There 
should be no exact relationship between local saving and local investment. Whi le this 
does not necessarily imply a correlation o f  zero, the correlation should be substantially 
below one. This i s  the fundamental idea o f  Feldstein and Horioka (1980) who proposed 
to use the saving-investment correlation as a measure o f  (lack of) capital market 
integration. 

4.21 The Feldstein-Horioka (FH) test was init ial ly proposed as a test of  world capital 
market integration, i.e. as a measure o f  the degree o f  capital mobil i ty across countries. In 
that context, the literature suggests that i t  does not give conclusive evidence on capital 
mobil i ty because a l ow  saving-investment correlation can be consistent wi th various 
alternatives other than a low degree of capital market integration across countries. These 
alternatives include the presence o f  a risk premium associated with currency devaluation, 
and governments’ effort to target the level o f  current account balance b y  manipulating the 
exchange rate. However, within a country, the FH test turns out to be a reasonable 
indicator on the degree o f  capital market integration across different regions. The main 
reason i s  that the alternative interpretations mentioned above are not operative within a 
country. I f  different parts o f  a country share a common currency, there i s  no currency 
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devaluation to speak of. Regional governments are also Iess likely ,to have a current 
account target at the regional level. 

. 

4.22 The detailed technical elaboration of the tests on capital market integration 
based on the Feldstein-Horioka framework i s  in Annex 7. The empirical evidence 
indicates a positive and significant correlation between savings and investment 
across Chinese provinces. Similar results were obtained for provincial bank deposits 
and loans. These findings are robust, even after controlling for the national factors 
and region-specific shocks. This suggests that there are s t i l l  significant barriers to 
intra-national capital mobility in China. Hence, even when national and region- 
specific components are controlled for, the patterns of capital flows within China 
remain closer to that of  international capital movements as opposed to intra-national 
capital mobility observed within countries with no internal barriers (such as Japan). 
The empirical evidence points to the existence of significant fragmentation in the 
financial market. More significantly, this fragmentation in the financial market has 
increased in the 1990s compared to the 1980s. 

(b) Distortions On Capital Flows 

4.23 In this section, we turn to a more direct examination of  how investment in China 
i s  allocated across different regions. Under the null hypothesis that capital goes to most 
productive regions until the value of marginal product of capital i s  equalized, one would 
expect that net capital inflow into a region i s  positively related to that region’s growth 
rate. In our empirical work, we estimate variations of the following specification: 

(Net capital infl0ws)it = a + b.(Initial income).i, + c. (GDP Growth)it + Ui + eit (5) 

4.24 In Column 1 of Annex 7 Table 5, we estimate how net capital inflow to a 
province responds to i t s  real GDP growth rate (after controlling for the initial level of  
income). The result indicates a lack of positive association between net capital inflows 
and growth performance. This suggests that capital flows within China do not go to the 
fastest growing regions, on average. To the contrary, the coefficient on local GDP growth 
i s  negative and statistically significant, indicating a tendency for capital to go to slower- 
growing regions. 

4.25 In Columns 2 to 6, we investigate how various components of a region’s 
investment responds to local GDP growth. The financing source categories o f  investment 
are: 

(a) Government budget: the appropriation in the budget of  the central and local 

(b) Bank loans: loans from banks and non-bank financial institutions to local 

(c) Foreign Direct Investment (FDI): investment made by foreign-owned f i r m s  

governments earmarked for capital construction and projects; 

enterprises and institutions; 

including joint ventures 
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(d) “Self-raised funds”: investment in local enterprises made by  their higher responsible 

(e) Others: a l l  other investment not in the above categories. 
entities (“headquarters” or ministries) and funds raised b y  the f i r m s  themselves. 

4.26 An interesting pattern emerges. First, foreign direct investment and investment by  
domestic f i rms based on self-raised funds do respond positively to real GDP growth. This 
suggests that when investment i s  motivated mostly by  prof i t  maximization, i t  tends to go 
where i t  i s  most productive. FDI and self-raised funds are the only two categories o f  
investment that exhibit a positive relationship with real GDP growth. Second, investment 
allocated through government budget i s  the one category that exhibits a clear negative 
relationship with local GDP growth. Bank loans have a statistically insignificant 
relationship, though the point estimate i s  negative. From these results, we conclude that t 
i s  the allocation o f  investment by government budget that i s  primarily responsible for  the 
peculiar pattern that net capital flows go primarily to less productive regions. Bank loans, 
while do not exhibit the same peculiar pattern, do not respond positively to local GDP 
growth as FDI or f i r m s ’  self-raised capital. 

4.27 Why would the government systematically allocate capital away from more 
productive regions and towards less productive ones? There are at least three theories one 
might think of: First, the government may value poverty reduction in i t s  objective 
function and therefore channels capital to poor regions. I f  a l ow  init ial  income coincides 
with a l ow  GDP growth rate, one could see a negative association between capital 
inf lows and real GDP growth. 

4.28. Second, state-owned enterprises (SOEs) may act as a bottomless pits in sucking 
government-channeled investment funds. Here, one might consider two variations o f  the 
theory. Version A stresses a political-economy interpretation. SOEs may be politically 
more powerful than private f i r m s  or other non-state-owned f i r m s  such as township-and- 
village enterprises. Consequently, they are able to obtain more investment funds f rom the 
government, particularly through government budget allocation, even if they are not 
productive. Version B i s  a concern for employment in SOEs. Precisely because SOEs are 
less productive on average and have trouble competing for funds in a well-functioning 
and integrated capital market, the government, out of concern for  employees in the SOEs, 
may choose to channel the capital systematically to SOEs even i f  they are not productive. 
O f  course, the two versions o f  the theory are not mutually exclusive. Either way, they 
could generate a positive association between capital inf lows and the importance o f  SOEs 
in local economies. 

4.29 Third, the government could direct capital flows in favor o f  a particular industrial 
structure. I t  i s  understood-in the literature the Chinese central planning before 1978 
systematically discriminated against the agricultural and other primary sectors in favor o f  
industries. Since the reform started in 1978, the government rhetoric has been to extend 
more assistance to  peasantdfishermen in the country side. I f  the rhetoric i s  reflected in 
the actual policy, one would see a positive association between net capital inf low into a 
region and the importance o f  the primary sector in the local economy. 
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4.30 W e  undertook an examination of  these theories and reported the results in Annex, 
7 Table 6. In the first column, we look at the net capital inflows. Capital inf lows respond 
positively to the share of  state production in the province and negatively to the share o f  
agriculture. In the subsequent columns of  Table 6, we examined the connections between 
various components o f  local investment and the initial income, the share o f  SOEs in local 
industrial output, and the share of the primary sector in local output. A few results 
emerge. First, there i s  no negative and statistically significant effect o f  ini t ial  income on 
investment. In other words, if the investment funds are systematically channeled to  
poorer regions, the effect i s  not large enough to be picked up by  the data. Second, 
interestingly, the share of  SOEs in local industrial production has a clear positive and 
statistically significant effect on the size o f  investment allocated by government budget 
and that financed b y  bank loans. So the importance of state-owned f i r m s  in local 
economy i s  a significant factor in explaining investment patterns from these two sources. 
In contrast, the share o f  SOEs has a negative sign in the FDI equation, suggesting that the 
presence o f  SOEs may act as a barrier to FDI. Third, the share o f  primary sector in local 
GDP i s  not significant in any regression. This suggests that capital allocation in China 
neither favors nor discriminates against the primary sector in general. 

4.31 To conclude, the strongest determinant of capital allocation rule in China 
appears to be the prominence of SOEs in local economies. SOEs generally grow more 
slowly than private and other non-SOE sectors o f  the economy. Therefore, an investment 
allocation rule b y  the government that favors SOEs would allocate capital systematically 
away f rom more productive regions and towards less productive ones. In this sense, a 
smaller role o f  the government in the allocation o f  capital might increase the growth rate 
o f  the economy. 

(c) Marginal Returns to Capital Across Sectors and Regions 

4.32 As indicated in Annex 5 Table 8 (i), the marginal return of capital i s  highest 
at 106.2 for the rural non-farm sector in 2001, compared to 20.4, 15.5 and 13.7 for 
the urban industry, urban services and the agriculture sector respectively. (The unit 
o f  labour productivity i s  1978 constant Yuan and the unit o f  capital productivity i s  1978 
constant Yuan per 100 Yuan o f  capital stock). This indicates that there i s  substantial 
under-investment, especially for the rural industry sector. I t  clearly shows that 
small and medium enterprises, particularly those in the rural  areas, face serious 
credit constraint. I t  i s  also noteworthy that the marginal returns o f  capital o f  the urban 
industry and urban services sector have been increasing at the lowest rate, compared to  
that of the agriculture and rural non-farm sectors. There are indications that capital has 
been getting a better rate o f  returns in the rural compared to the urban areas. This 
indicates that while there has been substantial expansion in f ixed assets investment and 
capital stock in the urban industry sector, capital productivity has increased at a very l o w  
rate of only 0.5 percent over the past 2 decades, compared to 10.5 percent for  rural non- 
farm sector and 1.5 percent for the urban services sector. Only the agriculture sector grew 
at the comparable rate o f  0.4 percent during the period (see Table 2 in Annex 5). This 
phenomenon o f  weak increase in capital productivity in the urban industry sector i s  
observed across al l  the four regions. 
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4.33 Examining the level o f  capital productivity by  region, i t  i s  clear that there i s  much 
less disparity across the four regions. As indicated' in Annex 5 Table 1, capital 
productivity i s  at comparable rate o f  52, 54, 47, 57 across the east, central, west, and 
northeast region. Between 1978-2001, capital productivity has grown the slowest at 1.1 
percent in the northeast, compared to 1.3 percent in the east, 1.8 percent in the central 
region and the fastest at 3.1 percent in the western region. This could indicate the under- 
investment in the western region, relative to the northeast and eastern region. Again, i t  
should be highlighted that in view o f  the well  known limitations o f  data on employment 
and GDP, especially at the provincial level, as well as the weak data series for  rural 
industry, the analysis and computed marginal returns to labor and capital by sectors and 
regions should be viewed as indicative of  magnitude and trends rather than definitive. 

4.34 Comparing the disparity in the marginal return o f  capital across al l  the four 
sectors in each region, i t  i s  clear that the biggest disparity i s  between the rural non-farm 
sectors against the other three sectors (see Annex 5 Tables 8). This indicates that there 
has been substantial under-investment in the rural non-farm sector, particularly in the 
northeast, west, and central region. Analyzing the marginal product o f  capital o f  
agriculture across the four regions, i t  appears that there are no substantial differences 
among the four regions. The same can be said for the urban industry sector and urban 
services sector across all the four regions. However, for the rural non-farm sector, there i s  
a much larger difference among the four regions, with the northeast, western, and central 
regions having higher marginal return for  capital, compared to the eastern region. This 
could indicate the substantial under-investment in the rural industry sector, especially 
outside o f  the coastal region. This could be partly due to poor property ownership rights 
as wel l  as credit constraint. Overall, the fragmentation in the capital market i s  mostly 
along sectoral rather than regional line. The impediment o f  capital into the rural non-farm 
sector i s  particularly serious. 

4.35 In summary, the empirical evidence indicate that the greatest disparity i s  in 
the rural-urban division and not in the coastal-western inequality. In the agriculture 
sector, marginal product of labor and capital do not diverge by more than 2.1 times 
across all the four regions. Similarly, they also do not diverge by more than 1.4 
times in urban industry or more than 1.9 times in urban services. The disparity i s  
somewhat larger at 3.5-4.7 times for the rural non-farm sector across all .the four 
regions. 

4.36 On the other hand, the disparity in the marginal return o f  labor and capital i s  much 
more substantial across sectors, At the overall national level, marginal product o f  labor in 
the urban industry sector (11,884.2) i s  32.6 times that o f  the agriculture sector, 5.9 times 
that o f  the urban services and 2.5 times that of  the rural non-farm sector. At the national 
level, the marginal product o f  capital in the rural non-farm sector (106.2) i s  7.8 times that 
o f  the agriculture sector, 6.9 times that o f  the urban services, 5.2 times that o f  the urban 
industry sector. These disparities are significantly larger than the disparities across the 
four regions. 
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4.37 These disparities across sectors, especially between the agriculture and urban 
industry sector, are observed across all the four regions. In fact, for the disparity in 
marginal return of labor between the urban industry and agriculture sector, the worst i s  in 
the western region at 41. This indicates that the misallocation o f  capital and labor 
between the agriculture and urban industry sector, particularly in the western region. 

4.38 Consequently, the largest gain in efficiency as well as equity could be 
obtained by shifting agriculture labor into urban industry as well as into the rura l  
non-farm sector. This applies to all the four regions of the country. In addition, 
substantial gain could be obtained by expanding investment in the rural  industry 
sector, especially in the northeast, western and central regions. These are the two 
areas where policy measures could have the most impact in reducing the existing 
fragmentation in the factor markets, improving efficiency as well as enhancing 
equity. 

4.39 T o  further quantify the degree o f  variations in marginal products o f  inputs, we use 
the Generalized Entropy (GE) as inequality measures. The GE family o f  measures used 
here i s  the specific member o f  the family with parameter as zero. Inequality i s  calculated 
using the GDP weighted values o f  marginal products o f  labor and capital for  sectors. As 
each province has four sectors, we have 2,688 observations for computing the inequality 
measures. 

4.40 The empirical evidence in Annex 5, Table 7 indicates that the variation in 
marginal products of capital has declined from 0.23 in 1978 to 0.16 in 1991. Since 
then, it has r i sen  substantially to reach 0.35 by 2001. As graphed in Figure 3.1, 
marginal products of capital have become increasingly divergent over the past 
decade, suggesting a rising fragmentation of capital markets. This finding i s  
consistent wi th the results in para. 4.22 and Annex 7. I t  i s  noteworthy that in 1978, 
fragmentation in the labor market (variation index=0.45) was much larger than that in the 
capital market (0.23). B y  2001, the fragmentation in the labor market has fallen to 0.30 
while that o f  the capital market has risen to a higher level (0.35). (See Annex 5, Table 7) 
To some extent, our findings support Young’s argument that partial reforms may lead to 
more distortions in the remaining economy. Responding to the progressive liberalization 
and increasing competition in the product and labour market, central and local 
governments have been compelled to seek more rent by  intervening more in the financial 
and land markets as well as in real estate and infrastructure projects. 

4.41 As i s  wel l  known, the GE family o f  inequality measures can be decomposed into 
the sum of a within and a between group component, for  any given partitioning o f  the 
population into mutually exclusive and exhaustive groups. Using the ratio o f  between- 
inequality to over inequality, we can calculate the polarization index. Annex 5, Table 7 
also presents the sectoral and regional polarization in marginal returns to  capital and 
labor. Overall, the inter-sectoral variations in marginal returns to labor and capital 
contribute far more to overall inequality than interregional variation, confirming the 
earlier empirical findings that the rural-urban divide, especially the rural agriculture 

’ 
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versus urban industry divide, i s  more significant than the regional divide. In particular, 
the sectoral polarization index on marginal returns to capital has increased. 

(d) Existing Policies and Institutions Contributing to Factor Market 
Distortions Across Sectors and Regions 

4.42 Presently, bigger cities in the administrative hierarchy are favored by government 
policies in the allocation o f  public sector investment for infrastructure, tax subsidy 
policies on foreign direct investment and allocation of funds for industrial enterprises. 
These distorted policies have slowed the natural process o f  the upgrading o f  bigger cities, 
especially those in the coastal region, into higher value added services sector and the 
skilled manufacturing activities. This has retarded the process o f  migration of lower and ' 

medium skilled manufacturing activities f rom coastal to the central and western region, 
as well as to  smaller and medium cities in the coastal region, aggravating regional 
inequality. 

4.43 Anti-rural policies have also contributed to substantial resource flows from 
the agriculture and rural sectors to the non-agriculture and urban sectors. Table 18 
indicate that through the fiscal and financial system as well as the implicit tax in 
grain marketing, the annual resource transfer from the agriculture and rural 
sectors has been very substantial. Huang, Otsuka and Rozelle (2004) estimated that 
between 1980 to 2000, China has extracted a total value o f  about 1,289 bi l l ion (in 2000 
prices) o f  capital from the agriculture sector to finance industrialization (Table 4.2). The 
capital outflow from rural to urban sector was 2,297 bi l l ion (in 2000 prices) for  the same 
period. 

Table 4.2: Capital Flows (billion yuan in 2000 price) from Agriculture to Industry and from 
Rural to Urban through Fiscal, Financial and Grain Procurement Systems, 
1980-2000 

I 1980-2000 I 
Source: Huang, Otsuka and Rozelle (2004) 

Note: Values are in real terms in 2000 price (use the general retail price index as price 
deflator) 
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C. Benefits o f  Financial Market Integration 

4.44 Over the past two decades, a significant amount o f  capital flow out f rom the 
agriculture to the industrial sector. This outflow was largely channeled through the 
financial system intermediated by rural credit cooperatives. In addition, as the capital 
outflow f rom the rural to urban area was larger than that f rom agriculture to industry, the 
empirical evidence indicate that capital from agriculture not only supports urban 
industrialization but also finance the development o f  rural industry 

4.45 The empirical evidence suggests that there i s  substantial room to improve 
efficiency by reallocating resources, in particular capital, among sectors than among 
regions. Reversing the long-hold urban-biased investment policy wi l l  improve not 
only economic efficiency but also equity as most of the poor live and work in the 
rural  areas. 

4.46 T o  estimate the economic gains f rom greater financial market integration, the 
report conducts a simulation by  changing the long-existing urban bias pol icy through the 
movement of  investment f rom cities to rural areas while keeping the total amount 
investment constant. The magnitude o f  impact o f  reallocating capital i s  similar to that o f  
labor reallocation. The analysis indicate that if we move 1 percent, 5 percent, and 10 
percent of urban investment to the rural  areas, the whole economy wi l l  gain an 
additional 0.7 percent, 3.2 percent, and 5.9 percent in GDP respectively (see Table 
3.3). In the second simulation, the report assumes that the government makes additional 
investment in the rural areas, dividing equally between the agricultural sector and the 
rural non-farm sector. An  additional 10 billion investments in rura l  areas contribute 
to an increase of GDP by 0.2 percent, which equals to 21 billion yuan. In view of the 
fact that in the rural  areas, most productions are labor intensive, a large share of 
the gain wil l  go to labor compensation and benefit to farmers. When  the size of 
investment increases to 50 and 100 billion, the overall GDP wil l  increase by 0.8 
percent and 1.7 percent, or  85 and 182 billion yuan, respectively. (See Table 3.3) 

4.47 In the policy simulations of moving 1 percent, 5 percent and 10 percent of 
capital investment out of the urban into the rural  area, the efficiency gains are much 
higher for the northeast and western region. While the overall economy would gain 
by 0.7 percent, 2.9 percent and 5.0 percent respectively, the gains for  the northeast 
region i s  much larger at 0.9 percent, 4.1 percent and 7.0 percent respectively. The 
gains in the western and central region are also larger than those in the eastern 
region. (See Table 3.4(b)) 

4.48 These policy simulations highlight the economic gains f rom reallocating 
resources from low productivity sector to high productivity sector. Reversing the 
urban bias investment policy wil l  enhance overall economic growth. In addition to 
economic efficiency, these policies wil l  also bring about distributional effect by 
reducing regional and sectoral inequality. Hence, these policies are both efficiency 
improving and equity enhancing. 
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$4.49 In addition, the successful reform o f  the financial sector w i l l  greatly expand the 
contribution of the finance and business services sector to GDP as well  as develop the 
other supporting services industries. This would facilitate the rapid upgrading o f  the 
services sector in the big cities, pushing the manufacturing activities to the smaller and 
medium cities as well  as to the inland region. This would contribute substantially to more 
balanced regional growth. 

D. Policy Implications 

4.50 The fragmentation of  the financial market i s  largely due to central government policy 
and interventions o f  the local governments. In China, the most important power i s  the power 
over personnel management. Whoever holds this power controls capital. T h i s  means that 
changes in the financial market mainly depend on the central government's changes in 
personnel management and i t s  policy orientation. 

(a) Sequencing in Financial Liberalization 

4.51 The empirical evidence in this report indicates that financial market 
distortion was larger in the 1990s compared to the 1980s. Financial centralization 
since the mid-1990s concentrated enormous financial resources at the centre. These 
resources were channeled to the large SOEs. Consequently, instead o f  local governments 
distorting financial flows, the central governnient has created the inefficiency in the 
financial market. The problems o f  the SOEs were passed on to the banking system 
through the state owned banks. While this might have been necessary in the early stage 
o f  SOE reform in order to ensure social stability, the system i s  now ready for a more 
market oriented allocation o f  capital after the substantial progress has been made in SOE 
restructuring and privatization. ' 

. 

. 

4.52 There i s  a need to maintain a delicate balance. Pushing reform too quickly could 
trigger massive collapse o f  SOEs, large scale unemployment and social political 
instability. Moving too slowly could prolong massive capital misallocation, allow NPL 
to continue building, and increasing the risk o f  a ful l-blown banking crisis further down 
the road. 

4.53 So far, the outline o f  baking reform i s  clear. The main features o f  bank 
restructuring include: 

use o f  banks existing capital to write o f f  non-performing loans 
injection o f  fresh equity capital to the two better banks (Bank o f  Construction and 
Bank o f  China) by  using the official foreign reserves 
banks issue subordinated debt, which w i l l  count as tier I1 capital under 
international bank capital rules, to bring capital ratios above the 8 percent 
international minimum standard 
sale o f  strategic equity stakes to big foreign banks to facilitate restructuring 
listing on the international stock markets 
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4.54 A major obstacle to bank reform i s  the fact that both SOE and state-owned 
banks are government entities, As such, there i s  no effective property or creditor 
rights between them as there are no incentives for debtors to pay back loans. The 
senior manager in a state bank described his frustration in negotiating for loan 
repayment with the manager of a SOE: 

“We’re all one family, ” he quoted them as saying. “Your money is my money. Why 
all this hurry to snatch cash from one pocket and put it into another? What diflerence 
does it make if you lose money or I lose money?” (Asian Wall Street Journal, May 18, 
2004) 

4.55 This i s  the vicious circle of soft budget constraints of SOE and poor 
corporate governance of state owned banks that perpetrate increasing losses and 
rising NPLs that could ultimately derail sustainable growth. Consequently, without 
severing the umbilical cord between the state banks and SOEs, NPL wil l  continue to 
rise. Moreover under the existing system, provincial and local governments s t i l l  
have leverages over branch lending as they both belong to the same personnel 
system of the party. The effective way to break out of this vicious circle i s  to 
diversify ownership, especially of the state owned banks. 

4.56 Without changes in corporate governance of the state banks, managers wi l l  
s t i l l  be motivated by political advancement rather than by commercial performance 
of the bank. Indeed, the experience of emerging market economies in the 
recapitalization of banks without changes in ownership and incentive structure, 
indicate that it merely perpetrates poor performance. (Shiras, 2002) 

(b) Interest Rate Reform 

4.57 The empirical evidence presented in this report indicates that the economic 
costs of  capital misallocation are very significant. More importantly, it has been 
rising in the 1990s compared to the 1980s. This makes improving the efficiency of 
capital allocation more urgent. 

4.58 Interest  rates control effectively results in the scarcity of supply of funds, 
leading to credit rationing. Under a system whereby state owned banks dish out scarce 
bank loans, i t  i s  natural that state owned enterprises which have full state backing are 
perceived as safe loans, as well  as politically less risky. On  the other hand, the private 
sector i s  perceived as not only more both risky in terms o f  higher default risk but also 
politically more risky in view o f  career risk to banking bureaucrats. This has resulted in 
the wastage of capital as indicated in the weak capital productivity in urban industry as 
well as in the coastal region. More significantly, starving the domestic private sector and 
the small medium enterprises from credit has prevented these enterprises f rom creating 
jobs, further aggravating the unemployment problem. Thus the excessive share o f  GDP in 
fixed asset investment, the weak capital productivity, poor job creation, weak private 
consumption expenditure and constrained growth o f  the private sector can al l  trace part o f  
their problems to the interest rate control policy. 
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4.59 On the other hand, there are other factors at work on the lending to the private 
sector. The lack o f  lending to the private sector could also be due to severe information 
asymmetry between banks and private sector borrowers, lack o f  guarantees and creditable 
collaterals as well  as poor reputation and weak credit culture o f  the private sector. 

4.60 Interest rate control has also distorted the regional flows of bank loans. The 
state banks have neglected the rural  areas and the inland provinces and focus on the 
urban areas and the coastal provinces. This i s  partly due to the fact that interest 
rate control for bank loans has made it unprofitable to extend small and medium 
sized loans to the rural  areas and inland provinces. Both small and large loans 
require similar amount of paper work and time for processing. In addition, the cost 
of monitoring the loan could be higher’in the rural  areas and inland provinces. As 
interest rate control has usually set the lending rate too low to cover these costs and 
higher default r isk, the resul t  i s  that the state banks refrained from lending in the 
rural areas and inland provinces (Woo, 2002). In their study on the improvement of 
city competitiveness through the investment climate in 23 cities (Dollar e t  al, 2004), 
access to finance was found to be significant for firm performance. Their survey 
results indicated that access to trade credit contributed to higher sales and labor 
growth rates as well as to an increase in investment arte. Thus, interest rate control 
not only results in inefficient allocation of capital but also aggravate rural-urban 
and coastal-inland inequality. 

4.61 Interest rate liberalization can also reduce the information collection cost for 
monetary policy as wel l  as market participants. The change in the supply and demand of  
fund would be rapidly reflected in interest rate movement and transmitted instantaneously 
to market participants allowing them to adjust their decision on financing and investment 
accordingly. 

4.62 In addition, a significant adverse effect of the regulated interest rate policy i s  
the marginalization of r i s k  management, the very essence of the financial market. 
There was l i t t le incentive for banks to overhaul the risk management system as 
borrowers with high and low credit risk are broadly priced at a similar level of 
interest rate. 

4.63 China has fol lowed a gradualist approach to interest rate liberalization. The first 
step was the decision at the third plenum on November 14, 1993 which allowed banks to 
set deposit and lending rates “within a specified range.” Since then, l imited flexibility in 
setting interest rates was allowed, especially for lending rates. During the high inflation 
period in the early to mid-l990s, an indexation subsidy paid to depositors helped to. 
ensure that real interest rates do not become too negative, thus mitigating some o f  the 
adverse effects of interest rate controls. 

4.64 The band for branches of commercial banks at the county level and below and on 
loans to S M E  was widened to +20/-10 percent in 1998 and subsequently raised to +30/- 
10 percent in April 1999. For loans from commercial banks and urban credit 
cooperatives to S M E s  was widened to. +30/-10 percent in October 1999. The band for 
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rural credit cooperatives was raised to +50/-10 percent in January 1998. Presently, banks 
are allowed to  increase interest rates on loans granted to S M E s  b y  up to 70 percent above 
base rates set by  the central bank while rural credit cooperatives are allowed the 
discretion up to 100 percent. This i s  a significant improvement over the 30 to 50 percent 
leeway earlier. The issue i s  the space enough for banks and rural credit cooperatives to 
fully price in lending r isks.  More significantly, the control over deposit rates allow the 
state owned banks a cozy margin despite weak corporate governance and poor r isk 
management system. 

4.65 Reforms could lose momentum as new and more serious distortions arise i f the 
liberalization process i s  too long and protracted. Moreover, speeding up interest rate 
reform w i l l  allow banks more time to gain experience in market competition as wel l  as 
expertise in pricing products to prepare themselves for foreign competition at the end of 
2006. For interest rate liberalization to be effective, banks must be free to make lending 
decisions based on purely commercial considerations. However, liberalization o f  interest 
rates should be in tandem with state enterprise reform. This i s  to prevent the perverse 
result o f  SOE with weak financial control and who suffered no penalty when making 
losses f rom borrowing no matter how high interest rates rose. 

4.66 There are potential risks associated with interest rate liberalization. This could 
lead to rents erosion, rising uncertainty as wel l  as the decline in the franchise value of 
banks. Once interest rates are liberalized, price competition would ensure. This could 
potentially adversely affect the already weak balance sheet o f  the state owned banks. 
Reduced actual or expected interest rates spread and hence lower bank profits could 
induce banks to undertake more risky loans, especially speculative lending in the real 
estate and stock markets. This could lead to the formation o f  asset bubbles. Hence 
economic rents and the franchise values of banks should be reduced only gradually and 
allow banks to adjust. The sequencing strategy i s  to liberalize the lending rate before the 
deposit rate so as to preserve the franchise value o f  the banking sector. 

. 

, 

4.67 Experience of other countries indicates potential problems wi th  interest rate 
liberalization, especially without adequate supervision. In Korea, financial deregulation 
including interest rate liberalization led to the expansion o f  poorly supervised banks, non- 
bank financial intermediaries and merchant banks. This was a key contributing factor t o  
the 1997 currency crisis (Cho 1999). 

4.68 In general, subsidies should be provided directly and transparently from the 
budget, rather than hidden and distorting the financial marker through funding at 
below market rates. This i s  a critical condition for the full commercialization of the 
financial institutions. In the sequencing process, the liberalization of interest rates 
should proceed with wholesale before retail transactions and loan rate before 
deposit rate. The earlier liberalization of loan before deposit rates will avoid fierce 
competition in the banking sector which could adversely affect i t s  profitability. 
Interest rate on large deposits which are held by big companies and institutional 
investors could be liberalized before retail deposits held by individuals. This i s  also 
in line with the fact that large deposits increasingly compete with money market 
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instruments. Most  industrial countries l ike US, Japan and Western European 
countries liberalized wholesale deposit rates at an early stage in their reform 
process. 

4.69 On October 29,2004, the PBC adjusted upward the base lending and deposit 
rates by 0.27 percentage point. For lending rates, one-year loan rate has been 
increased from 5.31 percent to 5.58 percent; and one-year deposit rates from 1.98 
percent to 2.25 percent. The more significant development was the fact that in the 
same announcement, lending interest rate ceiling by financial institutions, with 
exception of RCCs and UCCs, was removed, while downward margin df float 
remained. This heralds the beginning of a major step forward towards greater 
interest rate liberalization. 

(c) Infusion of  External Banking Expertise 

4.70 International experience in banking reform, particularly in recent years in 
East Asia, indicated that infusion of key experienced senior executives can play a 
very important catalytic role in internal reform. Successful cases include Koram 
Bank and Kookmin Bank in Korea, DBS Bank and OCBC Bank in Singapore, China 
Trust in Taiwan, China as wel l  as Bank o f  China in Hong Kong, China. Given the 
pressure f rom WTO commitments, the banking reform in China can be considerably 
speeded up through the exploitation o f  extensive experienced senior executives f rom the 
Chinese Diaspora in the U S  and European investment and commercial banks, as wel l  as 
the Hong Kong, Taiwan and Southeast Asian banks. These experienced personnel are 
more l ikely to be able to adapt to the peculiar cultural and operating environment in 
Chinese banks. 

. 
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ANNEX 1: 

PRACTICES: CHARACTERISTICS OF DATA SET 
WORLD BANK-DRC SURVEY ON LOCAL PROTECTIONIST 

Industry 

Agri 

Mining 

Food 

Beverages 

Tobacco 

Textile 

1 The data set we use i s  from a comprehensive survey on regional protection 
launched by the World Bank and the Development Research Center (DRC) o f  the State 
Council in year 2003. Our data covers 3156 enterprises across al l  the 3 1  provinces (see 
Table 1) and encompasses a rather comprehensive set o f  industries (see Table 2). The 
sample also include 1349 individuals who work at local governments, research institutes, 
universities or other related public sectors that have useful knowledge on local protection. 
The sample include large, medium and small enterprises (see Table 3) as well as different 
type o f  ownership (see Table 4). 

% 

1.6 

3.0 

7.1 

3.8 

1.0 

4.2 

Table 1: Regional Distribution of Surveyed Enterprises by Province 

13.8 
Real 

Public utility 2.9 2.6 

Industry 1 % I Industry I % I Industry 

Petroleum 

Chem. Nonmetal 

product mineral 

Timber Chem. 

&Fumiture Fibre product 

Non- 
1.2 ferrous 

metal 

Electronics 
2.0 equipment 

year; 1 :m: 1 r:ir; 1 1.5 1 Ma;:n; 

Transport 
Printing plastic 

Sport o,7 Ferrous Electrical 
e ui ment metal machine 

% Industry I % I Industry I % 
I I I I 

Instru. & office 
6.2 1.2 Commerce 5.0 

5.1 Communications I 2.1 I , Other I 
I I I I I 

le standard of industrial classification. The listed 36 - 
industries are classified in line with the industrial classification standard ;eleased on October 1, 2002 by the National Bureau of 
Statistics. Under the situation where one enterprise involves many industries, less than 15 percent of the questionnaire had multiple 
choices. Industry classification i s  based on the product of the enterprise. 

Table 2: Distribution of Enterprises by Industry (Percent) 
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Table 3: Distribution of Enterprise by  Size (Percent) 
Scale large Middle 

% 9.1 35.9 

Small 

51.6 

Ownership % Ownership 

SOE 35.1 Limited liability 

Collective 5.2 Stock company 

Stock cooperative 2.4 Private 

Affiliated 1.5 Foreign capital 

Note: The form of enterprise ownership does not equal the form o f  enterprise registration. However, we use 
for reference the form o f  enterprise registration to differentiate the form o f  enterprise ownership. Because 
an enterprise i s  a company in the form o f  registration, i t  can still be state enterprise in ownership. Statistical 
results show that eight percent o f  questionnaires have multiple choices in ownership type. 

% 

35.1 

15.9 

11.2 

5.3 
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Table 5: List of 42 types of local protectionist measures classified in 8 categories in 
the survey questionnaires 

I. Measures to protect the product market: 

(A) Directly control the quantity of sales of domestic imports: 

(1) Local  government l i s t s  a purchase catalogue, of  which certain products are 
banned and some are l imited from purchasing from other parts of  the country, 
and employs a license system to manage domestic imports. 
Stipulate the total quantities of local products for enterprises to  purchase. This 
means that an enterprise must buy certain amount o f  local products before 
sourcing for domestic imports. 
Local government stipulates the proportion o f  local products for enterprises to 
purchase: This means that the amount o f  products coming from outside i s  
l imited by  that o f  local products so as to control the market share. 
When enterprises purchase raw materials in general shortage, government 
departments o f  the raw material-producing areas limit the purchase. 

(2) 

( 3 )  

(4) 

(B) Price limit and local subsidy (price control): 

(1) 

(2) 

( 3 )  

Employ administrative measure to f i x  prices and raise prices o f  domestic 
imports. 
Charge more for domestic imports than local products when selling products 
sourced f rom outside provinces. 
Employ financial leverage, and offer preferential treatment in financing, 

interest rate and settlement to producers of  local products and discriminate 
against domestic imports. 
Employ financial leverage to reduce or remit taxes for local enterprises and 
offer subsidy to them. 

(4) 

(C) Discriminatory Measures in quality Inspection 

(1) 

(2) 

(3) 

(4) 

(5) 

(6) 

Conduct excessive inspection on standard examination on domestic imports in 
the name o f  strengthening market management and quality control. 
Reduce the channels and varieties o f  outside products purchased b y  local 
commercial enterprises in the name o f  streamlining marketing channels. 
Employ industrial and commercial inspection to limit domestic imports in the 
name o f  striking out at counterfeit products. 
Limit enterprises f rom outside by  restricting the licenses for motor vehicles and 
ships. 
Tacitly allow local enterprises to make exaggerated claims on advertisements 
against domestic imports. 
Weak enforcement in the prosecution o f  locally produced counterfeit products. 
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(7) ' Set up barriers or fee collection stations at administrative border and carry out 
improper examination or enforce extra charges on products moving in and out 
o f  the area. 
Erect technical barriers in the name o f  environment protection, health and 
sanitation inspection. 

(8) 

(0) Informal restrictive Measures to check local imports: 

(1) When an enterprise requires legal, accounting and consulting services, i t  i s  
required or hinted to employ local institutions,. 

(2) When the government or enterprises purchase products, they give special 
consideration to local enterprises. 

(3) When the government or enterprises tender for construction projects, they give 
special consideration to local enterprises. 

(4) When an outside enterprise brings a lawsuit against a local enterprise, the 
judicial department i s  not active in pursuing the matter. 

(5) Obviously giving biased protection to local enterprise during judicial 
proceeding. 

(6) Judicial departments are not active in implementing the judgment against local 
enterprises. 

(E) Intervention in the input of raw materials of outside enterprises: 

(1) 

(2) 

Stipulate the total amount of  local products for  enterprise to purchase. This 
means that the enterprise must purchase a minimum amount o f  local products. 
Stipulate that the intermediate input, raw materials and key components in the 
production process o f  an enterprise should contain a certain proportion o f  local 
products. 
Outside enterprises experience unfair competition f rom local enterprises when 
they purchase farm products, industrial raw materials or key industrial products. 

(3) 

11. Ways to Protect The Factor Markets 

(F) Intervention in the labor market: 

Local government demands enterprises give priority to employing local 
residents wi th hukou. 
Local government demands that outside residents f rom other parts o f  the 
country should have additional certificate o f  qualification. 
Because of existing limitations, the local government i s  unable to provide 
pension, medical and unemployment insurance for employees f rom outside. 
Impose excessive charges on employees f rom outside for getting a permit o f  
temporary stay. 
Impose excessively complex administrative procedure for employing an outside 
resident compared to employing a local resident. 
I t  i s  too expensive for children o f  outside residents to study in a local school. ' 
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(7) I t  i s  difficult for an employee from outside to settle down and obtain local 
hukou. 

(G) Intervention in investment andjinancing: 

Forbid enterprises from outside to enter the local industry. 
Forbid or limit outside enterprises to purchase local enterprises. 
Increase the level of  registered capital for outside enterprises. 
Increase the number o f  inspection and approval process on the sources and uses 
of capital o f  outside enterprises. 
Renegade on infrastructure facilities after outside enterprises have made the 
investment or imposing higher charges on outside enterprise for water, power 
and gas. 
After an outside enterprise gains profits after making an investment, local 
government requires i t  to make more investment with i t s  profit from the 
locality. 
When an outside enterprise withdraws i t s  investment, local government or local 
enterprises take obvious action to damage the interest o f  the outside enterprise. 

(H) Intervention in technology transfer: 

(1) 
(2) 

Limit technical transfer among enterprises. 
Limit the f low o f  technicians to outside enterprises, especially important skilled 
technicians by  forcing them to make heavy payment or refuse to transfer their 
dossiers and official hukou registration. 

(3) Do not recognize the technical certificate already gained by an outside 
enterprise outside and demand additional approval process. 
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Table 6: Ranking of Factors Limiting External Sales of Enterprises 
(For Enterprises with Existing External Sales) 

Small demand 
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Table 7: Ranking of Factors Perceived to Limit External Sales of Enterprises (For 
Enterprises without Existing External Sales) 

69 



ANNEX 2 
DATA ON PROVINCIAL GDP, LABOR AND CAPITAL B Y  SECTORS AND 

REGIONS FOR THE PERIOD 1978-2001 

GDP 

1. Both nominal GDP and real GDP growth indices for various sectors from 
1978 to 1995 are available from SSB's The Gross Domestic Product of China [SSB, 
1997al. The data sources and construction of national GDP estimates was published 
by the State Statistical Bureau [SSB, 1997bl. This publication indicates that the SSB 
has used the U.N. standard SNA (system of national accounts) definitions to 
estimate GDP for 29 provinces by three economic sectors (primary, secondary, and ' 

tertiary) in Mainland China for the period 1952-95. Since 1995, the China Statistical 
Yearbook has published GDP data every year for each province by the same three 
sectors. Both nominal and real growth rates are available from SSB official 
publications. 

2 We use four sectors in our analysis: agriculture, urban industry, urban 
services, and rural enterprises. The agriculture sector i s  equivalent to the primary 
sector used by SSB. The following procedures were used to construct GDP for the 
other three sectors. Until 1996, China published annual gross production value for 
rural industry and services. Since 1996, they began to publish value added f igures in 
China Township and Village Enterprise Statistical Yearbook [SSB]. The definition 
of value added i s  GDP originating in the sector, the data we need. The Ministry of 
Agriculture published data on both gross production value and value added for 
rural industry (including construction) and services in China's Agricultural 
Yearbook, 1996. The data on nominal value added for rural  industry and services 
prior to 1995 were estimated using the growth rate of gross production value and 
1995 value-added figures, assuming no change in the ratio of value added to gross 
production value. 

3. GDP for rural industry was subtracted from GDP for industry as a whole (or 
the secondary sector as classified by SSB) to obtain GDP for urban industry. 
Similarly, GDP for rural services was subtracted from aggregate service sector GDP 
(or the tertiary sector as classified by SSB) to obtain GDP for the urban service 
sector. GDP for rural enterprises i s  the sum of GDP for rural industry and rural 
services. 

4. The implicit GDP deflators by province for the three sectors are estimated by 
dividing nominal GDP by real GDP. These deflators, are then used to deflate 
nominal GDP for rural  industry and services to obtain their  GDP in real terms. 

Labor 

5. Labor input data for the primary, secondary, and tertiary sectors at the 
provincial level after 1989 can be found in SSB's Statistical Yearbooks (various 
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issues), while provincial labor data prior to 1989 are available in SSB [1990]. Labor 
i s  measured in stock terms as the number of persons at the end of each year. For 
rural  industry and services, prior to 1984, labor input data at the township and 
village level, but not at the individual household level, are available in SSB's Rural  
Statistical Yearbooks. The omission of individual-household, non-farm employment 
data wil l  not cause serious problems, as the share of this category in rura l  
employment was minimal prior to 1984. Urban industry labor i s  estimated by 
subtracting rura l  industry labor from total industry labor, and urban service labor 
i s  similarly estimated as total service labor net of rural service labor. 

Capital Stock 

6. Capital stocks for  the four sectors are calculated from data on gross capital 
formation and annual fixed asset investment. For the three sectors classified by SSB, 
the data on gross capital formation by province after 1978 was published by SSB 
[1997]. Gross capital formation i s  defined as the value of fixed assets and inventory 
acquired minus the value of fixed assets and inventory disposed. To construct a 
capital stock series from data on capital formation, we used the following procedure. 
Define the capital stock in time t as the stock in time t-1 plus investment minus 
depreciation: 

K, =I,  +(l-ti)Kt-l. 
(9) 

Where Kt i s  the capital stock in year t, I t  i s  gross capital formation in year t, and 6 i s  the 
depreciation rate. China Statistical Yearbook [SSB, 19951 reports the depreciation rate of 
fixed assets o f  state owned enterprises for industry, railway, communications, commerce, 
and grain for  the years 1952 to 1992. W e  use the rates for grain and commerce for 
agriculture and services, respectively. Since 1992, SSB has ceased to  report off icial 
depreciation rates. For the years after 1992, we used the 1992 depreciation rates. 

7. To obtain initial values for the capital stock, we used a similar procedure to 
Kohli  [1982]. That is, we assume that prior to 1978, real investment has grown at a 
steady rate (r), which i s  assumed to be the same as the rate of growth of real GDP 
from 1952 to 1977. Thus, 

8. This approach ensures that the 1978 value of the capital stock i s  independent 
of the 1978-95 data used in our analysis. Moreover, given the relatively small capital 
stock in 1978 and the high levels of investment, the estimates for later years are not 
sensitive to the 1978 benchmark value of the capital stock. 

9. Estimates of capital stocks for rura l  industry and services. are constructed 
using the annual fixed asset investment by province from 1978 to 1995, which are 
available in the annual China Statistical Yearbooks and the China Fixed Asset 
Investment Statistical Materials, 1950-95. Ini t ial  values are calculated using 
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, equation (lo), but the growth rate of real investment pr ior  to 1978 i s  assumed to be 
four percent. Again, the init ial  capital stock i s  low, so that the estimated series i s  not 
sensitive to the  benchmark starting value. The capital stocks data f r o m  1996 to  2001 
are obtained directly f rom SSB. 

10. Capital stock for ru ra l  industry was subtracted f rom that o f  total industry 
(or secondary industry as classified by SSB) to obtain capital stock for  the urban 
industry sector. Similarly, capital stock for  ru ra l  services was subtracted f rom the 
aggregate service sector (or tertiary sector as classified by  SSB) to obtain the capital 
stock fo r  the urban service sector. Finally, capital stock for  ru ra l  enterprises i s  the 
sum of  capital stocks for  both ru ra l  industry and services. 

11. Prior to constructing capital stocks for each sector, annual data on capital 
formation and fixed asset investment was deflated by  a capital investment deflator. 'The 
SSB began to  publish provincial price indices for f ixed asset investment in 1987. Prior to  
1987, we use the national price index o f  construction materials to  proxy the capital 
investment deflator. 
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ANNEX 3 
LABOR MOBILITY BEFORE AND AFTER REFORM” 

Labor Mobility Before and After Reform 

1. Urban biased policy in China originated from the implementation o f  heavy 
industry-oriented development strategy which started in the 1950s (Yang et al., 2000). A 
unique institutional arrangement of  the strategy was to strictly control rural urban 
migration (Knight et al., 1999; Chan, 1994). 

Labor market segmentation under the planning system 

2. In the pre-reform period, the planning system served as a tool to implement the 
heavy industry-oriented development strategy. A capital-intensive heavy industry 
development strategy in a capital-scarce economy could not be built through market 
forces. I t  had to be built through a planning mechanism that allocated scarce resources 
among sectors in accordance with government priority. Therefore, capital, labor and other 
factors o f  production were not allowed to move freely according to market signals. As 
this strategy was adopted in the 1950s, capital and labor were strictly restricted by  a host 
o f  institutions and could not transfer across sectors, regions and ownerships. Any  
mobility o f  factors of production was deemed a disobedience o f  the planning system. 
Institutions that restricted factor mobility included the household registration (or hukou) 
system that divided rural and urban population into separate groups, urban employment 
and welfare policy that excluded rural residents f rom i t s  entitlement, urban rationing 
system for food and necessities, as well as the urban biased social security system. 

3. Of a l l  these institutional arrangements separating labor between rural and urban 
areas, the household registration (or hukou) system was the most important. During the 
early years o f  the People’s Republic o f  China, migration was not restricted. Between 
1949 to 1957, 70-80 percent o f  the increase in population in Chinese cities and towns 
could be attributed to rural-to-urban migration, as typically happened in other developing 
countries (IPS 1988). Later, in order to guarantee the adequacy o f  labor producing 
agricultural products in rural areas and to limit the number o f  people f rom enjoying 
subsidized food in the urban areas, a set o f  institutions were needed to restrict labor 
mobility between the rural and urban sectors. The issuing o f  Regulations on Household 
registration of People’s Republic of China in 1958 marked the beginning o f  the formal 
establishment o f  the hukou system that restricted migrations between rural and urban 
areas and across regions. 

4. Unlike population registration in most other countries, China’s hukou system i s  
unique, as i t  aims to r igidly separate the population into the rural and urban areas. 
According to i t s  regulations, anyone at birth should be registered in locality where his or 
her mother i s  registered, and has little chance to change this registration locality in his or 

I’ This section i s  partly based on Cai Fang (2003). 
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her entire l i fe.  In practice, residential movement across localities was controlled b y  the 
departments of public security. I t  was impossible for rural residents to move to cities 
without of f ic ia l  approval. Labor mobility across sectors was planned by  the departments 
o f  labor and personnel and no independent labor market was allowed. During the period 
f rom the 1950s to the onset of  reform, the hukou system was strictly enforced and 
effectively prevented labor f rom migrating f rom rural to urban areas. 

5. With peasants effectively shut out o f  the urban sector, full employment o f  urban 
labor was achieved during the planning period. As the pursuit o f  capital-intensive 
industrialization in a capital-scarce economy resulted in l imited employment absorptive 
capacity in the urban sector (Feng and Zhao 1982), an absence o f  government 
intervention in the allocation o f  the labor force would have led to high unemployment 
rate in the urban areas and serious political instability. To secure stable and life-long 
employment for  urban workers, government departments o f  labor and personnel put j o b  
allocation in to  the state-owned and urban collective sectors as a priority in accordance 
wi th  the overall economic planning. Once a worker was assigned into a post, he could 
neither change job  nor face dismissal and unemployment. In short, the full employment 
guarantee under the planned economy i s  exclusive in the sense that one without urban 
hukou identity could never get hired outside the planning system, regardless o f  his or her 
education and sk i l l .  

6. Once hukou system was put in place and began to effectively impede labor 
movement f rom the rural to urban areas, the urban welfare system was in turn 
established. This system exclusively provided various social services l ike housing, 
medical care, education and pension for virtually all urban residents. Consistent with the 
segmentation of the rural-urban labor markets, the welfare and social security system 
under the planned economy was also basically urban biased. In rural areas, the collective, 
known as People’s Commune, took care o f  those members who have no children or 
unable to work due to diseases, injuries and o ld  age. At same time, there was a system o f  
cooperative medical care characterized by low-level service and widespread coverage to  
provide medical care to rural residents. On the other hand, a uniform social security 
system based on Labor Insurance Regulations of People’s Republic of China issued in 
195 1 was confined to only urban workers. According to the Regulations, Chinese 
workers engaged in (urban) enterprises are insured for retirement, work injury, sickness, 
childbirth and widowhood, and are entitled to housing, children day care and education. 

7. Recent labor market reform has supported greater integration in the labor market. 
In early 2004, new laws were passed to eliminate fees for temporary residence permits 
for  migrants in urban areas. Migrants are also allowed to send their children to  urban 
schools without discrimination. While effective implementation o f  these changes would 
have a long way to go to reduce these constraints to labor market integration, the laws 
have signaled the government’s determination towards greater integration o f  the labour 
market. 
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Migration during the reform period 

8. With the onset of economic reform, institutional barriers to labor mobility were 
gradually removed. Increasing labor movement was observed across rural and urban 
areas as well as among different regions and sectors. 

(a) Scale of rural-urban migration 

9. Estimates for migrants vary in accordance with different definitions of  the length 
of migration (minimum period of stay), geographic boundary (cross-township, county or 
province), and official identity (with or without hukou). Three major types of  migration 
are: (1) planned hukou migration, (2) permanent migration with or without hukou change, 
and (3) floating rural labor force. 

10. Migration with hukou change i s  planned migration approved by  the department of  
public security annually, reflecting officially recognized population movement. The 
number of migrants with hukou has declined slightly from an annual rate of  22 per 
thousand in 1978 to 15 per thousand in 1998 during the reform period. In 1999, a total of 
16.87 mill ion hukou migrants were approved to officially migrate and permanently settle 
in places rather than their home counties. 

11. Based on their various surveying systems, the National Bureau of Statistics 
(NBS),  Development Research Center of  State Council (DRC), Ministry o f  Agriculture 
(MOA), and Ministry of Labor and Social Security (MOLSS) have collected data on 
floating population. These estimates are summarized in Table D.l. They indicate a 
broadly rising trend. In addition, the latest sampling data of the 2000 census indicate that 
there were 131 million migrants, with 97.24 million were intra-provincial migrants and 
33.92 million inter-provincial migrants. An estimated 52 percent of  intra-provincial 
migrants and 78 percent of inter-provincial migrants were rural-to-urban migrants 
respectively (COSC et al., 2002). Based on this, total rural to urban migrants in China 
were estimated at approximately 76 million in 2000, which i s  identical to the estimation 
by Ministry of Agriculture in Table D. 1. Consequently, rural migrants constituted about 
one-third of urban workers. 

Table 1: Official Estimates of Floating Population (million) 
Sources Year Across township Across county Across province 

DRC 1983 2.00 
DRC 1989 30.00 7.00 
MOA 1993 62.00 43.00 20.50 

MOLSS 1994 80.00 52.00 24.00 
1% Sampling 1995 70.00 54.00 25.00 
Agr. Census 1996 72.23 44.87 23.64 

NBS&MOLSS 1997 38.90 26.02 14.88 
NBS&MOLSS 1998 49.36 32.18 18.72 
NBS&MOLSS 1999 52.04 36.22 21.25 
NBS&MOLSS 2000 61.37 45.13 28.33 

MOA 2000 75.50 
Sources: Research Team of Ministry of Agriculture (2001) 
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(b) Spatial pattern of migration 

12. Since 1990 when regional disparity in income began widening again, the booming 
coastal regions have increasingly attracted massive inf lows o f  labor. The labor inf lows in 
turn provide an important source o f  economic growth in these regions and improve their 
efficiency of labor allocation (Cai et al., 2002). Based on data f rom population surveys, 
and the 1900 and 2000 national censuses, Table 2 shows the changes in spatial patterns o f  
migration. F r o m  1987 to 2000, intra-regional (mainly intra-provincial) migration 
dominated in all three regions. I t  i s  noteworthy that the share of inter-provincial 
migration within the eastern region increased, while the shares o f  inter-provincial 
migration within central and western regions tended to decline. In addition, the shares o f  
migrations between central and western regions decreased, while inter-regional migration 
f rom central and western to the eastern region increased substantially (see Table 2). 

Table 2: Regional Distribution of Migrants ( % ) 
Origin 

Dest inat ion East Central West  Nat ional  
East 

1987 
1990 
1995 
2000 

1987 
1990 
1995 
2000 

1987 
1990 
1995 

Central 

West  

91.0 
87.0 
92.6 
95.4 

5.6 
8.4 
4.1 
2.5 

3.4 
4.6 
3.3 

13.6 
18.6 
30.5 
32.0 

82.7 
75.8 
62.9 
65.1 

3.7 
5.5 
6.6 

9.7 
18.1 
22.7 
22.5 

4.7 
7.5 
4.9 
2.6 

85.6 
74.4 
72.4 

40.5 
43.2 
54.1 
54.5 

30.3 
29.9 
21.6 
22.7 

29.2 
26.9 
24.3 

2000 2.0 3.3 74.9 22.8 
Sources: National Bureau o f  Statistics. Tabulation on the 1987 I Percent Sampling Population Survey of 
China, Beijing: China Statistic Publishing House (1988). National Bureau o f  Statistics. Tabulation on the 
1995 I Percent Sampling Population Survey of China, Beijing: China Statistic Publishing House (1997). 
National Bureau o f  Statistics. Tabulation on the 1990 Census of the People’s Republic of China, Beijing: 
China Statistic Publishing House (1993). National Bureau o f  Statistics. Tabulation on the 2000 Census of 
the People’s Republic of China, Beijing: China Statistic Publishing House (2002). 

Note: (1) Migrants in 1987 refer to those who migrated between cities, towns and counties and stayed at 
destinations for 6 months or longer; migrants in 1990 refer to those who migrated between cities and 
counties and stayed at destinations for one year or longer; migrants in 1995 refer to those who migrated 
between counties, districts and counties and stayed at destinations for 6 months or longer; migrants in 2000 
refer to those who migrated between townships, towns (Zhen) and communities (Jiedao), and stayed at 
destinations for 6 months or longer. (2) Although the statistical criteria o f  migration timing and space units 
are different in various years, the results in Table 1 can be used as a reference to compare changes in 
migration directions. 
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13. When we consider only the inter-provincial migration, i t  i s  obvious that the 
eastern region i s  the prime destination for migrants. Table 3 shows the spatial distribution 
of inter-provincial migrants. In 2000, 64 percent of  inter-provincial migration in the 
eastern region happened within the region, while 84 percent of inter-provincial migrants 
from the central region and 68 percent from the western region moved to the eastern 
region. Between 1987 to 2000, the share of inter-provincial migration within the eastern 
region increased by nearly 15 percent points, and the share of migration from central and 
western to eastern regions increased by nearly 24 percent points. 

Table 3: Regional Distribution of Inter-provincial Migrants ( % ) 
Origin 

Destination East Central West National 

1987 49.7 61.7 44.2 52.0 
1990 56.0 59.0 49.3 54.6 
1995 63.5 71.8 56.5 63.1 
2000 64.4 84.3 68.3 75.0 

1987 31.3 21.8 21.2 24.6 
1990 28.4 23.5 20.4 24.0 
1995 20.5 12.7 13.4 18.8 
2000 19.7 7.1 7.9 9.8 

1987 18.9 16.6 34.6 23.3 
1990 15.6 17.5 30.3 21.4 
1995 16.1 15.5 30.2 18.1 
2000 15.9 8.6 23.9 15.3 

East 

Central 

West 

Sources: National Bureau of Statistics. Tabulation on the 1987 I Percent Sampling Population Survey of 
China, Beijing: China Statistic Publishing House (1988). National Bureau of Statistics. Tabulation on the 
1995 1 Percent Sampling Population Survey of China, Beijing: China Statistic Publishing House (1997). 
National Bureau of Statistics. Tabulation on the 1990 Census of the People’s Republic of CKina, Beijing: 
China Statistic Publishing House (1993). National Bureau of Statistics. Tabulation on the 2000 Census of 
the People’s Republic of China, Beijing: China Statistic Publishing House (2002). 

14. To understand the nature of  the origin and destination of migration, i t  i s  useful to 
divide migration flows into four categories: (1) urban-to-urban migration, (2) urban-to- 
rural migration, (3) rural-to-urban migration, and (4) rural-to-rural migration. Rural-to- 
urban migration comprised the major part of the total, accounting for 40.7 percent, while 
urban-to-urban migration made up the second, and accounting for 37.2 percent. 
Consequently, these two constituted the main forms af migration in China during the 
course of transition. Rural-to-rural migration accounted for 18.2 percent of  total 
migration, and urban-to-rural migration was only 4 percent of  the total. The proportion of  
urban-to-urban migration has been increasing over time, whereas the proportion of  rural- 
to-urban migration has somewhat declined. 
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Formal and Informal Employment 

15. In 1978 when the economic reform started, nearly 80 percent of urban labor were 
employed in the state sector, and state and collective sectors employed almost' all urban 
workers. The two-sector. domination o f  employment remained until the 1990s when the 
non-state sector began to increase i t s  share o f  employment in the whole economy. Since 
then, things have changed dramatically. B y  2001, employment shares o f  state and 
collective sectors had dropped to 32 percent and 5.4 percent, respectively, while'that o f  
non-state sector increased substantially. I t  should be noted that there has been a gap 
between reported total numbers of employment and summed numbers o f  employment in 
al l  the urban sectors. This gap has steadily increased since 1990 and i t  accounted for 38 
percent o f  the total employment in 2001 (see Figurel). 

Figure 1: Changes in Employment Structure since Reform 

E 250 
h 

sou cou w SHC JOU w LLC SHCL PE LC FIU w IND RDL 

Source: NBS, 2002 

Note: SOU - State-owned Units, COU - Collective-owned Units, SHC - Share- 
holding Cooperative Units, JOU - Joint Ownership Units, LLC - Limited Liability 
Corporations, SHCL - Share Holding Corporations, Ltd., PE - Private Enterprises, LC 
- Units with Funds from Hong Kong, Macao and Taiwan, FIU - Foreign Funded Units, 
IND - Self-employed Individuals, RDL - Residual. 

16. The gap between total and sectoral figures o f  employment comes f rom the 
multiplicity of statistical sources. The employment statistics in al l  the urban sectors 
collected by National Bureau o f  Statistics are f rom al l  independent accounting units and 
provide the employment o f  urban units l ike state-owned, collectives, shareholding, 
limited liability etc. On the other hand, the statistics o f  total urban employment come 
from the household survey based on the 0.1 percent sampling population o f  the whole 
country and indicate the summation of figures o f  unit and outside unit employment. The 
increasing residual of employment that cannot be explained by unit employment reflects 
the fact that as unemployment pressure intensifies and, at the same time, labor market 
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develops, employment outside registered units or informal employment tends to increase. 
I f  we include this informal employment, i t  i s  apparent that the total employment in the 
urban sector continues to expand, though formal unit employment has been fal l ing 
steadily since 1997 (see Figure 1). 
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ANNEX 4 
LITERATURE SURVEY ON THE ECONOMIC COSTS OF DISTORTIONS, 
RURAL-URBAN GAP, REGIONAL DISPARITIES AND FRAGMENTATION 

BETWEEN STATE AND NON-STATE EMPLOYMENT 

1. The impact o f  intervention policies on worker earnings and labor market 
efficiency can be assessed in several ways. One approach i s  to examine closely each o f  
the specific institutions and regulations, quantify various policy measures, and estimate 
their direct impact on wage distortions and output losses. Then, the total effects o f  the 
policies can be aggregated from the individual programs.'* There are several reasons why 
i t  i s  difficult to apply this approach to labor markets in China. First, quantitative estimates 
of demand and supply are required, but the required detailed survey data covering a long- 
time period on employment and pay at both firm and individual levels are not available. 
Second, many governmental interventions in China go beyond readily-quantified 
practices such as imposing a minimum wage or raising an income tax, so the usual 
quantitative tools of policy analysis are extremely difficult to implement. Finally, because 
China's institutions and policies have changed dramatically during the reform period, i t  
would be difficult, if not impossible, to trace al l  the specific policies and to aggregate 
their effects. 

2. An alternative and more practical approach i s  to focus on the outcomes o f  the 
interventional policies by  examining the disparities in worker wages, productivity, and 
earnings across various locations and economic sectors. This approach rests on a simple 
premise: despite the complexity in measures o f  intervention and complicated channels of 
pol icy effects, distortion policies eventually reveal their effects in the differences in 
marginal worker productivity and compensations, which are directly observable and 
easily measurable. 

3. More specifically, if the earnings o f  comparable labor differ greatly between the 
two sectors, this measures the impact o f  market segmentation due to  inappropriate 
policies and institutions. I f  labor-market reforms have improved conditions o f  
employment and pay, we would expect to observe the narrowing o f  earning differences o f  
comparable labor across sectors over time. 

4. There i s  a need to be cautious in making wage and productivity comparisons 
across occupations, regions and economic sectors. First, labor quality, including 
schooling, training, and experience, has to be adjusted when considering earnings in 
alternative sectors. Second, any differences in the cost o f  living between diverse 
geographic areas should be taken into account. Furthermore, the comparison should also 
reflect differences in the provision o f  subsidized public services, such as health care and 
housing, across the sectors. At the empirical level, although i t  i s  d i f f icul t  to adjust for  al l  
these factors because important information i s  usually unavailable, these conditions need 
to be taken into account as much as possible. However, for  analyses that cover an 
extended period, factors such as cost o f  l iv ing differences across two  regions tend to be 

This i s  the primary approach taken by the series of World Bank studies that assess the effects of 
agricultural pricing policies (see Krueger et al., 1991). 
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stable over time. Consequently, the assessment on the changes or convergence o f  wages 
across the t w o  locations would not suffer significantly from such f ixed factors. 

5. As labor immobility during the pre-reform period resulted in distortion o f  sectoral 
structure and inefficiency in resources allocation, labor reallocation among sectors and 
regions, and the resulting resources reallocation has contributed to the overall economic 
growth of China. Previous studies show that during the reform period, labor mobil i ty 
f rom agricultural to non-agricultural sectors, including labor transfer among regions, has 
been a significant source o f  the economic growth, accounting for 16 percent (World Bank 
1998, p. 8) to 21 percent (Cai et al. 1999) of  annual GDP growth o f  the period. 

(a) Rural-Urban Markets 

6. Under efficient conditions, earnings for comparable labor across rural and urban 
areas should be about the same, corresponding to the equalization o f  marginal products o f  
labor across sectors. In China, however, the ratio o f  urban to rural per capita income far 
exceeds one, which indicates the existence o f  severe barriers to efficient labor flows. 

7. Table 5 (i) presents urban and rural per capita total incomes and their ratios for  
the period 1978-1997. The primary data sources are f rom the Rural and Urban Household 
Survey collected by  the China's State Statistical Bureau (SSB) wi th adjustments for (1) 
information on urban non-wage earnings, including provisions such as housing, health 
services, in-kind transfers, and various price subsidies, and (2) sector-specific i n f l a t i ~ n . ' ~  
Based on comparable information, Table 1 reveals a severe disparity in per capita income 
across the two sectors: the earnings in urban areas have been about two to  three times 
higher than the level in rural areas. Earlier studies have shown that various labor-market 
inventions are directly responsible for the observed sectoral income gap (e.g. Yang and 
Cai, 2003).14 

8. I t  shou1.d be noted that rural-urban income disparity i s  also common in other 
developing countfies due to government policies that discriminate against agriculture. 
What should concern Chinese policy makers i s  the magnitude o f  the gap in China. Yang 
and Cai (2003) presents the ratio o f  non-agricultural to agricultural incomes for a 
standard worker across 36 countries. The ratios for the majority o f  the countries are 
below 1.5, contrasting sharply wi th the range for China, which generally fluctuates 
between 2 and 3. More specifically, in 1985, there were only four countries for which 
average urban earnings were more than twice average rural earnings. There were f ive 
countries in 1990 and three countries in 1995 that had ratios o f  2 or more. Moreover, the 
countries with the ratio exceeding 3 were the poorest countries in the world where market 
distortions were pervasive. Although caution i s  required in making cross-country 

l3 See Yang and Cai (2003) for detailed descriptions for making these adjustments. In particular, the 
methods used for computing urban non-wage incomes are based on a study by  researchers at the SSB 
(Zhang et al., 1994). 
l4 Earlier studies have also shown that the large rural-urban income gap has contributed significantly to 
regional income inequality in China (Fleisher and Chen, 1997; Yang ; 1999; Kanbur and Zhang, 1999; and 
Yao and Zhang, 2001). 
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comparisons, these figures suggest that the fragmentation o f  China’s rural-urban markets 
has been very serious indeed. 

9. Whi le  comparisons o f  income differences are indicative o f  the relative economic 
welfare o f  rural and urban residents, they may not accurately reflect the efficiency o f  
resource allocation when wages are not determined through competitive mechanisms. 
Then, direct measurements o f  labor productivity are necessary. This i s  probably the case 
in China, so labor productivity estimates are needed to provide direct information on the 
sectoral misallocation o f  labor. 

10. Several studies have found that marginal productivity o f  labor in state industries 
far exceeds marginal labor productivity in rural industries, and that the latter also far 
exceeds marginal labor productivity in agriculture. Yang and Zhou (1999) presents 
estimates o f  marginal labor productivity for the three sectors using Chinese provincial 
data for the period between 1987 and 1992. The findings show that within this six-year 
period, the labor productivity in state industries was about 15 to 16 times that o f  
productivity in agriculture, and the labor productivity in rural industries was about 25 to 
100 percent higher than in agriculture. These results are corroborated b y  other studies 
using more recent data. For instance, based on data covering the period 1987-1998, Cai  et 
al. (2002) present evidence that the ratio o f  agricultural labor productivity to  industrial 
productivity range from 12 to 17 percent across the eastern, central and western regions 
in 1998. The productivity differences across the sectors are very large indeed.” 

11. Under conditions o f  no barriers to labor mobility, movement o f  labor between 
sectors would result in equal value o f  marginal product for  comparable labor in al l  
sectors. The evidence of large productivity differences across the sectors implies the 
existence o f  serious labor mobil i ty barriers that fragment sectoral markets in China. 
Consequently, if labor was reallocated f rom the l ow  marginal productivity areas to the 
high marginal productivity areas, there would be gains in aggregate output without 
utilizing additional resources. A relevant pol icy question is :  if more labor i s  transferred 
f rom agriculture to rural and state industries, how much would output increase? 

12. Table 2 presents a policy experiment of reallocating 1, 5, and 10 percent o f  the 
agricultural labor force to rural and state industries, wi th an equal percentage split of the 
total allocated to the two destination sectors. Each sector has i t s  own. production function: 
rural and state industries use labor, capital and intermediate factors as inputs, while 

l5 These results are consistent with other empirical studies. See Nolan and White (1984) for estimates on 
output per worker in agriculture and state industries and Meng (2000) for productivity gap between rural 
agricultural and nonagricultural sectors. 
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agriculture uses labor, land and machinery with weather also affecting i t s  production. The 
parameter values are taken directly from the estimates made by  Yang and Zhou (1999) 
and corresponding data values for the Chinese provinces in 1992.16 

13. The pol icy experiment shows that improvements in the allocation of labor based 
on their productivity across sectors would realize substantial output gains. When labor 
leaves agriculture, output in that sector w i l l  fall, but by much less than the output in rural 
and state industries w i l l  increase. Thus, the experiments based on three hypothetical 
percentages of labor transfers would result in 0.66, 3.09, and 5.82 percent gains in 
aggregate output-substantial indeed. 

14. 
output are likely to represent upper bounds o f  the possible changes. First, the cost o f  
living i s  usually higher in areas associated with rural and state industries relative to 
farming, regardless o f  whether they are in rural towns or cities. Second, moving costs o f  
labor transfers can be significant. And third, special s k i l l s  are usually required for 
industrial jobs, and therefore costs of training tend to reduce the net gains associated wi th  
the j o b  transfers. Nevertheless, even with these qualifications, the pol icy experiment 
points to serious distortions in the rural-urban labor markets and potentially large gains to 
be reaped f rom further reforms. 

I t  should be noted, however, that for several reasons these percentage increases in . 

(b) Inter-Regional Markets 

15. Across urban regions, the principle o f  equalizing wages and productivity for  
comparable labor could be taken as necessary and sufficient for labor-market efficiency 
when workers are paid according to their marginal products. Studies have shown that 
under competitive conditions with an integrated national market, economic forces tend to 
establish a spatial equilibrium in which workers would seek jobs wi th the highest pay and 
f i r m s  would tend to locate their production in areas with the lowest costs of inputs 
(Topel, 1986). I t  i s  true that many other factors, including local amenities, costs o f  living 
and characteristics of the labor force, may al l  affect regional wage differentials. However, 
when regional wage disparities persist, i t  i s  often an indication o f  labor-market 
inefficiency caused by  the lack o f  labor mobility. 

16. Ample evidence has shown that the process o f  equalizing wages among regions 
has not yet operated in China.I7Yang (1997a) compares the 1993 wage levels for  state 
enterprises across the provinces in China with the average pay rates cross the states in the 
United States. The study reports that the coefficient o f  variation in the Chinese sample 
(0.21) i s  about twice as large as the U.S. sample (0.1 l), indicating a greater disparity o f  
regional wages in China. T o  the extent that the U.S. i s  a country o f  comparable 

l6 While more recent data for policy analysis would be preferred, the choice o f  time period i s  constrained 
by  multiple factors. Although the SSB has released input-output data for all three sectors since 1986, 
starting in 1993, the statistical yearbooks have changed the reports o f  several economic variables for rural 
enterprises, such as replacing gross sales information with value-added measures. Therefore, we conduct 
the policy experiment for 1992 because of the availability o f  parameter values from Yang and Zhou (1999) 
for that year and issues o f  data consistency. 
l7 See Fleisher and Wang (forthcoming) for a summary o f  related findings. 
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geographical size as China and one which likely approaches equilibrium labor-market 
conditi.ons, the relatively large regional wage variation in China points to serious labor- 
market segmentation among urban areas in China. 

17. Other empirical studies have corroborated with the above findings. Song, Su and 
Cao (2000) show that in 1991, the coefficient o f  variation o f  per-capita GDP among 476 
Chinese cities was 0.809, while the coefficient variation o f  per-capita income was 0.259. 
In contrast to the U.S. in the late 1990s, the coefficient o f  variation o f  output per worker 
among 100 United States metropolitan statistical areas was 0.161 and the coefficient o f  
variation o f  per capita income was 0.149 (see Fleisher and Yang, 2003a). In 2001, the 
coefficient o f  variation o f  per capita personal income among 318 United States 
metropolitan statistical areas was 0.199. 
comparison o f  China with the United States. One i s  that urban per-capita GDP in China 
had four times as much variation relative to i t s  mean as that in the U.S. The other feature 
i s  that urban per capita income in China indicates more regional inequality than in the 
U.S., although far less inequality o f  income than of  production per capita (Fleisher and 
Yang, 2003a). 

There are two remarkable features in this ' 

18. Given these immense regional labor-market disequilibria, one would expect that 
there are strong incentives for  labor migration to close the wage gaps, especially during a 
period o f  labor market deregulation with reforms. However, data f rom household surveys 
indicate that there have been few, i f any, signs o f  inter-urban wage convergence. 
Actually, the opposite appears to be true. Knight, Li and Zhao (2001) report strong 
evidence o f  inter-province divergence in earnings and income levels for  the period 1988- 
1995. In the case o f  earnings, they find that a 10 percent higher init ial  income i s  
associated wi th  a 6 percentage point higher growth rate over that period. Their empirical 
results are based on two nationally representative surveys of  households income that were 
designed by a team o f  American and Chinese economists under the auspices o f  the 
Institute o f  Economics, Chinese Academy o f  Social Sciences. The surveys were 
conducted in 1989 and 1996, which collected data for 1988 and 1995, covering 9,009 and 
6,931 households f rom sixty cities and 10 provinces in each survey. At a less aggregate 
level, analysis o f  sixty cities also shows no sign o f  convergence in mean earnings and 
incomes in the seven year period. These findings on China contrast sharply with labor- 
market behavior in an economy integrated markets, where prosperous regions attract 
labor inflows, leading to equalization of  wages across regions. As Tope1 (1986) shows in 
his empirical study, labor movements do respond quickly to changes in local labor market 
conditions, including wage disparities, among states and regions in the U.S. 

19. Direct evidence on the change o f  residential locations reveals that Chinese 
families have much lower mobil i ty than do American families. Yang (1997a) reports 
annual geographic mobility rates o f  the U.S. residents for  the period 1960-93. Between 
1992 and 1993, the geographic mobility rates o f  Americans, defined as relocating to a 
different house, was 16.8 percent, within which 6.3 percent either moved to different 
countries or came from aboard. No t  all comparable data are available for China, 
However, the 1990 Census o f  Population Survey provided an aggregate mobil i ty rate for  
China. During a five-year period between July 1985 and June 1990, a total o f  34.13 
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million, people had changed their residential locations (PCO, 1993). If this number i s  
divided b y  the total population in a specific year, say 1,050 mi l l ion in 1985 or 1,131 
mi l l ion in 1990, the estimated total mobil i ty rate i s  about 3 percent for  this entire five- 
year period. B y  calculating a simple arithmetic mean, the annual mobil i ty rate i s  about 
0.65 percent in China, which i s  perhaps one-tenth that in the United States, where 
interregional wage inequality i s  much less than in China. 

20. Many  improvements have been made in the past ten years, and labor mobil i ty in 
China has increased significantly. However, despite the large absolute number o f  
migrants in China, interregional movement remains much smaller than might be expected 
in comparison to what i t  would be if relocation were unrestricted b y  existing legal and 
economic barriers (Fleisher and Yang, 2003a). Johnson (2003) reports that inter- 
provincial migration in China between the 1990 and 2000 census was about one-fourth 
the magnitude of interstate migration in the United States during a comparable period. 
Given the immense regional labor-market disequilibrium that characterize today’s China, 
a more telling benchmark i s  the United States during i t s  period o f  greatest rural-urban 
population relocation, which was ten times the magnitude of China’s migration f lows 
today, relative to population. 

(c) State vs. Non-State Employment 

21. In an urban labor market, fragmentation between state and non-state employment 
and segregation among worker types within f i r m s  may prevent an efficient allocation o f  
labor and realization of the full benefits f rom labor mobility. Workers in Chinese cities 
may be identified as those who work for  the state sector (enterprises and government), 
the non-state sector (e.g. urban collectives, foreign and private firms), as wel l  as rural 
migrants. Empirical studies have shown that significant barriers s t i l l  exist for  j o b  
changes between the state and non-state sectors, and that within a sector, rural migrants 
are seriously segregated from urban residents. 

22. Zhang and Meng (2001) conducted a careful study o f  occupational segregation 
and wage differentials between urban residents and rural migrants in Shanghai based on 
two survey data sets containing individual information. They find that &a1 migrants are 
treated differently from their urban counterparts in terms o f  occupational attainment and 
wages, after controlling for productivity-related characteristics, such as education, 
gender, and work experience. With regard to occupational attainment, they show that 
around 22 percent of urban residents who would have been better suited for blue-collar 
jobs were given white-collar employment, while 6 percent o f  rural migrants who would 
have been suitable for white-collar jobs were relegated to blue-collar positions. Ci ty 
residents also enjoyed a large wage premium. 

23. Urban residents as well  as state and local governments are largely responsible for  
the existing situation. As Zhao (2000) points out, “as urbanites enjoyed more and more 
government subsidies, better protection, and higher incomes, they also came to believe 
themselves as being superior to rural people. This became the historical and 
psychological basis for the discrimination toward rural people.” Arising f rom these 
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prejudices and institutional factors, segregation in the urban labor market not only has 
direct implications for the loss o f  aggregate output but also worsens the economic 
position o f  those who are already poor, which in turn may contribute to social instability. 

24. Although urban non-state employment has been growing, pol icy barriers militate 
against a smooth process o f  j o b  mobility between the two ownership sectors. Zhao (2002) 
used a large urban sample f rom six provinces and Beijing municipality to estimate that in 
1996, SOE workers received an average total of  3,431 yuan in non-wage benefits in the 
form o f  pension, housing and health care. This non-wage component amounted to 42.4 
percent o f  their total income. This package of state-allocated earnings was surely an 
important factor explaining the reluctance o f  SOE workers to leave the state sector for  
private sector employment, despite the pressure on SOEs to lay o f f  their workers due to 
bad performance. This i s  because under typical arrangements, leaving a state-sector j o b  
would imply a large and immediate loss in non-wage benefits. 

Table 1: Real Per Capita Income for Rural and Urban Residents 
(Units: nominal yuan per year; Ratio: rural=l) 

Ratio o f  

Per Capita Income Per Capita Income Income 
Urban Rural Urban to Rural 

Year (1) . (2) (3) 

1978 
1979 
1980 
1981 
1982 
1983 
1984 
1985 
1986 
1987 
1988 
1989 
1990 
1991 
1992 
1993 
1994 
1995 
1996 
1997 

454 
523 
560 
567 
597 
620 
690 
692 
784 
80 1 
783 
778 
855 
916 
989 
1073 
1133 
1179 
1217 
1252 

134 
160 
190 
219 
26 1 
296 
330 
358 
360 
369 
370 
343 
374 
378 
399 
413 
443 
487 
55 1 
5 84 

3.4 
3.3 
3.0 
2.6 
2.3 
2.1 
2.1 
1.9 
2.2 
2.2 
2.1 
2.3 
2.3 
2.4 
2.5 
2.6 
2.6 
2.4 
2.2 
2.1 

Notes: Statistical Yearbook o f  China (various years) 
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Table 2: Output Gains of Transferring Labor from Agriculture to 
Rural and State Industries: unit=100 million yuan 

Percentage of Labor Force Leaving Agriculture 
Sector 1992 OutDut 1% 5% 10% 

Agriculture 6509.7 -24.0 -107.4 -215.2 
Rural industries 6607.9 16.0 91.4 175.5 
State industries 11068.3 166.7 763.7 1446.7 
Output level or change 24185.9 158.7 1248.3 1407.0 

% Change in output 0.66% 3.09% 5.82% 
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ANNEX 5 l8 
ESTIMATING THE PRODUCTION FUNCTIONS AND THE COMPUTATION 

OF MARGINAL RETURNS TO LABOR AND CAPITAL ACROSS 
SECTORS AND REGIONS 

1. The above partial productivity analysis provides evidence of resource 
reallocation distortions among sectors and regions over the reform period. Next, we 
want to document the patterns of resource allocation and figure out the sources of 
disequilibria in factor markets. Resource allocation reaches the maximum efficiency 
when the marginal products of factor inputs (suitably adjusted) equalize across 
sectors and regions. By calculating the inter-sectoral and inter-regional marginal 
returns of factor as well as their variations over time, we can uncover the 
opportunities for achieving efficiency gains by reallocating factors across sectors or 
regions. Having known labor and capital productivity, we need further to estimate 
labor and capital elasticity to calculate marginal returns to labor and capital 
following the formula in equation (1) below: 
ay Y ay Y 

Y Y 
- and - 

where a and p are labor and capital elasticity, respectively; L 
capital productivity, respectively. 

K are labor and 

2. We have data for 24 years (1978-2001) for 28 provinces, which represents a 
panel of 672 observations. Tibet i s  excluded mainly because of lack of data. For data 
consistency, Hainan and Chongqing provinces are included in Guangdong and 
Sichuan provinces although they were separated in 1987 and 1997 respectively. 
Considering the substantial shift in economic structure among sectors over the past 
two decades, we have allowed the input elasticities to vary over time in the 
production function estimation. The unit o f  labor productivity i s  1978 constant Yuan 
and the unit of capital productivity i s  1978 constant Yuan per 100 Yuan of capital stock. 

3. In order to avoid the heteroskedasticity problem due to large regional 
differences, regional dummies were added to the production functions. The division 
of the four regions are as follows: (1) Heilongjiang, Liaoning, and Jilin provinces; (2) 
East: Municipalities of Beijing, Tianjin, and Shanghai; Hebei, Shangdong, Jiangsu, 
Zhejiang, Hainan, Fujian, and Guangdong provinces; (3) Central: Shanxi, Henan, 
Jiangxi, Hunan, Hubei, Anhui; and (4) West: autonomous regions of Ne i  Mongol, 
Ningxia, Xinjiang, and Tibet, Sichuan, Shanxi, Gansu, Ningxia, Qinghai, Yunnan, 
Guangxi, and Guizhou provinces. 

4. The results of the estimated production functions for four sectors are 
presented in Table F.6. The f i r s t  regression on agriculture includes land as a 
separate input in addition to capital and labor. Because agricultural output i s  
measured as value-added, intermediate inputs such as fertilizer are excluded from 

This section i s  based largely on Zhang & Tan (2004) 
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output measures by definition. Including fert i l izer and other intermediate inputs i s  
more appropriate in estimating a production function for gross output. The results 
f rom this regression indicate that land s t i l l  played an important role in Chinese 
agricultural production with an elasticity of 0.471. The strong, positive coefficients 
of  the time-trend variables imply that technical change played a vital role in 
promoting Chinese agricultural production during the study period. The time- 
varying coefficients for capital and labor are positive and negative, respectively, 
suggesting that the agricultural sector has become more capital intensive and less 
labor intensive over the period. 

5. The labor and capital elasticity in the estimation o f  urban industry do not 
change significantly. The urban service sector has become increasingly capital 
intensive, probably reflecting the heavy investment in the urban real estate sector. 
The most striking phenomenon in the rura l  non-farm sector i s  that both labor and 
capital elasticities have increased over time, indicating increasing returns to  scale in 
the industry. 

6. Differences in estimated elasticities for the same input across sectors reflect 
differences in production technology, but do not alone provide any indication of how 
efficiently resources are allocated. Given the estimated time-varying parameters, we can 
compute the marginal product o f  each factor using equation (1). Tables 8 (i to x) show 
the marginal returns to labor and capital in the four sectors. The urban industry sector has 
the highest marginal returns to labor, probably reflecting the higher capital intensity, 
education level and s k i l l ,  while the agricultural sector has the lowest marginal return to 

’ labor. 
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Table 1 : Labor and Capital Productivity by Region 

By Region 
Labor Productivity Capital Productivity 

Year China East Central Western Northeast China East Central Western Northeast 
1978 
1979 
1980 
1981 
1982 
1983 
1984 
1985 
1986 
1987 
1988 
1989 
1990 
1991 
1992 
1993 
1994 
1995 
1996 
1997 
1998 
1999 
2000 

868.1 
921.3 
974.0 
989.0 

1045.5 
1 122.7 
1259.9 
1403.9 
1472.3 
'1 599.6 
1751.2 
1794.0 
1840.6 
1966.0 
2261.6 
2640.8 
2993.2 
3356.2 
3709.0 
4052.3 
4562.9 
491 5.3 
51 90.4 

1073.3 
1 147.9 
1249.5 
1302.6 
1374.6 
1468.9 
1655.2 
1859.7 
1966.3 
21 57.5 
241 0.6 
2475.7 
2578.2 
2821.7 
3358.9 
4045.2 
4657.7 
5429.0 
5979.6 
6526.9 
7337.3 
7880.8 
8538.6 

707.2 
761.8 
792.4 
81 0.9 
864.9 
930.0 

1045.9 
1 169.5 
1221.4 
1302.9 
1402.5 
1442.5 
1470.5 
1543.4 
1761 -5 
2023.2 
2291.7 
2566.9 
2837.1 
31 35.3 
3358.9 
3622.0 
3882.1 

61 8.6 
656.5 
683.5 
667.7 
71 3.6 
766.1 
853.0 
950.6 
989.3 

1061.9 
1 150.9 
1 166.9 
1200.6 
1267.7 
1406.5 
1605.0 
1769.4 
1841.7 
2099.1 
2281'.8 
2852.6 
3047.4 
2848.2 

1672.1 
1681.5 
1714.2 
1681.7 
171 7.5 
1861.2 
2072.0 
2214.1 
231 5.6 
2597.6 
2822.0 
291 9.2 
291 2.0 
3032.4 
3331.4 
3723.4 
41 15.9 
4409.2 
471 8.9 
5058.3 
5663.0 
61 67.5 
6768.2 

36.5 41.5 
37.1 42.2 
38.0 43.3 
37.8 43.1 
38.5 43.0 
39.6 43.5 
41.6 45.4 
42.6 45.5 
41.7 43.9 
42.2 43.9 
43.3 45.0 
42.2 42.9 
41.1 41.9 
42.0 43.6 
45.4 47.7 
49.3 52.2 
51.8 54.8 
52.8 55.9 
54.0 56.1 
53.8 54.6 
54.3 54.0 
53.5 52.7 
51.9 51.8 

37.8 
38.9 
39.1 
39.4 
40.4 
41.4 
43.1 
44.4 
43.4 
43.7 
44.3 
43.6 
42.5 
42.8 
46.5 
50.4 
53.4 
55.0 
55.9 
56.5 
54.7 
54.4 
53.9 

25.4 44.7 
26:l 43.7 
27.1 45.0 
26.4 43.7 
27.9 43.3 
29.3 45.0 
31.6 47.1 
33.6 46.9 
33.9 45.6 
34.9 46.9 
36.6 47.4 
36.3 46.4 
36.3 43.2 
37.4 42.9 

42.8 46.7 
44.6 48.4 
43.3 51 .O 
46.3 53.5 
47.0 54.9 
54.0 54.7 
53.5 55.3 
46.8 56.7 

39.8 44.5 , 

2001 5616.8 9035.5 4255.7 3087.4 7293.9 52.2 52.2 53.9 46.9 57.5 

Rates(%) 8.5 9.8 8.1 7.3 6.9 1.9 1.3 1.8 3.1 1.1 
Growth 

Note: The unit of labour productivity i s  1978 constant Yuan and the unit of capital 
productivity i s  1978 constant Yuan per 100 Yuan of capital stock 
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Table 2: Labour and Capital Productivity by Sector 

By sector 
Labor Productivity Capital Productivity 

Urban Urban Rural Urban Urban Rural 
Year China Agri industry service nonfarm China Agri industry service nonfarm 
1978 
1979 
1980 
1981 
1982 
1983 
1984 
1985 
1986 
1987 
1988 
1989 
1990 
1991 
1992 
1993 
1994 
1995 
1996 
1997 
1998 
1999 
2000 

868.1 346.5 
921.3 367.1 
974.0 368.9 
989.0 385.1 

1045.5 423.5 
1122.7 452.8 
1259.9 509.0 
1403.9 532.8 
1472.3 546.0 
1599.6 565.9 
1751.2 562.9 
1794.0 559.0 
1840.6 584.9 
1966.0 580.3 
2261.6 611.7 
2640.8 660.5 
2993.2 708.8 
3356.2 761.0 
3709.0 826.9 
4052.3 856.1 
4562.9 917.1 
4915.3 942.5 
5190.4 945.2 

3245.4 
3256.4 
3386.5 
3240.2 
3267.8 
3494.7 
3783.3 
4601.3 
4803.1 
5086.3 
5549.0 
5649.3 
571 2.9 
61 02.4 
6944.3 
7582.1 
8254.0 
8636.0 
9245.6 

10754.6 
13239.3 
15089.2 
17060.3 

1949.0 
1943.5 
2026.8 
21 04.3 
2303.0 
2502.7 
2882.8 
3221.4 
3420.4 
3790.3 
4238.4 
4432.3 
461 5.2 
501 5.9 
5528.4 
6189.6 
6050.6 
631 2.7 
6062.1 
6329.3 
7003.5 
6920.4 
7362.1 

622.8 36.5 
807.0 37.1 
902.0 38.0 
972.4 37.8 
908.9 38.5 
906.6 39.6 
856.5 41.6 
777.9 42.6 
873.5 41.7 

1020.8 42.2 
1248.7 43.3 
1397.1 42.2 
1509.7 41.1 
1690.9 42.0 
21 82.8 45.4 
301 2.5 49.3 
3862.8 51.8 
4867.3 52.8 
5769.6 54.0 
6072.3 53.8 
6728.7 54.3 
7666.2 53.5 
7488.2 51.9 

52.3 
54.8 
55.0 
58.3 
64.0 
68.4 
73.6 
73.5 
74.2 
75.6 
74.4 
74.8 
78.3 
77.7 
78.9 
79.5 
78.0 
74.0 
70.9 
66.8 
64.9 
62.0 
58.0 

45.7 
45.5 
46.5 
44.1 
42.9 
43.4 
45.0 
46.2 
43.1 
42.9 
43.4 
41 .O 
38.4 
39.1 
42.1 
44.3 
45.9 
45.4 
46.9 
49.2 
51 .O 
49.4 
50.4 

19.2 
19.9 
21.5 
22.6 
23.6 
24.6 
26.0 
27.2 
27.9 
29.0 
30.6 
30.4 
29.7 
31.2 
33.4 
34.3 
33.8 
32.9 
30.5 
29.7 
29.0 
27.4 
25.7 

22.4 
23.1 
23.3 
23.5 
24.3 
26.1 
30.2 
37.8 
42.9 
47.2 
54.0 
56.1 
58.6 
62.3 
74.1 
94.4 

108.7 
119.8 
136.5 
140.5 
152.3 
170.5 
173.9 

2001 5616.8 988.0 18613.3 7797.9 7944.2 52.2 57.0 51.6 25.2 187.1 
Growth 
R at es (YO) 8.5 4.7 8.1 6.3 12.4 1.0 0.4 0.5 1.5 10.5 

Note: The unit of labour productivity i s  1978 constant Yuan and the unit of capital 
productivity i s  1978 constant Yuan per 100 Yuan of capital stock 
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Table 3(i): Labour and Capital Productivity by Sector and Region 

Labor and capital productivity by sector and region 
Labor productivity Capital productivity 

Urban Urban Rural Urban Urban Rural 
Region Year Agriculture industry service nonfarm Agriculture industry service nonfarm 

East 1978 
1979 
1980 
1981 
1982 
1983 
1984 
1985 
1986 
1987 
1988 
1989 
1990 
1991 
1992 
1993 
1994 
1995 
1996 
1997 
1998 
1999 
2000 

345.4 
379.0 
389.1 
413.6 
480.7 
506.2 
598.6 
627.3 
653.6 
690.8 
706.7 
698.1 
713.3 
741.8 
786.5 
852.5 
934.5 

1040.8 
11 17.3 
1120.5 
1199.3 
1260.7 
1281.0 

3800.2 
3853.9 
4156.4 
4077.3 
3940.6 
4121.7 
4396.3 
6238.7 
6490.3 
6943.5 
7596.6 
7727.9 
7818.6 
8213.7 
9534.2 

10426.5 
11807.5 
12694.5 
13795.5 
15541.2 
17793.5 
19969.9 
22197.0 

2350.3 
2359.8 
2558.3 
2721.0 
3017.5 
3419.1 
4132.6 
4728.6 
4817.7 
5216.5 
5813.5 
6144.3 
6476.0 
7079.7 
7984.7 
9187.9 
8470.8 
9504.0 
9478.0 
9890.1 

10954.2 
9832.2 

10500.4 

677.8 
866.4 
885.7 
945.3 
819.2 
841.9 
824.5 
747.9 
874.2 

1043.5 
1351.7 
1481.9 
1667.6 
1924.9 
2635.5 
3830.5 
4769.1 
6129.6 
6975.5 
7635.6 
8789.3 

10212.9 
10705.7 

48.1 
51.5 
51.5 
53.7 
60.5 
63.2 
70.6 
70.0 
71.7 
74.1 
75.3 
76.1 
77.4 
79.6 
81.1 
82.6 
82.4 
81.0 
73.3 
66.9 
64.5 
61.8 
56.6 

73.1 
70.8 
71.4 
68.1 
64.3 
64.6 
66.3 
65.3 
59.4 
58.0 
57.5 
53.2 
50.2 
51.6 
56.5 
59.3 
64.4 
64.4 
65.2 
63.3 
60.6 
56.5 
56.4 

18.4 
18.9 
20.4 
21.3 
21.8 
22.2 
22.9 
23.1 
23.4 
23.7 
25.0 
24.4 
24.1 
25.8 
27.9 
29.6 
29.6 
29.7 
28.3 
26.9 
26.3 
24.6 
23.6 

25.7 
26.4 
26.3 
26.5 
27.4 
29.0 
31.3 
39.8 
44.2 
47.2 
54.2 
53.2 
56.0 
58.7 
67.3 
82.3 
86.2 
92.6 

102.1 
109.4 
122.5 
139.9 
147.9 

2001 1310.5 22554.6 10530.0 11779.0 55.3 55.2 23.0 166.9 
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Table 3 (ii) 

Labor and capital productivity by sector and region 
Labor productivity Capital productivity 

Urban Urban Rural Urban Urban Rural 
Region Year Agriculture industry service nonfarm Agriculture industry service nonfarm 

Central 1978 
1979 
1980 

' 1981 
1982 
1983 
1984 
1985 
1986 
1987 
1988 
1989 
1990 
1991 
1992 
1993 
1994 
1995 
1996 
1997 
1998 
1999 
2000 

347.1 
372.2 
356.2 
392.0 
421.0 
446.0 
500.5 
543.3 
542.3 
564.4 
550.4 
559.3 
577.1 
536.9 
571.6 
625.4 
670.4 
718.4 
781.9 
826.4 
849.6 
852.6 
881.7 

2615.8 
2672.4 
2807.7 
2657.5 
2732.2 
2966.8 
3147.9 
3550.0 
3827.7 
3882.0 
4263.9 
4203.8 
4307.4 
4775.4 
5425.6 
5702.6 
5903.2 
5767.1 
5910.8 
7526.9 
,9467.2 
10332.0. 
12998.9 

1855.4 
1920.5 
1974.4 
2003.5 
2214.2 
2357.4 
2733.6 
2953.6 
3 189.7 
3281.8 
3624.8 
3934.8 
4129.6 
4505.9 
4871.6 
5385.2 
5428.9 
5375.7 
4894.5 
5304.9 
5082.6 
5424.9 
6141.1 

658.7 
824.0 
957.9 
987.3 

1053.2 
1027.5 
921.3 
826.9 
886.1 

1020.8 
1162.6 
1327.4 
1370.7 
1538.8 
1888.5 
2489.4 
3300.9 
4397.2 
5363.3 
5343.4 
5608.1 
6490.6 
6069.2 

69.2 
73.8 
70.9 
81.8 
88.7 
95.1 

102.5 
107.5 
106.2 
108.1 
102.9 
105.1 
109.3 
102.9 
104.2 
99.0 
91.1 
81.7 
77.2 
71.4 
64.2 
59.7 
56.7 

36.9 
37.2 
38.4 
35.6 
34.8 
34.6 
35.2 
35.7 
33.5 
32.5 
33.4 
31.1 
29.1 
29.5 
31.3 
32.6 
32.4 
30.3 
30.5 
36.1 
38.4 
37.0 
41.8 

23.4 
24.6 
26.6 
27.1 
29.2 
30.8 
32.5 
34.9 
35.8 
37.3 
39.1 
39.3 
38.3 
40.3 
44.0 
45 .O 
44.4 
41.1 
35.3 
35.0 
31.5 
30.7 
29.8 

18.2 
18.8 
19.2 
19.4 
20.2 
21.9 
27.1 
33.1 
39.1 
44.4 
50.7 
55.8 
58.0 
63.9 
82.3 

114.0 
148.6 
183.3 
206.0 
194.5 
193.6 
213.4 
208.3 

2001 929.3 15563.6 6895.0 6071.3 54.5 46.1 28.9 209.7 
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Table 3 (iii) 

Labor and capital productivity by sector and region 
Labor productivity Capital productivity 

Urban Urban Rural Urban Urban Rural 
Region Year Agriculture industry service nonfarm Agriculture industry service nonfarm 

West 1978 
1979 
1980 
1981 
1982 
1983 
1984 
1985 
1986 
1987 
1988 
1989 
1990 
1991 
1992 
1993 
1994 
1995 
1996 
1997 
1998 
1999 
2000 

290.2 
298.7 
312.1 
298.8 
326.2 
336.4 
368.1 
391.1 
401.1 
407.1 
404.1 
409.8 
422.9 
439.5 
456.0 
480.9 
504.8 
531.0 
570.5 
601.2 
701.4 
725.5 
689.8 

2743.4 
2811.3 
2821.8 
2629.3 
2825.4 
3230.2 
3592.9 
3914.0 
41 19.1 
4426.4 
4936.6 
51 12.6 
5244.1 
55 16.4 
6130.2 
6911.2 
7285.2 
7610.1 
8639.5 

10180.2 
12852.8 
16332.3 
15761.1 

1749.5 
1678.6 
1776.6 
1796.3 
1915.6 
2090.5 
2362.5 
2646.2 
2762.7 
3310.7 
3653.8 
3538.7 
3776.1 
4012.3 
4439.3 
4850.3 
4708.3 
4507.8 
4316.9 
4637.6 
6041.7 
5789.6 
5354.0 

420.4 
610.3 
761.9 
899.2 
766.8 
703.6 
632.6 
595.0 
627.0 
686.1 
800.9 
901.5 
940.6 
983.4 

1215.0 
1676.6 
2228.1 
2348.2 
2954.1 
2874.8 
3355.9 
3553.7 
3040.4 

36.9 
37.8 
40.5 
39.7 
43.7 
45 .O 
48.3 
48.8 
49.5 
50.0 
49.5 
50.5 
52.2 
54.0 
54.4 
56.1 
57.1 
57.3 
58.7 
59.6 
66.8 
66.4 
61.3 

25.2 
26.1 
25.9 
24.2 
24.8 
26.6 
28.7 
31.4 
31.0 
31.7 
33.9 
32.5 
31.6 
32.3 
34.4 
37.2 
37.4 
36.1 
40.3 
43.8 
54.0 
55.3 
49.9 

15.7 
16.6 
18.0 
19.2 
20.4 
21.6 
23.8 
25.7 
26.5 
28.5 
30.5 
30.5 
30.8 
31.8 
33.7 
33.3 
32.3 
30.2 
28.6 
28.1 
31.1 
29.5 
24.3 

25.6 
26.4 
27.1 
27.3 
27.8 
30.2 
35.0 
41.9 
44.6 
47.2 
51.8 
56.0 
59.4 
64.4 
81.4 

111.1 
141.1 
139.5 
166.5 
161.8 
189.7 
201.5 
190.0 

2001 717.8 17011.4 5654.3 3387.5 61.8 50.3 23.6 212.3 
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Table 3 (iv) 

Labor and capital productivity by sector and region 
Labor productivity Capital productivity 

Urban Urban Rural Urban Urban Rural 
Region Year Agriculture industry service nonfarm Agriculture industry service nonfarm 

Northeast 1978 
1979 
1980 
1981 
1982 
1983 
1984 
1985 
1986 
1987 
1988 
1989 
1990 
1991 
1992 
1993 
1994 
1995 
1996 
1997 
1998 
1999 
2000 

674.9 
670.8 
701.6 
710.1 
126.2 
923.2 
970.8 
836.1 
921.4 
951.6 
949.5 
817.3 

1038.9 
1010.2 
1066.0 
1158.3 
1251.8 
1266.9 
1461.2 
1477.3 
1404.3 
1456.7 
1423.2 

3706.8 
3472.6 
3367.9 
3103.1 
3128.2 
3230.4 
3656.0 
4126.7 
4073.4 
4439.7 
4702.5 
4962.0 
4756.8 
4920.9 
5367.1 
5920.5 
6260.2 
6557.8 
6529.6 
7247.3 
9932.8 

10980.7 
13340.5 

1529.2 
1502.9 
1438.7 
1551.8 
1704.6 
1778.0 , 

1933.5 
2232.8 
2512.6 
3049.2 
3559.3 
3795.0 
3610.4 
3865.9 
4133.5 
4478.3 
4432.4 
4584.0 
4276.7 
4008.3 
4718.9 
5181.0 
5575.2 

734.1 
885.8 

1052.0 
1225.4 
1296.4 
1441.7 
1528.3 
1378.6 
1693.2 
2040.7 
2456.3 
2925.3 
3157.4 
3331.2 
3992.6 
4997.4 
7569.9 
9330.1 

12645.6 
16970.3 
17412.4 
16959.9 
16857.5 

85.2 
80.7 
83.0 
83.8 
87.9 

108.5 
103.8 
86.7 
91.3 
90.3 
88.6 
76.9 
94.9 
93.0 
96.4 

100.1 
97.9 
80.5 
78.0 
69.9 
64.1 
60.6 
60.2 

52.8 
51.4 
52.8 
49.1 
47.4 
46.7 
48.8 
50.4 
46.0 
46.8 
45.8 
44.8 
39.4 
39.0 
40.5 
41.8 
41.0 
42.3 
42.4 
43.3 
43.5 
44.2 
48.3 

21.0 
21.5 
23.0 
25.2 
26.5 
27.1 
29.9 
30.9 
32.5 
34.8 
37.5 
31.8 
34.1 
34.8 
35.2 
35.0 
34.2 
36.4 
34.8 
35.1 
33.8 
32.0 
30.8 

25.0 
25.9 
25.2 
25.0 
24.8 
26.5 
32.2 
42.7 
50.8 
60.1 
71.6 
81.4 
82.0 
85.3 

100.2 
126.7 
180.2 
203.6 
238.0 
256.4 
263.4 
282.6 
29 1.5 

2001 1532.0 15652.0 6076.3 . 15932.4 62.4 52.8 31.7 271.6 
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Table 4: Rat io of Labour Productivity of Industry and Services Sector to that of  the 
Agriculture Sector 

Year W A G  USJAG RUAG Year IB/AG SEJAG 
China Indonesia 
1978 9.4 5.6 1.8 
1988 9.9 7.5 2.2 1993 7.2 3.6 
1995 11.3 8.3 6.4 1998 7.0 2.8 
200 1 18.8 7.9 8.0 2002 6.5 3.0 

Philippines Malaysia 
Year INJAG SEJAG 
1989 4.4 2.1 1987 2.7 1.5 
1995 4.5 2.1 1995 2.1 1.8 
2002 4.2 1.8 200 1 2.5 1.9 

Korea 

1987 
1995 
2002 

Japan 
1990 
1995 

Taiwan 
1981 2.4 3.9 

2.5 2.6 1988 2.6 3.9 
2.4 1.9 1995 2.9 4.7 
3.1 1.7 2002 3.0 4.5 

us  
3.2 3 .O 1987 1.5 1.6 
3.1 3.4 1995 1.8 1.7 

200 1 3.3 3.4 200 1 1.4 1.3 
Note: AG: Agriculture; IN: Industry; SE: Services; UI: Urban Industry; US: Urban Services; RI: Rural Industry 

I 
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Tables 5(i to vi) : Capital-Labour Ratio by Sector and Region 
Table 5(i) 

By Sector 
Capital-Labor Ratio 

Urban Urban Rural 
Year China Agriculture industry service nonfarm 
1978 23.8 6.6 71 .O 101.7 27.8 
1979 24.8 6.7 71.6 97.4 35.0 
1980 25.6 6.7 72.8 94.3 38.7 
1981 26.2 6.6 73.6 93.3 41.4 
1982 27.2 6.6 76.1 97.4 37.4 
1983 , 28.4 6.6 80.5 101.9 34.7 
1984 30.3 6.9 84.0 1 10.7 28.4 
1985 32.9 7.3 99.6 11 8.6 20.6 ~ 

1986 35.3 7.4 111.3 122.8 20.3 
1987 37.9 7.5 11 8.7 130.9 21.6 
1988 40.4 7.6 127.7 138.6 23.1 
1989 42.6 7.5 137.9 146.0 24.9 
1990 44.8 7.5 148.8 155.6 25.8 
1991 46.8 7.5 156.0 160.8 27.1 
1992 49.8 7.8 165.0 165.5 29.5 
1993 53.6 8.3 171.2 180.4 31.9 
1994 57.8 9.1 179.7 178.8 35.5 
1995 63.5 10.3 190.3 191.7 40.6 
1996 68.7 11.7 197.0 198.5 42.3 
1997 75.3 12.8 21 8.8 21 3.4 43.2 
1998 84.1 14.1 259.4 241.9 44.2 
1999 91.8 15.2 305.3 252.5 45.0 
2000 99.9 16.3 338.6 286.2 43.1 
2001 107.6 17.3 360.4 309.2 42.5 

97 



Table 5 (ii) 

Capital-Labor Ratio 
Urban Urban Rural 

Region Year Agriculture industry service nonfarm 
East 1978 7.2 52.0 127.6 26.4 

1979 7.4 54.4 124.8 32.9 
1980 7.6 58.2 125.5 33.7 
1981 7.7 59.9 127.6 35.6 
1982 7.9 61.3 138.7 29.9 
1983 8.0 63.8 154.3 29.0 
1984 8.5 66.3 180.2 26.3 
1985 9.0 95.6 205.0 18.8 
1986 9.1 109.3 205.6 19.8 
1987 9.3 1 19.8 21 9.7 22.1. 
1988 9.4 132.1 232.9 24.9 
1989 9.2 145.3 252.0 27.9 
1990 9.2 155.7 268.7 29.8 
1991 9.3 159.3 274.1 32.8 
1992 9.7 168.6 286.0 39.2 
1993 10.3 175.9 31 0.2 46.5 
1994 11.3 183.3 285.9 55.3 
1995 12.9 197.2 320.5 66.2 
1996 15.3 21 1.7 334.6 68.3 
1997 16.7 245.5 367.4 69.8 
1998 18.6 293.5 41 5.8 71.8 
1999 20.4 353.7 400.4 73.0 
2000 22.6 393.5 445.3 72.4 
2001 23.7 408.7 457.1 70.6 
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Table 5 (iii) 

Capital-Labor Ratio 
Urban Urban Rural 

Region Year Agriculture industry service nonfarm 
Central 1978 5.0 70.8 79.5 36.2 

1979 5.0 71.9 78.0 43.8 
1980 5.0 73.0 74.3 49.8 
1981 4.8 74.6 74.0 50.9 
1982 4.7 78.6 75.8 52.0 
1983 4.7 85.7 76.6 46.8 
1984 4.9 89.5 84.2 34.0 
1985 5.1 99.4 84.6 25.0 
1986 5.1 114.4 89.2 22.7 
1987 5.2 119.3 88.0 23.0 
1988 5.3 127.5 92.7 22.9 
1989 5.3 135.0 100.1 23.8 
1990 5.3 148.1 107.7 23.6 
1991 5.2 161.8 111.7 24.1 
1992 5.5 173.3 11 0.6 22.9 
1993 6.3 174.9 1 19.6 21.8 
1994 7.4 182.1 122.3 22.2 
1995 8.8 190.1 130.8 24.0 
1996 10.1 193.7 138.6 26.0 
1997 11.6 208.5 151.5 27.5 
1998 13.2 246.7 161.2 29.0 
1999 14.3 279.2 176.9 30.4 
2000 15.5 31 1.2 206.2 29.1 
2001 17.0 337.6 238.2 28.9 
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Table 5(iv) 

Capital-Labor Ratio 
Urban Urban Rural 

Region Year Agriculture industry service nonfarm 
West 1978 7.9 108.8 111.3 16.4 

1979 7.9 107.7 101.1 23.1 
1980 7.7 108.9 98.8 28.1 
1981 7.5 108.8 93.4 32.9 
1982 7.5 11 3.8 94.0 27.6 
1983 7.5 121.5 96.9 23.3 
1984 7.6 125.1 99.2 18.1 
1985 8.0 124.8 1 03.1 14.2 
1986 8.1 132.9 104.2 14.1 
1987 8.1 139.6 11 6.1 14.5 
1988 8.2 145.7 119.9 15.5 
1989 8.1 157.2 116.1 16.1 
1990 8.1 166.2 122.5 15.8 
1991 8.1 170.8 126.0 15.3 
1992 8.4 178.2 131.7 14.9 
1993 8.6 185.7 145.6 15.1 
1994 8.8 194.8 146.0 15.8 
1995 9.3 21 0.8 149.2 16.8 
1996 9.7 21 4.3 151.2 17.7 
1997 10.1 232.2 165.2 17.8 
1998 10.5 237.9 194.4 17.7 
1999 10.9 295.1 196.0 17.6 
2000 11.3 316.1 ' 220.4 16.0 
2001 11.6 338.2 239.4 16.0 
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Table 5(v) 

Carital-Labor Ratio 
Urban Urban Rural 

Region Year Agriculture industry service nonfarm 
Northeast 1978 7.9 70.3 73.0 29.3 

1979 8.3 67.6 69.8 34.3 
1980 8.5 63.8 62.7 41.7 
1981 8.5 63.2 61.7 49.0 
1982 8.3 66.0 64.3 52.4 
1983 8.5 69.2 65.5 54.3 
1984 9.4 74.8 64.7 47.5 
1985 9.6 81.9 72.2 32.3 
1986 10.1 88.5 77.2 33.3 
1987 10.5 94.9 87.6 33.9 
1988 10.7 102.7 95.0 34.3 
1989 10.6 11 0.9 100.3 35.9 
1990 11.0 120.6 105.7 38.5 
1991 10.9 126.1 111.2 39.1 
1992 11.1 132.4 11 7.3 39.9 
1993 11.6 141.6 127.8 39.4 
1994 12.8 152.6 129.5 42.0 
1995 15.7 155.2 126.0 45.8 
1996 18.7 1 54.1 122.7 53.1 
1997 21.1 167.3 114.1 66.2 
1998 21.9 228.6 139.4 66.1 
1999 24.0 248.6 161.9 60.0 
2000 23.6 276.4 181.1 57.8 
2001 24.5 296.7 191.6 . 58.7 

101 



Table 6: Production Function Estimation by Sector 

Agriculture Urban Industry Urban Service Rural non 
farming 

0.713** 0.870** 0.578** 0.411** 
Labor 

Capital 

Land 

Labor*t* 10 

Capital *t* 10 

Land*t * 10 

Labor* t2* * 100 

Capital*t2* 100 

Land*t2* * 100 

Time trend 

Time trend' 

Eastern 

Central 

Western 
Adjusted R2 

(0.064) 
0.016 
(0.043) 
0.293"" 
(0.062) 
-0.490** 
(0.122) 
0.046 
(0.080) 
0.279** 
(0.122) 
0.148"" 
(0.050) 
0.022 
(0.033) 
-0.1 14** 
(0.050) 
0.153** 
(0.048) 
-0.003 
(0.002) 
0.086** 
(0.037) 
-0.201 ** 
(0.031) 
-0.489** ' 

(0.034) 
0.956 

(0.063) 
0.263** 
(0.065) 

0.076 
(0.121) 
-0.080 
(0.117) 

-0.091 * 
(0.049) 
0.075 
(0.044) 

0.019 
(0.044) 
0.002 
(0.002) 
0.360** 
(0.038) 
-0.128** 
(0.038) 
0.022 
(0.044) 
0.935, 

(0.055) 
0.189"" 
(0.043) 

0.469** 
(0.119) 

(0.083) 
-0.074 

-0.264** 
(0.052) 
0.1 14** 
(0.035) 

-0.084** 
(0.039) 
0.004** 
(0.002) 
0.319** 
(0.035) 
0.146"" 
(0.035) 
-0.008 
(0.039) 
0.955 

(0.062) 
0.293** 
(0.069) 

0.356** 
(0.124) 

(0.129) 
-0.045 

-0.122* * 
(0.05 1) 
0.032 
(0.052) 

-0.1 13** 
(0.03 1) 
0.006** 
(0.001) 
-0.413** 
(0.052) 
-0.5 1 1 ** 
(0.05 3) 
-0.805** 
(0,044) 
0.963 

Note:figures in parenthesis are standard errors. The symbols * and ** indicate 5% and 10% significant levels, 
respectively. 
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Table 7: Variation in Marginal Product,of Labour and Capital 

MPL MPK 
Year Variation Sector Regional Variation Sector Regional 

Polarization Polarization Polarization Polarization 
(%I (%I (%I (%b) 

1978 0.45 84.3 12.0 0.23 29.4 8.6 
1979 0.4 1 84.5 11.5 0.23 32,O 10.0 
1980 0.40 85.1 12.9 0.20 32.0 9.5 
1981 0.38 83.5 14.3 0.2 1 34.1 13.2 
1982 0.36 84.0 12.6 0.2 1 37.8 15.3 
1983 0.35 83.6 12.0 0.23 40.2 14.0 
1984 0.34 83.2 11.9 0.23 41.4 14.9 
1985 0.38 83.7 14.7 0.20 42.8 16.3 
1986 0.36 84.1 13.7 0.20 43.9 16.6 
1987 0.35 83.9 14.4 0.19 45.5 16.3 
1988 0.34 83.1 14.1 0.16 46.4 12.8 
1989 0.34 82.8 14.7 0.17 47.8 15.1 
1990 0.35 79.9 14.5 0.18 56.3 13.9 
1991 0.34 79.8 14.3 0.17 53.7 12.4 
1992 0.34 77.1 16.0 0.16 51.9 12.5 
1993 0.33 70.3 18.1 0.18 51.0 9.5 
1994 0.3 1 66.7 19.7 0.23 49.5 12.8 
1995 0.3 1 62.1 23.3 0.28 56.1 17.5 
1996 0.29 63.1 23.0 0.29 66.6 19.9 
1997 0.30 60.6 22.2 0.28 70.4 15.1 
1998 0.30 61.8 19.2 0.30 71.4 10.7 
1999 0.29 66.3 15.6 0.35 74.5 8.3 
2000 0.30 65.8 17.5 0.35 76.0 7.4 

' 2001 0.30 67.4 16.2 0.35 80.0 3.2 
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Tables 8 (i to x): Marginal Returns to Labour and Capital by Sector and Region 

Year 

1978 
1979 
1980 
1981 
1982 
1983 
1984 
1985 
1986 
1987 
1988 
1989 
1990 
1991 
1992 
1993 
1994 
1995 
1996 
1997 
1998 
1999 
2000 
200 1 

Table 8 (i 

Agriculture 

247.4 
244.6 
229.4 
223.5 
229.4 
229.4 
240.8 
236.2 
227.4 
222.2 
209.2 
197.7 
198.1 
189.6 
194.3 
205.7 
218.5 
234.5 
257.0 
271.0 
298.3 
317.5 
332.2 
364.6 

Urban 
Industry 

2885.7 
2892.6 
3002.2 
2863.8 
2876.5 
3060.4 
3292.7 
3975.4 
41 14.9 
43 16.0 
4658.3 
4686.1 
4676.6 
4923.3 
55 14.2 
5917.3 
6321.6 
6480.6 
6786.7 
7708.5 
9248.4 

10252.2 
11249.9 
11884.2 

Urban 
Service 

1126.6 
1208.3 
1338.0 
1458.9 
1661.0 
1861.9 
2195.0 
2492.3 
2670.2 
2965.7 
3301.7 
3414.1 
3490.7 
3697.6 
2940.6 
4228.4 
3922.4 
3839.2 
341 1.9 
3242.2 
3 196.7 
2736.2 
2422.9 
2008.6 

Rural 
non 

Farm 
255.9 
359.6 
430.9 
493.4 
485.9 
507.2 
498.3 
468.1 
540.9 
647.4 
807.7 
917.8 

1003.5 
1132,s 
1468.5 
2027.8 
2592.1 
3244.2 
3805.4 
3947.9 
4295.0 
4783.8 
4547.4 
4672.0 

Agriculture 

0.8 
1.2 
1.4 
1.9 
2.4 
3.1 
3.8 
4.4 
5.0 
5.7 
6.3 
7.0 
8.1 
8.8 
9.8 

10.8 
11.4 
11.7 
12.1 
12.3 
12.8 
13.1 
13.2 
13.7 

MR (1 
Urban 

[ndustry 

11.0 
11.0 
11.4 
10.9 
10.7 
11.0 
11.5 
12.0 
11.4 
11.6 
12.0 
11.6 
11.1 
11.6 
12.8 
13.8 
14.7 
15.0 
15.9 
17.2 
18.4 
18.4 
19.3 
20.4 

Urban 
Service 

3.5 
3.6 
3.8 
4.0 
4.2 
4.5 
4.9 
5.3 
5.7 
6.3 
7.1 
7.6 
8.0 
9.0 

10.4 
11.6 
12.4 
13.0 
13.0 
13.6 
14.4 
14.6 
14.8 
15.5 

Rural 
non 

Farm 
6.6 
6.9 
7.1 
7.3 
7.7 
8.5 

10.0 
12.8 
15.0 
16.0 
20.0 
21.4 
23.0 
25.2 
31.0 
40.8 
48.6 
55.4 
65.3 
69.5 
77.9 
90.3 
95.4 

106.2 
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Table 8 (ii) 
Marginal returns of labor and capital by sector 

MR(L) MR(K) 

Urban Urban Rural Urban Urban Rural 
Year industry/Agri. service/Agri. nonfarm/Agri. industry/Agri. service/Agri. nonfarm/Agri. 
1978 11.7 4.6 1 .o 13.0 4.1 7.8 
1979 11.8 4.9 1.5 9.6 3.1 6.0 
1980 13.1 5.8 1.9 7.9 2.6 4.9 
1981 12.8 6.5 2.2 5.8 2.1 3.9 
1982 12.5 7.2 2.1 4.4 1.7 3.1 
1983 13.4 8.1 2.2 3.6 1.5 2.8 
1984 13.7 9.1 2.1 3.0 1.3 2.6 
1985 16.8 10.6 2.0 2.8 1.2 2.9 
1986 18.1 11.7 2.4 2.3 1.2 3.0 
1987 19.4 13.3 2.9 2.0 1.1 3.0 
1988 22.3 15.8 3.9 1.9 1.1 3.2 
1989 23.7 17.3 4.6 1.6 1.1 3.0 
1990 23.6 17.6 5.1 1.4 1 .o 2.8 
1991 26.0 19.5 6.0 1.3 1 .o 2.9 
1992 28.4 20.3 7.6 1.3 1 *1 3.2 
1993 28.8 20.6 9.9 1.3 1.1 3.8 
1994 28.9 18.0 11.9 1.3 1.1 4.2 
1995 27.6 16.4 13.8 1.3 1.1 4.7 
1996 26.4 13.3 14.8 1.3 1.1 5.4 
1997 28.4 12.0 14.6 1.4 1.1 5.7 
1998 31 .O 10.7 14.4 1.4 1.1 6.1 
1999 32.3 8.6 15.1 1.4 1.1 6.9 
2000 33.9 7.3 13.7 1.5 1.1 7.3 
2001 32.6 5.5 12.8 1.5 1.1 7.8 
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Table 8(iii) 

Marginal returns of labor and capital by region and sector 
MR (L) MR (K) 

Agricul- Urban Urban Rural Agricul- Urban Urban Rural 
Region Year ture industry service nonfarm ture industry service nonfarm 
East 1978 

1980 
1981 
1982 
1983 
1984 
1985 
1986 
1987 
1988 
1989 
1990 
1991 
1992 
1993 
1994 
1995 
1996 
1997 
1998 
1999 
2000 

1979 
246.6 
252.6 
241.9 
239.9 
260.3 
256.0 
283.2 
278.0 
272.2 
271.2 
262.6 
246.9 
241.6 
242.3 
249.8 
265.5 
288.1 
320.7 
347.3 
354.7 
390.1 
424.7 
450.2 

3378.9 
3423.4 
3684.7 
3603.7 
3468.6 
3609.5 
3826.1 
5390.0 
5560.4 
5892.0 
6377.3 
641 0.3 
6400.3 
6626.7 
7570.8 
81 37.2 
9043.1 
9526.2 

101 26.5 
11 139.3 
12429.7 
13568.4 
14637.1 

1358.6 
1467.1 
1688.8 
1886.5 
21 76.3 
2543.6 
3146.7 
3658.4 
3761.1 
4081.6 
4528.7 
4732.9 
4898.1 
5219.1 
5691.4 
6276.7 
5491.4 
5780.0 
5334.4 
5066.2 
4999.9 
3887.5 
3455.7 

278.6 
386.0 
423.1 
479.6 
438.0 
471 .O 
479.7 
450.0 
541.3 
661.8 
874.3 
973.6 

1 108.4 
1289.6 
1773.1 
2578.4 
3200.3 
4085.6 
4600.8 
4964.4 
5610.3 
6373.0 
6501.3 

0.8 
1.1 
1.4 
1.7 
2.3 
2.8 
3.7 
4.2 
4.8 
5.6 
6.4 
7.1 
8.0 
9.0 

10.1 
11.2 
12.1 
12.8 
12.5 
12.3 
12.7 
13.0 
12.7 

17.7 3.4 
17.2 3.4 
17.4 3.6 
16.8 3.7 
16.0 3.9 
16.3 4.0 
17.0 4.3 
17.0 4.5 
15.7 4.8 
15.7 5.2 
15.9 5.8 
15.0 6.1 
14.5 6.5 
15.3 7.5 
17.2 8.7 
18.5 10.0 
20.6 10.8 
21.2 11.7 
22.1 12.1 
22.1 12.4 
21.8 13.1 
21 .o 13.1 
21.6 13.5 

7.5 
7.9 
8.0 
8.2 
8.7 
9.4 

10.4 
13.5 
15.4 
16.9 
20.0 
20.3 
22.0 
23.8 
28.2 
35.6 
38.5 
42.8 
48.8 
54.1 
62.7 
74.1 
81.1 

2001 483.6 14400.7 2712.4 6927.2 13.3 21.8 14.2 94.7 
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Table 8(iv) 

Marginal returns of labor and capital by region and sector 
MR (L) MR (K) 

Agricul- Urban Urban Rural Agricul- Urban Urban Rural 
Region Year ture industry service nonfarm ture industry service nonfarm 
Central 1978 

1979 
1980 
1981 
1982 
1983 
1984 
1985 

,1986 
1987 
1988 
1989 
1990 
1991 
1992 
1993 
1994 
1995 
1996 
1997 
1998 
1999 
2000 

247.8 
248.1 
221.5 
227.4 
228.0 
225.6 
236.8 
240.8 
225.8 
221.6 
204.6 
197.8 
195.5 
175.4 
181.5 
194.8 
206.7 
221.3 
243.1 
261.6 
276.3 
287.2 
309.9 

2325.8 
2373.9 
2489.0 
2348.8 
2405.0 
2598.1 
2739.6 
3067.1 
3279.3 
3294.1 
3579.5 
3487.1 
3526.1 
3852.8 
4308.3 
4450.4 
4521 .l 
4327.7 
4338.8 
5395:O 
661 3.4 
7020.0 
8571.7 

1072.5 
1 194.0 
1303.3 
1389.0 
1597.0 
1753.8 
2081.5 
2285.1 
2490.2 
2567.9 
2823.6 
3030.9 
3123.5 
3321.7 
3472.4 
3678.9 
351 9.4 
3269.3 
2754.8 
2717.4 
2319.9 
2145.0 
2021.1 

270.7 
367.2 
457.6 

563.1 
574.8 
536.0 
497.6 
548.7 
647.4 
752.0 
872.1 
911.1 

1030.9 
1270.5 
1675.6 
2215.0 
2930.9 
3537.4 
3474.1 
3579.7 
4050.2 
3685.7 

. 501.0 

1.1 
1.6 
1.9 
2.6 
3.4 
4.3 
5.3 
6.4 
7.1 
8.2 
8.7 
9.8 

11.3 
11.7 
12.9 
13.4 
13.4 
13.0 
13.2 
13.1 
12.7 
12.6 
12.8 

8.9 4.3 
9.0 4.4 
9.4 4.7 
8.8 4.8 
8.7 5.2 
8.7 5.6 
9.0 6.1 
9.3 6.8 
8.9 7.4 
8.8 8.2 
9.2 9.1 
8.8 9.8 
8.4 10.3 
8.7 11.7 
9.5 13.8 

10.2 15.2 
10.4 16.2 
10.0 16.2 
10.4 15.1 
12.6 16.1 
13.8 15.6 
13.8 16.4 
16.0 17.1 

5.3 
5.6 
5.8 
6.0 
6.4 
7.1 
9.0 

11.3 
13.6 
15.9 
18.7 
21.3 
22.8 
25.9 
34.5 
49.3 
66.4 
84.7 
98.5 
96.2 
99.1 

11 3.0 
114.2 

2001 342.9 9937.0 1776.1 3570.5 13.1 18.2 17.8 119.0 
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Table 8(v) 

Marginal returns of labor and capital by region and sector 
MR (L) MR (K) 

Urban Urban Rural Urban Urban Rural 
Region Year Agriculture industry service nonfarm Agriculture industry service nonfarm 
West 1978 

1979 
1980 
1981 
1982 
1983 
1984 
1985 
1986 
1987 
1988 
1989 
1990 
1991 
1992 
1993 
1994 
1995 
1996 
1997 
1998 
1999 
2000 

207.2 
199.0 
194.0 
173.3 
176.6 
170.1 
174.1 
173.4 
167.0 
159.8 
150.2 
144.9 
143.2 
143.6 
144.8 
149.8 
155.6 
163.6 
177.3 
190.3 
228.1 
244.4 
242.4 

2439.3 
2497.3 
2501 .d 
2323.9 
2487.1 
2828.8 
3126.9 
3381.6 
3528.9 
3756.1 
4144.2 
4240.9 
4292.8 
4450.6 
4867.8 
5393.7 
5579.6 
571 0.7 
6341.7 
7296.7 
8978.4 

1 1096.9 
10393.2 

1011.3 
1043.6 
1 172.8 
1245.4 
1381.6 
1555.3 
1798.9 
2047.3 
2156.8 
2590.5 
2846.2 
2725.8 
2856.1 
2957.8 
3164.3 
331 3.5 
3052.3 
2741.5 
2429.7 
2375.6 
2757.6 
2289.1 
1762.0 

172.8 
271.9 , 

364.0 
456.2 
41 0.0 
393.6 
368.1 
358.1 
388.3 
435.1 
51 8.0 
592.3 
625.2 
658.8 
81 7.4 

1 128.6 
1495.2 
1565.1 
1948.4 
1869.1 
2142.1 
221 7.6 
1846.4 

0.6 
0.8 
1.1 
1.3 
1.7 
2.0 
2.5 
2.9 
3.3 
3.8 
4.2 
4.7 
5.4 
6.1 
6.8 
7.6 
8.4 
9.1 

10.0 
10.9 
13.2 
14.0 
13.8 

6.1 2.9 
6.3 3.0 
6.3 3.2 
6.0 3.4 
6.2 3.6 
6.7 3.9 
7.4 4.5 
8.2 5.0 
8.2 5.5 
8.6 6.2 
9.3 7.1 
9.2 7.6 
9.1 8.3 
9.6 9.2 

10.4 10.5 
11.6 11.3 
12.0 11.8 
11.9 11.9 
13.7 12.2 
15.3 12.9 
19.5 15.4 
20.6 15.8 
19.1 13.9 

7.5 
7.9 
8.2 
8.5 
8.8 
9.8 

11.6 
14.2 
15.6 
17.0 
19.1 
21.3 
23.3 
26.1 
34.1 
48.1 
63.1 
64.5 
79.6 
80.0 
97.1 

106.7 
104.2 

2001 264.9 10861.4 1456.5 1992.2 14.8 19.9 14.6 120.5 
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Table 8(vi) 

Marginal returns of labor and capital by region and sector 
MR (L) MR (K) 

Urban Urban Rural Urban Urban Rural 
Region Year Agriculture industry service nonfarm Agriculture industry service nonfarm 
Northeast 1978 

1979 
1980 
1981 
1982 
1983 
1984 
1985 
1986 
1987 
1988 
1989 
1990 
1991 
1992 
1993 
1994 
1995 
1996 
1997 
1998 
1999 
2000 

481.8 
447.0 
436.2 
412.0 
393.3 
467.0 
459.2 
370.6 
383.7 
373.6 
352.9 
289.1 
351.9 
330.0 
338.6 
360.8 
385.9 
390.3 
454.2 
467.7 
456.7 
490.7 
500.2 

3295.9 
3084.6 
2985.7 
2742.6 
2753.5 
2829.0 
3181.8 
3565.4 
3489.7 
3767.4 
3947.7 
41 16.0 
3893.9 
3970.1 
4261.9 
4620.6 
4794.5 
4921.1 
4793.0 
51 94.6 
6938.6 
7460.8 
8797.0 

884.0 
934.3 
949.7 

1075.8 
1229.4 
1322.7 
1472.2 
1727.5 
1961.5 
2385.8 
2772.7 
2923.3 
2730.7 
2849.9 
2946.3 
3059.3 
2873.4 
2787.8 
2407.0 
2053.2 
21 53.9 
2048.5 
1834.8 

301.7 
394.7 
502.5 
621.7 
693.1 
806.6 
889.2 
829.6 

1048.5 
1294.3 
1588.8 
1921.9 
2098.7 
2231.7 
2686.0 
3363.8 
5079.8 
621 8.8 
8340.5 

1 1033.4 
11114.5 
10583.2 
10237.1 

1.4 
1.7 
2.2 
2.7 
3.4 
4.9 
5.4 
5.1 
6.1 
6.8 
7.5 
7.2 
9.8 

10.6 
12.0 
13.5 
14.4 
12.8 
13.3 
12.9 
12.6 
12.8 
13.5 

12.7 3.8 
12.5 3.8 
12.9 4.0 
12.1 4.4 
11.8 4.7 
11.8 4.9 
12.5 5.6 
13.1 6.1 
12.2 6.7 
12.6 7.6 
12.6 8.7 
12.6 9.4 
11.4 9.2 
11.6 10.1 
12.3 11.0 
13.0 11.8 
13.1 12.5 
13.9 14.4 
14.4 14.9 
15.1 16.2 
15.7 16.8 
16.4 17.1 
18.5 17.7 

7.4 
7.7 
7.7 
7.7 
7.8 
8.6 

10.7 
14.5 
17.8 
21.6 
26.5 
31 .O 
32.2 
34.6 
41.9 
54.8 
80.6 
94.1 

113.8 
126.8 
134.8 
149.7 
159.8 

2001 565.3 9993.5 1565.2 9369.8 15.0 20.9 19.5 154;1 
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Table 8(vii) 

Marginal returns of labor and capital by region and sector 
MR (L) MR (K) 

Urban Urban Rural Urban Urban Rural 
Region Year ind./Agri. ser./Agri. nonfardAgri ind./Agri. ser./Agri. nonfarmlAgri. 
East 1978 13.7 5.5 1.1 22.7 4.3 9.7 

1979 13.6 5.8 1.5 15.9 3.1 7.3 
1980 15.2 7.0 1.7 12.9 2.7 5.9 
1981 15.0 7.9 2.0 9.8 2.2 4.8 
1982 13.3 8.4 1.7 6.9 1.7 3.7 
1983 14.1 9.9 1.8 5.8 1.4 3.3 
1984 13.5 11.1 1.7 4.6 1.2 2.8 
1985 19.4 13.2 1.6 4.1 1.1 3.3 
1986 20.4 13.8 2.0 3.3 1 .o 3.2 
1987 21.7 15.1 2.4 2.8 0.9 3.0 
1988 24.3 17.2 3.3 2.5 0.9 3.2 
1989 26.0 19.2 3.9 2.1 0.9 2.8 
1990 26.5 20.3 4.6 1.8 0.8 2.7 
1991 27.3 21.5 5.3 1.7 0.8 2.6 
1992 30.3 22.8 7.1 1.7 0.9 2.8 
1993 30.6 23.6 9.7 1.7 0.9 3.2 
1994 31.4 19.1 11.1 1.7 0.9 3.2 
1995 29.7 18.0 12.7 1.7 0.9 3.3 
1996 29.2 15.4 13.2 1.8 1 .o 3.9 
1997 31.4 14.3 14.0 1.8 1 .o 4.4 
1998 31.9 12.8 14.4 1.7 1 .o 4.9 
1999 32.0 9.2 15.0 1.6 1 .o 5.7 
2000 32.5 7.7 14.4 1.7 1.1 6.4 
2001 29.8 5.6 14.3 1.6 1.1 7.1 
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Table 8(viii) 

Marginal returns of labor and capital by region and sector 
MR (L) MR (K) 

Urban Urban Rural Urban Urban Rural 
Region Year ind./Agri. ser./Agri. nonfarm/Agri ind./Agri. ser./Agri. nonfarm/Agri. 
Central 1978 9.4 4.3 1.1 8.0 3.8 4.8 

1979 9.6 4.8 1.5 5.8 2.8 3.6. 
1980 , 11.2 5.9 2.1 5.0 2.5 3.1 
1981 10.3 6.1 2.2 3.4 1.8 2.3 
1982 10.5 7.0 2.5 2.6 1.5 ' 1.9 
1983 11.5 7.8 2.5 2.1 1.3 1.7 
1984 11.6 8.8 2.3 1.7 1.1 1.7 
1985 12.7 9.5 2.1 1.5 1.1 1.8 
1986 14.5 11 .o 2.4 1.2 1 .o 1.9 
1987 14.9 11.6 2.9 1.1 1 .o 2.0 
1988 17.5 13.8 3.7 1.1 1 .o 2.2 
1989 17.6 15.3 4.4 0.9 1 .o 2.2 
1990 18.0 16.0 4.7 0.7 0.9 2.0 
1991 22.0 18.9 5.9 0.7 1 .o 2.2 
1992 23.7 19.1 7.0 0.7 1.1 2.7 
1993 22.8 18.9 8.6 0.8 1.1 3.7 
1994 21.9 17.0 10.7 0.8 1.2 5.0 
1995 19.6 14.8 13.2 0.8 1.3 6.5 
1996 17.9 11.3 14.6 0.8 1.1 7.5 
1997 20.6 10.4 13.3 1 .o 1.2 7.3 

1999 24.4 7.5 14.1 1 :1 1.3 9.0 

2001 29.0 5.2 10.4 1.4 1.4 9.1 

1998 23.9 8.4 13.0 1.1 1.2 7.8 

2000 27.7 6.5 11.9 1.3 1.3 8.9 
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Table 8'(ix) 

Marginal returns of labor and capital by region and sector 
MR (L) MR (K) 

Urban Urban Rural Urban Urban Rural 
Region Year ind./Agri. ser./Agri. nonfarm/Agri ind./Agri. ser./Agri. nonfarm/Agri. 
West 1978 11.8 4.9 0.8 10.2 4.8 12.6 

1979 12.5 5.2 1.4 8.0 3.7 9.9 
1980 ' 12.9 6.0 1.9 6.0 3.0 7.8 
1981 13.4 7.2 2.6 4.7 2.7 6.7 
1982 14.1 7.8 2.3 3.7 2.2 5.3 
1983 16.6 9.1 2.3 3.3 1.9 4.8 
1984 18.0 10.3 2.1 2.9 1.8 4.6 
1985 19.5 11.8 2.1 2.8 1.7 4.9 
1986 21 *1 12.9 2.3 2.5 1.6 4.7 
1987 23.5 16.2 2.7 2.3 1.6 4.5 
1988 27.6 19.0 3.4 2.2 1.7 4.6 
1989 29.3 18.8 4.1 1.9 1.6 4.5 
1990 30.0 19.9 4.4. 1.7 1.5 4.3 
1991 31 .O 20.6 4.6 1.6 1.5 4.3 
1992 33.6 21.9 5.6 1.5 1.6 5.0 
1993 36.0 22.1 7.5 1.5 1.5 6.3 
1994 35.9 19.6 9.6 1.4 1.4 7.5 
1995 34.9 16.8 9.6 1.3 1.3 7.1 
1996 35.8 13.7 11.0 1.4 1.2 7.9 
1997 38.3 12.5 9.8 1.4 1.2 7.3 
1998 39.4 12.1 9.4 1.5 1.2 7.4 
1999 45.4 9.4 9.1 1.5 1.1 7.6 
2000 42.9 7.3 7.6 1.4 1 .o 7.6 
2001 41 .O 5.5 7.5 1.3 1 .o 8.1 
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Table.S(x) 

Marginal returns of labor and capital by region and sector 
MR (L) MR (K) 

Urban Urban Rural Urban Urban Rural 
Region Year ind./Ag r i. ser JAg ri. n on f arm/Ag ri ind ./Ag r i , ser./Ag r i . non f arm/Ag r i . 

Northeast 1978 
1979 
1980 
1981 
1982 
1983 
1984 
1985 
1986 
1987 
1988 
1989 
1990 
1991 
1992 
1993 
1994 
1995 
1996 
1997 
1998 
1999 
2000 

6.8 
6.9 
6.8 
6.7 
7.0 
6.1 
6.9 
9.6 
9.1 

10.1 
11.2 
14.2 
11.1 
12.0 
12.6 
12.8 
12.4 
12.6 
10.6 
11.1 
15.2 
15.2 
17.6 

1.8 
2.1 
2.2 
2.6 
3.1 
2.8 
3.2 
4.7 
5.1 
6.4 
7.9 

10.1 
7.8 
8.6 
8.7 
8.5 
7.4 
7.1 
5.3 
4.4 
4.7 
4.2 
3.7 

0.6 
0.9 
1.2 
1.5 
1.8 
1.7 
1.9 
2.2 
2.7 
3.5 
4.5 
6.6 
6.0 
6.8 
7.9 
9.3 

13.2 
15.9 
18.4 
23.6 
24.3 
21.6 
20.5 

9.3 
7.4 
5.9 
4.5 
3.5 
2.4 
2.3 
2.6 
2.0 
1.9 
1.7 
1.8 
1.2 
1 .I 
1 .o 
1 .o 
0.9 
1.1 
1.1 
1.2 
1.2 
1.3 
1.4 

2.8 
2.3 
1.9 
1.6 
1.4 
1 .o 
1 .o 
1.2 
1.1 
1.1 
1.2 
1.3 
0.9 
1 .o 
0.9 
0.9 
0.9 
1 .I 
1.1 
1.3 
1.3 
1.3 
1.3 

5.3 
4.5 
3.5 
2.9 
2.3 
1.8 
2.0 
2.8 
2.9 
3.2 
3.5 
4.3 
3.3 
3.3 
3.5 
4.0 
5.6 
7.4 
8.5 
9.9 

10.7 
11.7 
11.8 

2001 17.7 2.8 16.6 1.4 1.3 10.3 

113 



ANNEX619 
HISTORY OF FINANCIAL MARKET 

1. In China, the govemment plays a dominant role in the development o f  the capital 
market. The government establishes the financial system and guides financial activities in 
accordance with i t s  preferences. The key financial institutions are run directly by  the 
govemment. Capital movements are a result of  the interaction o f  these two forces. Over the 
past 50 years, the development o f  the capital market can be divided into three phases. 

(A) First phase: 1949-1978 

2. During this period of  planned economy, the capital market was fragmented, and 
capital moved within entirely closed regions. The central financial authority had the sole say 
in capital allocation. Banks provided loans to enterprises for their working capital. 
Macroeconomic control was carried out principally by the financial authorities and only 
secondarily by the banks. The capital market was segmented by barriers between regions. 

3. At the time, China had a highly planned economy. I t  implemented a highly 
centralized finance system o f  govemment-controlled revenue and expenditure. Most local 
revenue was tumed over to the central govemment, and local expenditures were covered by  
the central govemment. The national revenue was distributed so that govemments, especially 
the central government, had the bulk o f  national savings and the central govemment naturally 
became the main investor. This meant that i t  could use i t s  administrative power and 
economic control to decide on the regional distribution of investment (Zhang Junzhou, 1995). 
The central government directly regulated the economy, and financial authorities and banks 
became functional departments under govemment administrative control. Under the 
government's administrative control of  the economy, the central financial authority and 
banks were part of the operation mechanisms in the planned system (Figure 1). 

' 

4. During this period, macroeconomic control was carried out mainly by  the central 
financial authority with the help o f  banks. Most o f  the investments came directly from the 
government budget rather than from bank financing.2o The main responsibility o f  banks was 
to provide enterprises with working capital. In 1978, only 23.4% o f  the capital needed for 
production, distribution and development came from bank loans. Consequently, financial 
intermediaries played a very limited role. There were no financial markets. No other means 
of financing were available, and apart from bank deposits, there were no other financial 
assets (Yi Gang, 1996). Before 1978, minor changes were made in the system whereby the 

This section i s  based on Yi Gang (2003) 
*O Established in the 1950s, the pre-reform banking system was all-inclusive. The People's Bank of China 
was the central bank and a commercial bank and had 93% of China's financial assets. Although there were 
specialized banks, the People's Bank of China had a monopoly on almost all banking business. Bank 
deposits mainly came from the government. In 1978, bank deposits of the government accounted for 15.5% 
of China's GDP whereas bank deposits of individuals took up only 1%. 
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central financial authority controlled long-term funds, gratis funds, and quota funds while 
banks provided short-term funds, payable funds, and funds over quota. 

Figure 1 
Operational Mechanism of the Central Financial Authority 

and Banks in the Planned System 

Central g o v c m n t  
Policy control 1 

1 1 
Lacal sidle-awned cntcrpnres Taxes Local govemmenu 

I I b I 

Regions 

B$jj= Investment appropriations 
@i!&Bj$=State financial authority appropriations 
$Q,@k&=Taxes tumed over 
$$$it]&=Working capital 

5. The above analysis and Figure 1 show that as a result o f  the central government’s 
administrative intervention, regional movement of capital was highly .fragmented. As the 
economic management system was dominated by  centralized planning, inter-regional 
movement o f  all resources including capital was planned. Capital was allocated and 
distributed as a material. Credit and currency relations merely served as accounting tools and 
means for bringing. about inter-regional movements o f  resources other than funds. Regional 
movement of  funds was merely the result of  the government’s administrative equilibration. 
Capital movement was realized through administrative means and non-economic transfer. I t s  
main purpose was to ensure fairness, but it achieved this at the cost o f  efficiency. Inter- 
regional economic relations were simple, and capital was moved by  non-economic entities in 
pursuit of their interests. The central financial authority was the only body in charge of  inter- 
regional capital movement. (Yin Desheng and Xiao Shunxi, 2000). 

(B) Second phase: 1979-1993 

6. During this phase, the central financial. authority replaced government appropriations 
with loans, and banks began to play an increasingly important role. The central government 
granted decision-making power to enterprises and allowed them to keep. more profits. Local 
governments competed for financial resources, which resulted in barriers appearing between 
different departments and regions. The capital market was managed equally by  vertical 
departments and horizontal regions. 
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7. Beginning in April 1979, a series of  reform measures were carried out in the financial 
and banking systems. Overall reforms were implemented, beginning with the financial 
system. In the 1980s, revenues and expenditures were apportioned between the central and 
local authorities, and the latter were held responsible for their own profit and loss. Financial 
reform focused on granting decision-making power to enterprises and allowing them to keep 
more profits. The agents in the planned economy were transformed into the decision-makers 
in the contract system. 

8. In addition, corresponding reforms were carried out in the banking system. In 
September 1983, the State Council decided that the People's Bank of  China should function 
only as the central bank. The country's four major specialized banks, the Bank o f  China, the 
Agricultural Bank of  China, the Industrial and Commercial Bank o f  China, and the 
Construction Bank of China, were reorganized to meet the needs o f  industrial management of  
the planned economy, to provide service in foreign exchange, rural development, and 
working capital for industrial and commercial enterprises, and capital construction 
respectively. The structure o f  specialized banks was set ~p to correspond to China's 
administrative regions and institutions. Provinces, autonomous regions, municipalities 
directly under the central government and cities specially designated in the state plan became 
basic units eligible for receiving credit funds. Before 1978, a general norm was imposed on 
credit funds, and revenues and expenditures were monopolized by the government. After the 
Third Plenary Session of the Eleventh CPC Central Committee in 1978, credit funds were 
brought under the system of unified planning, multi-level management, correlating the 
amounts of  loans and deposits, and specific responsibility for imbalances. The general office 
o f  the People's Bank o f  China no longer controlled the total amount; i t  was responsible only 
for the imbalances. Specialized banks were gradually localized and gained some decision- 
making power. 

9. So the government expanded the proportion of  capital ownership b y  accumulating the 
financial resources scattered in the hands o f  the people. To this end, the most effective and 
convenient way was to open more financial institutions by, for example, widely extending the 
network of  state-owned banks. Instead o f  exercising control through the central financial 
authority, i t began to exercise it by accumulating financial resources. These financial 
organizations took root throughout the entire economy, making it possible for the 
government to attract financial resources. This helped the government obtain the financial 
resources needed to fund the costs of  investment and reform (Du Qingshen, 2001). 

10. The central bank was not independent. Specialized banks and other financial 
institutions were s t i l l  established in accordance with administrative planning, with each 
administrative level of government having i t s  corresponding financial institutions. Before the 
reform of the investment and financing systems were carried out to replace government 
appropriations with loans, local governments had no desire to control financial institutions 
because in the centralized economy, financial authority was far more important than banks. 
However, when financial institutions began playing an increasingly important role in 
allocating resources and when structural reforms brought large quantities o f  financial 
resources to state-owned financial institutions (especially banks) and gave policy preference 
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to them, local governments came to realize the importance of  having control over state- 
owned financial institutions. Under these circumstances, they tightened their control over 
their local financial institutions. Establishing new financial institutions and new branches of 
existing ones became a major source of funding for local governments. Specialized banks 
must fulfill many tasks assigned to them by  local governments. Local govemments copied 
each other’s financial development models and types of financial institutions, and their 
financial competition was keen. In addition, local governments imposed regional blockades 
on the flow o f  financial resources, making i t  difficult for these resources to move from one 
region to another. 

11. Adjustments were made in the management and personnel systems o f  financial 
institutions (mainly the People’s Bank of  China and commercial banks), and these systems 
were obviously transitional. Changes were made in the human resources management system 
o f  banks before 1979, but these banks were mainly managed by  local Party committees with 
the help from their head offices. This was the system o f  professional management with the 
bank president having final responsibility. After reforms led to a proliferation o f  interested 
parties, many shortcomings in t h i s  management system became apparent. After 1979, major 
changes were made in China’s banking system. The idea was to replace the management of 
the human resources system under the dual o f  leadership o f  banks and local governments 
with a system mainly managed by banks. Local govemments gradually gave up their power 
over the management of  banks’ human resources to state-owned banks and the People’s Bank 
o f  China. 

12. Since the reform and opening up policy was introduced in 1979, China has witnessed 
rapid economic growth and the distribution of national revenue shifted towards individuals. 
However, due to a lack o f  diversified investment channels and satisfactory rates o f  
investment as well as a weak social security system and other causes o f  concem, individuals 
did not have many options with the choice between saving and consuming and the selection 
o f  financial assets. They had no other alternative but to choose bank savings deposits.21 
Therefore, personal bank savings deposits increased substantially during this period and 
banks accumulated the bulk 6f society’s capital. The banks’ use o f  these resources 
determined the direction o f  capit-a1 movements. During this period, however, banks’ 
decisions were under the competing influence of  the central and local govemments because 
of the way the credit planning and human resources systems were managed. 

13. The central government controlled banks’ decisions through the system in which the 
central bank and specialized banks were related as head offices and branches. The head 
offices and branches of  specialized banks had the same legal person, with head offices 
authorizing branches to carry out operations.22 Due to a shortage o f  financial institutions and 
credit instruments, the bank deposits from which the loans were granted b y  specialized banks 
constituted the bulk of  money supply. Whoever controlled specialized banks’ credit size and 

2’ Another important reason individuals chose bank savings was that credit was guaranteed b y  the 
government and the people believed in state-owned financial institutions. In addition, as large amounts o f  
deposits were concentrated in banks, banks shouldered greater risk. 
22 In principle, specialized banks had the same legal person for their head offices and branches. As head 
offices delegated more and more power to branches, there came to be over 30 legal persons. 
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currency issue, basically controlled money supply and the direction whereby funds were 
invested. In drawing up of a credit plan, the central bank would first draft a top-down plan in 
accordance with macroeconomic needs. After that, the provincial branches o f  the central 
bank would consolidate deposit and loan plans of  the branches of  specialized banks and work 
out deposit and loan plans as well as currency issue plans for their provinces. On the basis o f  
these provincial plans, the central bank would modify i t s  draft plan to make i t  a 
comprehensive credit plan. Thereafter, funds were distributed between the central bank and 
the head offices and branches of  specialized banks. The government could, therefore, control 
the funds o f  specialized banks and their local branches through the credit plan. Of course, the 
central bank could also regulate capital quotas o f  specialized banks b y  means of loans, 
reserve fund ratios, interest rates, discount rates, and excess reserves ratios. 

14. Local governments had a horizontal control of  the capital market. Chains o f  financial 
institutions made it easier for local governments to control local financial institutions. This 
put large quantities of financial resources at their disposal. In addition, the assessment and 
appointment of local officials o f  the People's Bank of  China, the Industrial and Commercial 
Bank o f  China, the Agricultural Bank o f  China, the Bank of  China and the Construction 
Bank of  China were subject to the influence of  local governments. Local leaders o f  these 
banks had special interests in their localities. Local governments could collaborate with local 
branches o f  state-owned banks by promising them power and favors. Years of experience 
shows that this collaboration intensified (Zhang Jie, 1998). As local governments and their 
enterprises could manipulate the volume o f  their bank loans, representatives o f  the local 
branches o f  state-owned banks found i t  hard to turn down local demands. These 
representatives lost some of their financial decision-making power, but they enhanced their 
personal political and economic benefits in return. Consequently, local bank branches 
became subordinate to local governments to some extent. In order to advance their political 
careers, local government officials exercised their power to secure maximum loans from 
banks. In addition, the fewer capital channels local governments had, the more they desired 
to control financial institutions. T o  this end, local governments prevented capital outflows, 
ensured that local bank savings deposits and other funds were mainly directed to local key 
enterprises and confined capital movements to within their regions. In addtion, local 
governments competed against each other on rent seeking. Figure 2 illustrates the baniers 
between departments and regions in terms o f  capital movements during this period. 
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Figure 2 
Departmental and Regional Barriers to Capital Movements 

During the Reform23 

Central p0vcmnflban);r 

&@$%,%$U %%=Financial resources and supervision 
~!k@%%~?=Branches o f  specialized banks 
?@=Intervention 
%&=Employment 
I$%$$=Wages, etc. 
&i.B%&&=State-owned enterprises in different regions 
@%%*=Financial demand 

$%@%$=Revenue sharing 
@!=Employment burden 

15. Capital movement was subject to departmental and regional barriers, but that does not 
mean that there was no movement of  capital. Capital movement was blocked by  artificial 
barriers so that there was not much capital movement between regions. From 1978, through 
1993, the double-track price system for capital led to the diversion of departmental capital 
from the central and westem regions to the eastem region. Under the double-track system, on 
the one hand, there were indirect financial operations of mainly bank credit of an obvious 
planning nature, but on the other hand, direct financial operations emerged and the financial 
market developed rapidly. The difference between the planned interest rates and the market 
interest rates led to irregular capital movements. Due to the high efficiency o f  i t s  economic 
activities, the eastern region was able to absorb more funds. In addition, the financial market 

23 China's financial assets were concentrated in specialized bankdstate-owned commercial banks during the 
20 years of reform, so specialized banks are used here in place of state-owned financial institutions. 
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in the eastern regon developed because i t  was home to the two stock exchanges of China.24 
The rapid development of  financial markets in the eastem region helped the region to attract 
funds from the central and westem regions. 

(C) Third phase: 1994-2003 

16. During th is  period, the central government reduced the power o f  the provinces over 
the capital market, so local governments had less power than before. The capital 'market 
became dominated by vertical departments, and regional barriers began to be removed. In 
1998 the central government allowed interest rates greater room to float, with the capital 
market became increasingly consolidated and the central govemment began to allocate 
financial resources nationwide. 

17. In 1993, China started shifting to the market economy, and the central govemment 
and the People's Bank o f  China gradually began taking their power over the capital market 
back from the local governments. At that time, there were crazes o f  stock trading, real estate 
development, and expansion o f  development zones as well as widespread unauthorized inter- 
bank borrowing, raising of'capital and establishment of financial institutions, all o f  which 
seriously disrupted the financial order. To address these problems, the State Council 
introduced plans for reforming the financial, fiscal and taxation, investment, and foreign trade 
systems in July 1993.25 China began to implement the revenue-sharing system in 1994. 

. 

18. Major reforms were also carried out in the banking system. Transforming the 
People's Bank of China into a genuine central bank was the top priority in efforts to deepen 
financial reforms. The People's Bank of  China quickly concentrated in i t s  head office the 
powers to issue currency, regulate aggregate credit and capital, adjust interest rates and grant 
market access financial institutions. For example, before 1993, provincial bank branches o f  
the People's Bank of  China had 7% of the re-lending power while Beijing had the remaining 
93%, and localities could also release their base currency. By 1995, Beijing had taken back 
al l  the re-lending power, and localities had no more say in the matter. In addition, the 
organizational structure of the People's Bank o f  China was reformed. Provincial branches 
were abolished and inter-provincial (regional) supervisory branches were established based 
on economic regions covering several provinces The human resources management system 
was also reformed with the People's Bank of  China began implementing an entirely vertical 
management system in 1998. Changes were also made in the bank's Communist Party 
organization. Before 1993, Party members belonged to local Party committees, but after 1997 
Party secretaries were appointed from central party committees. These reform measures 
provided the institutional guarantee that the monetary policy and supervision o f  the central 
bank would not be affected by the intervention o f  local governments. 

24 The Shanghai Stock Exchange was established on November 26, 1990 and started doing business on  
December 19 of the same year. The Shenzhen Stock Exchange, located in Shenzhen, was established on 
December 1, 1990. 
25 In July 1993 the CPC Central Committee and the State Council decided to strengthen macroeconomic 
controls, straighten out the financial order and tighten financial discipline. Zhu Rongji  assumed leadership 
in economic work and served concurrently as governor o f  the People's Bank o f  China. H e  stressed the 
importance of nationwide unified bank management. Notable changes took place in the economy. This i s  
an important reason the year 1993 was considered a watershed. 
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19. State-owned commercial banks began to reshape their internal capital management in 
1994. During the reform o f  the financial system in 1993, i t  was made clear that the four large 
specialized banks were state-owned commercial banks. The law stipulated that these banks 
enjoyed equal status in doing banking business. In order to ensure that commercial banks 
exercise centralized management, state-owned commercial banks concentrated the power to 
regulate funds and manage credit on the basis of  the principle of legal person management. 
They also deprived county-level institutions of  their power to examine and approve‘ loans, 
leavin~g them only with the tasks of  carrying out pre-loan investigations and recovering past 
loans. In addition, substantive changes were made in the way commercial banks operate. The 
ability o f  China’s four main commercial banks to move capital has steadily increased since 
1994. The proportion o f  these banks’ assets in the national total has been basically 
maintained at about 70%, so there i s  a high degree o f  monopoly. However, the four banks 
have been able to move capital nationwide since 1994, something they could not do before. 
They have become ‘increasingly integrated. All of them are cutting the power o f  their 
provincial branches and concentrating the right to grant loans in their head offices. The head 
offices regulate internal capital movements by adjusting interest rates on deposits and loans, 
and they are becoming more and more skilled at moving capital and balancing positions. 
Each of these four banks i s  acting more and more as one legal person, whereas in the past, 
they acted just like more than 30 legal persons. 

20. The fact that only head offices o f  banks grant loans and big companies take out loans 
in a concentrated way shows that the capital market i s  being consolidated. State-owned 
commercial banks have concentrated resources and established the lead bank system. From 
the viewpoint o f  large companies, borrowing money from the head office of a commercial 
bank and signing a contract with it clarifies the respective obligations o f  the two parties and 
reduces interference from local governments. Moreover, big companies prefer to taking out 
loans from head offices before distributing the loans to their subsidiaries. So subsidiaries no 
longer have to secure loans locally, which reduce the amount of  local loans. However, the 
amount o f  loans as a whole i s  risingz6 

26 Loans totaled 3.9976 trillion year in 1994; 5.05441 trillion yuan in 1995; 6.11566 trillion yuan in 1996; 
7.49141 trillion yuan in 1997; 8.65241 trillion yuan in 1998; 9.37343 trillion yuan in 1999; 9.93711 trillion 
yuan in 2000; and 11.23147 trillion yuan in 2001. 
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21. In 1998 the central government allowed interest rates greater room to float, making 
the capital market more flexible. Previously China had rigid interest rates, which prevented 
capital from moving from one regon to another. The government's adjustment o f  interest 
rates in 1998 stipulated that interest rates could be 20% higher than the legal interest rates on 
loans granted by  financial institutions to small to medium enterprises; and 10% higher for 
medium to large enterprises. The interest rates on loans granted by rural credit cooperatives 
could be up to 50% higher. In addition, the interest rates on loans from financial institutions 
could be up to 10% lower than the legal interest rates. The government further adjusted 
interests rates again in 1999 and stipulated that that the, interest rates could be 30% higher 
than the legal interest rates on loans granted by financial institutions to small to medium 
enterprises and 10% higher for medium to large enterprises. These regulations helped direct 
the movement of capital and made the capital market more flexible. 

22. While consolidating the capital market, the People's Bank o f  China and the state- 
owned commercial banks have tightened their control over loan quality. The government 
already noticed before 1998 that risk was continuously becoming concentrated on banks and 
took measures to reduce non-performing loans. For example, they promulgated the Law on 
Commercial Banks, the General Rules on Loans, and the Law on the People's Bank o f  China, 
all o f  which require that commercial banks take credit r i sks  into consideration and that central 
bank control the total amounts o f  loans. However, in order to continue making money from 
state-owned enterprises, interested parties obviously wanted these enterprises to continue to 
exist and required that state-owned commercial banks continue to grant them loans to 
encourage them to continue operating. As a result, non-performing loans continued to rise 
before 1998. 

23. As a result of  the Asian financial crisis in 1997, a decision was made to strictly 
implement a credit policy in order to commercialize lending. T h i s  brought substantive 
changes to the way banks operated. Previously, in order to get promotions, managers had 
granted loans without considering their consequences. After implementing the credit policy 
o f  commercialized lending, risk level became an important assessment criterion. The 
government began to control loan quality. As a result, except for projects funded by  treasury 
bond and government projects, state-owned commercial banks avoided granting risky loans, 
especially loans to small and medium enterprises. After the govemment began to control loan 
quality, the amount of loans increased more slowly than deposits. 
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ANNEX 72’ 
TESTS ON CAPITAL MARKET INTEGRATION 

(a) Basic idea 

1. For the purpose o f  discussion, we start with two hypothetical extreme cases. With zero 
capital mobil ity across regions, local savings can only be invested locally, and al l  local 
investment has to be financed by local savings. In this case, local investments and local savings 
should be perfectly correlated. In the other extreme, with perfect capital mobility, savings from 
any particular locale can go anywhere in search o f  the best return-risk trade-off. In other words, 
local savings respond to global opportunities for investment, while local investments are financed 
by a worldwide pool o f  capital. Thereshould be no exact relationship between local saving and 
local investment. While this does not necessarily imply a correlation o f  zero, the correlation 
should be substantially below one. This i s  the fundamental idea o f  Feldstein and Horioka (1980) 
who proposed to  use the saving-investment correlation as a measure o f  (lack of) capital market 
integration. 

2. The Feldstein-Horioka (FH) test was initially proposed as a test o f  world capital market 
integration, i.e. as a measure of the degree o f  capital mobility across countries. In that context, the 
literature suggests that i t  does not give conclusive evidence on capital mobility because a low 
saving-investment correlation can be consistent with various alternatives other than a low degree 
of capital market integration across countries. These alternatives include the presence o f  a risk 
premium associated with currency devaluation, and governments’ effort to target the level o f  
current account balance by manipulating the exchange rate. However, within a country, the FH 
test turns out to be a reasonable indicator on the degree o f  capital market integration across 
different regions. The main reason i s  that the alternative interpretations mentioned above are not 
operative within a country. If different parts o f  a country share a common currency, there i s  no 
currency devaluation to speak of. Regional governments are also less l ikely to have a current 
account target at the regional 

3. As a reference, Table 1 summarizes the results from five prominent papers in the 
literature that have examined the intra-national evidence o f  investment-saving correlations in 
developed countries. The countries that have been studied are Canada, Gemany, Japan, United 
States and United Kingdom, all of which are known to have an integrated capital market 

, internally. Each o f  the papers has found non significant or negative saving-investment 
correlations across the regions. This provides a justification for using the FH test to examine 
capital market integration within China. 

4. In this section, we first present simple (unconditional) correlations between saving and 
investment across Chinese provinces and compare them with the corresponding figures f rom 
countries with known integrated internal market. We then compute a series o f  conditional 
correlations, following a procedure used by Iwamoto and van Wincoop (2000) that control for a 
number of factors other than capital market integration that can affect the saving-investment 
Correlation. Because China’s capital market i s  largely dominated by the banking system, we also 

27 This section i s  based on Boyreau-Debray and Wei (2004) 
28 Note that local protection in the goods market and current account target are not the same thing. 
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perform the same tests using banking deposit and loan data. I t  w i l l  tell us to which extent the 
local banking system has to rely on local deposits to extent new loans. 

(b) Unconditional FH Test 

5. W e  use a dataset on all Chinese provinces for which data are available to conduct our 
test. This means 28 provinces (or province-level autonomous regions or super-cities) on the 
mainland during the reform period (1978-2000) and 24 provinces during the pre-reform period 
( 1952-1977)29. The database comes from A1 1 China Marketing Research (2001) and consists o f  
provincial GDP desegregated into household and government consumption, gross capital 
formation, change in inventory and net exports. Provincial savings are defined as regional GDP 
minus private and government consumption. Provincial investment i s  defined as the change in 
gross capital formation both o f  the private and public sectors. Both saving and investment are 
expressed as a ratio o f  provincial GDP30. 

6. Table 2 reports the correlations o f  investment and saving rates in the Chinese provinces 
averaged over the pre-reform period (1952-1977), the reform period (1978-2000) and two sub- 
periods with the reform period (1978-1989 and 1990-2000). For comparison purposes, Table 2 
also reports the corresponding figures for the national economies o f  OECD countries3 1. 

7. The averaged correlation between local investments and savings are 0.53 during the pre- 
reform period (1952-1977) and 0.49 during the reform period (1978-2000). B y  comparison, 
correlations between investment and saving rates within OECD countries such as Japan or the 
United States where a high degree o f  capital mobility can be assumed are either insignificantly 
different from zero or even negative (Table 1). On the opposite extreme, correlations between 
investment and saving rates across OECD countries are 0.71 between 1960 and 1977 and 0.45 
between 1978 and 2000, as reported at the bottom o f  Table 2. Hence, the intra-national 
correlation levels found in China are much closer to a between-country level than to a within- 
country level relative to the evidence based on OECD countries. These comparisons suggest the 
presence o f  barriers to capital mobility across the Chinese regions. 

8. We next examine the evolution o f  the saving-investment correlation over time. The 
results are reported in columns 3 and 6 o f  Table 2. These correlations do not vary much before 
and over the reform period, as shown by the insignificance of the variation. B y  contrast, the 
correlation sharply increases from 0.30 in the 1980s to 0.52 in the 1990s (column 6, Table 2). 
This result i s  somewhat surprising if we believe that the capital market should have become 
progressively more integrated over time along with the progresses in market reforms and 
opening-up o f  the economy. 

9. As already mentioned, simple correlations based on raw data only provide a preliminary 
measure o f  financial integration, as factors other than market integration can affect the correlation 
between investment and saving rates. In the following sub-section, we apply a conditional FH test 
to the Chinese data that control for these factors. 

29 The provinces o f  Jianxi, Guangdong and Hainan, Sichuan and Chongqing and Ningxia have been 
excluded for the pre-reform period because o f  lack o f  data. 
30 We have tested for the order of integration o f  the series using panel unit-root tests (Im, Pesaran and Shin, 
1997). Both investment and saving rates are stationary. 
3 '  The data of investment and saving for OECD countries come from the United Nations National Accounts 
Statistics and are available from 1960 onwards. 
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(c ) Conditional FH test 

10. The conditional FH test that we use follows the strategy proposed by Iwamoto and van 
Wincoop (2000). Their idea i s  that i f financial markets are integrated, investment depends on 
factors that detefmine the global and national supply o f  funds, factors that determine the 
productivity of capital, and a set o f  region-specific factors. Saving in the same country also 
depends on global and region-specific factors. The global and national factors can be condensed 
and labeled as g. Those region-specific factors which affect investment and saving can be 
organized as a set o f  uncorrelated vectors v, w, z, whereby v and w affect investment, and v and z 
affect saving. In other words, v i s  a vector o f  region-specific factors that affect both investment 
and saving. w (z) i s  a vector o f  factors that affect investment (saving) independently. Investment 
and saving can be expressed respectively as the following functions: I = I(g,v,w) and S = S(g,v,z). 
B y  construction, if researchers do not control for the effects o f  g and v, then local savings and I 

local investments would be correlated even in the case o f  a fully integrated financial market. 

11. Iwamoto and van Wincoop implement a method based on this framework to the Japanese 
prefectures and find that the correlation between local investment and local savings i s  low once 
the global, national, and region specific factors are controlled for. As a result, the authors 
conclude that the degree o f  financial integration across the Japanese regions i s  high. We apply 
their method to the Chinese provinces. First, we control for national shocks by subtracting 
national saving and investment rates from the province's saving and investment rates: 

Sit* = Sit - S-it 
Iit* = I i t  - I-it 

where Sit and Iit are, respectively, the saving and investment rates in province i, S-it i s  the 
national saving rate outside province i, and I- i t  i s  the national investment rate outside province 
i32. 

12. Second, we control for region-specific shocks for by regressing saving and investment 
rates for each province separately on region-specific determinants that can affect saving 
and investment co-movements (equation 2a and 2b): 

where y measures the stage o f  local business cycles and F measures regional fiscal policies. The 
provincial series o f  business cycles, y, are generated by applying the Hodrick and Prescott (Hp) 
filter to the local GDP series33. The fiscal variable, F, i s  the ratio o f  local government 
consumption to local GDP. The residuals eSit and eIit from equations (2a) and (2b) respectively are 
in turn used to compute the new correlation between saving and investment. 

13. Table 3 reports the results. The average correlation between investment and saving drops 
from 0.53 to 0.19 after controlling for national shocks over the pre-reform period and from 0.49 
to 0.30 over the reform period (row 2, Table 3). When region-specific factors are also controlled, 
the correlation decreases further to 0.13 and 0.15 over the pre-reform and reform periods, 

32 Some of the provinces constitute a non-trivial fraction of national saving and investment. We therefore 
use rest of the country instead of national aggregates in order to avoid distorting the correlations upwards. 
33 We use HP( 100) filtered log(province GDP) minus HP( 100) filtered log(nationa1 GDP). 
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respectively (row 3, Table 3). The increase in the correlation between the 1980s and the 1990s 
remains significant even after common national shocks and region-specific (business cycles and 
fiscal) shocks to local saving and investment are controlled for. 

14. To  control for possible endogeneity of the regressors, we introduce the one-year lagged 
values of  the region-specific variables in equations 2a and 2b. As reported in row 4 o f  Table 3, 
the use o f  lagged instead o f  contemporary values leads to very similar results. Finally, for 
comparison purposes, columns 7 and 8 report the results found by Iwamoto and van Wincoop 
respectively for the Japanese prefectures and OECD countries. For the Japanese prefectures, the 
correlations drop to 0.04 and -0.01 respectively (and are indifferent from zero statistically) once 
national and regional factors are held constant (column 7). B y  contrast, the respective figures for 
OECD countries average 0.44 and 0.28 and remain significantly positive (column 8). 

(d) Capital mobility within the banking sector 

15. Because China’s capital market i s  dominated by banks, performing the FH ‘test using 
provincial bank deposits and loans may be informative. As described in section 2, within and 
between bank transfers were limited under the credit plan period and gained progressively in 
importance over the 1990s along with the banking reforms aimed at granting banks more 
autonomy and financial responsibility. Therefore, testing for the deposit and loans correlation 
level o f  significance may provide another piece o f  evidence o f  the degree o f  capital mobil ity 
within China. 

16. Table 4 reports the results o f  applying the same methodology as above to deposits and 
loans data in the Chinese provinces as well as in the OECD countries for the purpose o f  
comparison. The uncontrolled correlation i s  o f  0.66 over the 1980s and 0.50 over the 1990s, a 
level similar to the correlations between OECD countries, o f  0.63 and 0.62 respectively over the 
1980s and the 1990s. When we control for the national trend, the average correlation drops from 
0.66 to 0.30 over the 1980s, and increases slightly over the 1990s. This suggests that the 
importance o f  the national component over the 1980s has decreased over the 1990s. Indeed, the 
reforms implemented over the 1990s granting the banks more autonomy have at the same time 
decrease the importance of central planning. For comparison, the global component for OECD 
countries has l i t t le impact on the correlation. Finally, when national and regional factors are 
controlled, the correlation between deposits and loans increases over time, as shown by the 
significance o f  the variation reported in column 3 o f  Table 4, suggesting a decrease in capital 
mobility within the banking sector over the 1990s. 

17. Overall, the finding o f  a positive and significant correlation after controlling for the 
national factors and region-specific shocks suggests that there are s t i l l  significant barriers to intra- 
national capital mobility in China. Hence, even when national and region-specific components are 
controlled for, the patterns o f  capital flows within China remain closer to that o f  intemational 
capital movements as opposed to intranational capital mobility observed within countries with no 
internal barriers (such as Japan). 
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Table.1: Summary of Literature on Investment-Saving Correlation within 
Developed Countries 

Country [time period] Author 
Japan [1975-1988Ib Deckle (1996) 

Japan [ 1970-19851 Yamori (1995) 

Japan [1971-19851 Bayoumi and Rose (1993) 

USA [1971-19851 Sinn (1992) 

UK [ 1971-19871 Thomas (1993) 
Canada [1961-19891 
Germany [ 1970-19871 
Standard errors in parentheses. 

Saving coefficienta Significance 
0.30 (0.07) significant (negative) 
0.39 (0.09) significant (negative) 
0.23 (0.09) significant (negative) 
0.21 (0.06) significant (negative) 

,0.26 (0.08)"" significant (negative) 
,0.36 (0.06)*" significant (negative) 
,0.29 (0.05)"" significant (negative) 

,0.48 (0.16) significant (negative) 
0.24 (0.21) non significant 
0.01 (0.14) non significant 

-0.11 (0.07) non significant 

-0.56 (0.13) significant (negative) 
-0.10 (0.02) significant (negative) 
-0.06 (0.09)d non significant 

acoefficient of the saving rate in the investment regression 
excluding Kanto and Kansai 
correlation 

dprivate saving and investment 

Table 2: Unconditional FH test (Chinese Provinces versus OECD Countries) 
(1) (2) (3)=(2)*( 1) (4) (5) (6)=(5)*(4) 

China 1952-1977 1978-2000 Diff" 1978-11989 1990-2000 Diff.' 
(1) Investment 0.534 0.49 1 -0.043 0.300 0.520 0.225 
saving (0.062) (0.103) (0.109) (0.102) (0.091) (0.069)*** 
correlation * 

OECD 
1960-1977 1978-1999 D8ff. 1978-1989 1990-1999 Diff. 

0.717 0.457 0.18 0.4 13 0.483 0.069 
(2) Investment- (0.067) (0.069) (0.07 8) (0.099) (0.094) (0.138) 
saving 
correlation* 

* average time correlation between investment and saving rates (%GDP) 
*(**, ***) signifcant at the 10% (5%, 1 %) level. 
Standard errors in parentheses' average time correlation between investment and saving rates (%GDP) 
* ( **, ***) Significant at the 10% (5%, 1 %) level. 
Standard errors in parentheses 
' r e p o m  the mean of the difference between pairwise correlations of the subperiods 

Source (China): A I  1 China Marketing Research, 2001, 1949-1999 China Statistical Data Compilation, China 
Statistical Bureau, Beijing. 
China Statistical Yearbook, various years, China Statistical Bureau, Beijing. 

Source (OECD): UN National Accounts, World Development Indicators 
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Table.3: Condititonal FH Test 

(1) Raw Data 

Controlling for 
(2) national factors 

National & regional 

& business cycle & 
fiscal policy 

(3) factors 

Using one-year 
lagged regional 

(4) variables 
& business cycle & 

fiscal policy 

(one year lagged) 

(1) (2) (3)=(2)-(1) 
1952- 1978- 
1977 2000 diff 

0.534 0.49 1 

(0.062) ** (0.103) ** 

0.192 0.303 

(0.083) ** (0.105) ** 

0.139 0.151 

(0.070) ** (0.098) ** 

0.174 0.187 

(0.075) ** (0.094) ** 

-0.043 

(0.109) 

0.111 

(0.096) 

0.01 1 

(0.087) 

0.013 

(0.091) 

(6)=(5)- 
(4) (5) (4) 
1978- 1990- 
1989 2000 diff 

0.300 0.520 0.225 

(0.102) ** (0.091) ** (0.069) * 
** 

0.1 15 0.337 0.222 

0.1056) (0.093) ** (0.066) * 
** 

0.037 0.213 0.175 

(0.102) (0.086) ** (0.067) * 
** 

0.062 0.234 0.172 
** 

(0.098) (0.083) ** (0.069) * 

* ( **, ***) significant at the 10% (5% 1%) level. 
Standard errors in parentheses 

reports the mean of the difference between pairwise correlations of the 2 sub-periods. 

(7) (8) 

Japan OECD 

0.31 0.56 

(0.04) *** (0.04) *** 

0.04 0.44 

(0.04) (0.07) *** 

-0.01 0.28 

(0.04) (0.05) *** 
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Table 4: Conditional FH Test - Banking Data - (Chinese Provinces versus OECD 
Countries) 

(1) Raw Data 0.664 0.505 -0.158 0.439 0.59 0.130 
(0.067)** (0.078)** (0.098)* (0.098)** (0.082)** (0.118) 

for national (0.1 lo)** (0.091)** (0.125)** (0.082)** (0.096)** .(0.117) 
factors 

regional factors (0.094)** (0.095)** (0.084)* (0.089)** (0.100)** (0.096)*** 

(2) Controlling 0.301 0.596 0.295 0.539 0.461 -0.077 

(3) National & 0.435 0.5801 0.145 0.492 0.580 0.088 

(1) (2) (3)=(2)-(1) 
OECD 1978- 1989 1990-2001 Diff' 
countries 

(1) Raw Data 0.630 0.617 -0.013 
(0.087)** (0.087)"" (0.147) 

(2) Controlling 0.67.5 0.241 0.295 

factors 

regional factors (0.084)** (0.1 16)** (0.1 16)* 

*(**, ***) significant at the 10% (5%, 1%) level. 
Standard errors in parentheses 
'reports the mean of the difference between painvise correlations of the 2 sub-periods. 
Source: own calculations 

for national (0.081)** (0.1 14)** (-0.434)** 

(3) National & 0.675 0.285 -0.390 

129 



Table 5: Unconditional Test of Risk-sharing - Consumption Correlations (Chinese 
Provinces versus OECD Countries) 

(1) Correlation 0.621 0.533 -0.088*** 0.698 0.199 -0.499*** 
of consumption (0.028) (0.027) (0.028) (0.030) (0.051) (0.057) 
(2) Correlation 0.800 0.651 -0.149*** 0.633 0.773 0.140*** 
of output (0.020) (0.029) (0.038) (0.038) (0.039) (0.048) 
(3) Ratio of 0.75 1 0.900 0.149"" 1.290 0.389 -0.901*** 
consumption to (0.042) (0.080) ' (0.068) (0.111) (0.49) (0.20) 
output 
correlations 

OECD 1960- 1977 1978- 1999 diff 1978-1989 1990-1999 diff. 
countries 

(1) Correlation 0.3521 0.352 0.000 0.41 1 0.355 0.055 
of consumption (0.044) (0.042) (0.048) (0.060) (0.067) (0.099) 
(2) Correlation 0.423 0.384 0.038 0.437 0.444 -0.010 
of output (0.053) (0.043) (0.055) (0.062) (0.074) (0.101) 
(3) Ratio of 1.176 0.699 0.476 0.853 1.063 -0.210 
consumption to (0.464) (0.138) (0.428) (0.146) (0.442) (0.514) 
output 
correlations 

*correlation of per capita provincial (national) consumption and the rest of the countty (of the wor ld) per capira 
consumption. 
Per capita consumption and GDP are expressed in real'terms and by taking thefirst difference of the logarithm. 
*(**, ***) significant at the 10% (5%, 1%) level. 
Standard errors in parentheses ' reports the mean of the dflerence between pairwise correlations of the 2 sub-periods. 
In  bold: not different from 1 at the 10% (or lower) level 
Source (OECD): U N  National Accounts, World Development Indicators 
Source (China): A1 1 China Mrketing Research, 2001, 1949-1999 China Statistical Data Compilation, China Statistical 
Bureau, Bijing. 
China Statistical Yearbook, various years, China Statistical Bureau, Beijing . 
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Country [# regions] Author 
Time period 

Japan [47] van Wincoop (1995) 
1975-8 8 

Canada [IO] Crucini (1995) 
197 1-9 1 

1 2 4 3 
Correlation Correlation Volatility Volatility 

Consumption output Consumption Output 

USA [51] Crucini (1995) 
197 1-9 1 

USA [I91 
1977-9 1 

Hess and Shin (1995) 

0.46 0.42 1.97 1.58 
(0.36) (0.31) (nr) (nr) 

0.3 1 0.67 3.35 3.2 
(0.41) (0.43) (0.93) (1.21) 

0.56 0.38 
(0.17) (0.3 1) 

0.40 0.50 nr nr 
(0.22) (0.21) (nr> (nr) 
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