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Chapter 1 Economic data analysis of China's economies

1.1 Basic Data of the Chinese Economies

Table A1, Economic Growth Rate in China

Table A2, Economic Growth in the World
Table A3, Size of the economy based on Gross National Income (World Bank)

Table A4, Per Capita income (World Bank)

GDP in 2005, 15987.8 billion RMB, increased 230 billion RMB from 2004.

First sector (Agriculture) 
13.1%

Second sector (Industry) 
46.2%

Third sector (Service) 

40.7%. Increases 2129.7 billion, from 31.9% increases to 40.7%.

93% of increase comes from service sector.

GDP of 2004

	
	Old data
	
	New Data
	Value of adjustment
	% of GDP

	First
	20956
	15.3%
	20956
	0
	13.1%

	Second
	72387
	52.8%
	73904
	1517
	46.2%

	Third
	43721
	31.9%
	65018
	21297
	40.7%

	Total
	137064
	100.0%
	159878
	22814
	100.0%


1.2 Rule of calculation of GDP 

Can we trust the data?

GDP = Ex ( ( P X
· Ex is the exchange rate 
· P stands for price 
· X stands for quantity of the output

There are problems with all four elements:
· Price should be relative price; determined by the endowment of each country. 

Wage level is low in China because of surplus of labor
· Inflation rate may change the value of products 

· X -- differences of quality for product

· Summation rule: including different package of products and service, (Low, education, medical service)

· There are many non-tradable goods 

· Exchange rate may fluctuate from time to time. 

Table A5, Japan's economic growth

Table A6, Real Growth Rate in China

Table A7, Live Expectancy in the World Bank's report

1.3 Purchasing Power Parity (PPP)

Table A8, Purchasing Power Parity

	
	Quantity
	Price (USD)
	Value (USD)
	Quantity
	Price (Rupees)
	Value (Rupees)

	Steel
	100 million
	200/ton
	20 billion
	8 million
	6000/ton
	48 billion

	Labor
	2 million
	5000/per person
	10 billion
	4 million
	30000/per person
	120 billion

	GDP
	
	
	30 billion
	
	
	168 billion


Exchange rate is based on the ratio of the price of traded good

USD = Rs 30

Using exchange rate: 6000 / 200 = 30 Rs / 1 USD

Using exchange rate conversion method

GDP in India: 168 / 30 = 5.6 USD

Using PPP: using U.S prices for each individual product or service

Steel 8 m x $200 = 1.6 million

Retail sales personnel: 4m x $5000 = $20 billion

GDP in India = 20 + 1.6 = $21.6 billion 

GDP increase from 5.6 to 21.6, 21.6 / 3.6 = 3.9

Distortion of measurement from exchange rate

(a) Underestimate 4 times.

(b) Uncertainty from variation of exchange rate

(c) Other indicator 

It is impossible to have high life and high education data in China if the GDP (by exchange rate) was so low.

Table A9, Size of the economy (Purchasing Power Parity. World Bank)

Table A10, Per capita income (PPP, World Bank)

1.4 Real output

Table A11 China's industry products

Table A12 China's agricultural product

Table A13 China's ranking on the world economy (Industry)

Table A14 China's ranking on the world economy (Agriculture)

Table A15, Largest Producers in the World

1.5 New method to calculate GDP

· The same quantity of product -- raw materials and energy

· The same basket to calculate the GDO

· The same price level: Chicago future market prices

· No effect on exchange rate

· Index of value added
· Estimation on size of China's economy

Table A16, True Data in Chinese Economy

Table A17, Foreign Direct Investment

China surpassed America as the world's largest recipients of FDI.

Foreign direct investment (billion USD)

	
	1999
	2000
	2002

	U.S.A
	283
	301
	50

	China
	40
	41
	53


Table A18, Foreign Currency Reservation

Table A19, Provincial Tax Revenue
1.6 Second largest economy in the world

Table A20, Macroeconomic Data in 2001 (CIA)

Table A21, Ranking by GDP(CIA)

Table A22, Ranking by Growth Rate (CIA)

Table A23, Ranking by GDP per capita (CIA)

1.7 Growth rate and long ran economic development

Table A24, Long Economic Growth

Chapter 2 Potential market in China

2.1 Workshop of the World

Second largest economy in the world and makes up 11.8% share of world GDP.
· Chinese now manufacture 60% of the World's bicycles, and 86% of those sold in America.

· China's share of world garment exports will increase from about 20% today to 50% by the end of this decade.

· China already makes more than 50% of the world's shoes

· In 1995, 33% of trips in Guangzhou were by bicycle. Fewer then 20% are. Shanghai Phoenix has lost 50% their domestic market in recent years. 

· Comparative advantage in China - labor intensive product

Average wage in the industry is only 40 cents an hour, less than a third of Mexico's. 

With manufacturing wages in China averaging about 60 cents an hour, 5% of the America average and 10% of that in some neighboring Asian economies. 

· China's export rose by 23% to $266 billion and accounted for 4.4% of all world exports.

· China's trade surplus in 2001 increased to over $30 billion. 

Table B1, Durable consumer goods

2.2 Beer

Table B2, Beer production in the World

The growth rate of production of beer in China was 10~15%

Total output of beer in China was only 0.7 million ton

Because Chinese population is 46 times more than that in Canada, if the per capita beer consumption in China increases 2 litters, the increase of beer consumption in China will greater than total beer output in Canada

Where is the land for Chinese farmer to produce barley?

What are the best crops for Chinese farmers?

Labor-intensive product and land intensive crop

Win-win game, both side of the trade improves their social welfare.

2.3 Telecommunication

Table B3, Total lines in the World

Table B4, Private line in China

In 1995 lines per 100 person in China was 4.66%, it may increase to 8~9% in 2000, and world average is 13%

2.4 Car industry

Total vehicle in the world was 581 million in 1990

Private car was 444 million

Table B5, Car Demand in the World

Japan began to develop its car industry from 1956 (per capita GDP was $243)

Total output of Car in Japan was 69,000 in 1956; 4.675 million in 1969; 11.04 million in 1980. 

Table B6, Japan's Car Market

Total vehicle in China was 6.06 million (1/22 in the world)

In China 1.29 per 1000 persons, but the world average was 87.92 per 1000, only 1/68 of the world average
Forecasting: 1.767 million cars in 2000, 14.73 per 1000 person

Total vehicle in China: 15 million in 2002

Among these vehicles 7.71 million private cars

Estimated vehicles in 2010: 70 million

~10-15 years later, total vehicles in China may surpass that in U.S.A

Private car total output was 1.06 million and sale 1.126 million in China in 2002

2.5 Third world oil crisis

Growth rate of oil was 1~2% each year, 

Oil consumption: 107 million ton in China in 2002, 30~40% imported

Table B7, Oil Demand and Supply in the World

2.6 Grain

Table B8; Grain Output in the World

Grain output:
300 million ton in 1979





456 million ton in 1993

· The performance of China's Agriculture sector was very successful in 1980 ~1985. 

· 40% increase in the World grain output were from China between 1980~1991

Seafood: 

2 fold

Pork: 

2.5 times

Egg: 

more than 3 times

Edible oil: 
4 times

Poetry: 

4 times

Chapter 3 Economic Development Strategy

3.1 Leap-forward development strategy

Catch-up to the rich countries
The gap between rich and poor countries (as measured by GDP per capita)
1870: 
11 times

1945: 
28 times

1960: 
38 times

1985: 
52 times

1995: 
58 times

· Low income economies: GDP per capita in 1995: $430

· High income economies: $24930 (24930 / 430 = 58)
· Gap between rich and poor countries growing
Weight of industry, agriculture and service in GDP

· High income country: industry: 40%, agriculture: 5%

· Low income country: industry: 20%, agriculture: 80%

- high income countries focused on industry, while low income focused on agriculture
What kind of industry should LDC develop first?

· Light industry -- textile, toy, shoes, etc.

· Heavy industry -- steel, machinery mills transportation etc.

External environment: 

· Cold War, National defense, International trade was limited between two groups

· Independent industry base

· Most developing countries select to develop heavy industry first.

3.2 Characteristics of heavy industry


(1) Extremely capital intensive, the initial investment is enormous

(2) A large part of the equipment and technology has to be imported
(3) The construction of a heavy industry project requires a long gestation period
3.3 Situation in a developing country

(1) Capital was scarce, interest rate was high

(2) Exportable goods in the economy were limited, in shortage of foreign exchange

(3) The market-determined exchange rate was high

(4) The economic surplus was small

(5) There was little possibility of mobilizing large funds for investment

3.4 Objective function of industrialization

Max ∑ P Y - ∑ P X -  ∑r K -  ∑ W L -  ∑ P M Ex (1 + Tariff)  


s.t. 

Y = A F ( L, K, X, M)


Where

Y -- output of the industry

P -- price of output

X -- input such as raw materials, energy etc.

P -- price of input

M -- imported equipment
P -- price of imported goods

R -- interest rate

W -- wage rate

L -- labor

Ex -- exchange rate

Tariff -- tariff rate


Target was high economic growth rate and high profit from industry

3.5 Control variable: 

(1) Prices

(2) Plan of production

(3) Allocation of raw materials and energy

(4) Wage
(5) Job allocation to sectors

(6) Investment (allocation of funding)

(7) Interest rate

(8) Money supply

(9) Exchange rate

(10) Tariff rate

(11) Decision power of enterprises

(12) Ownership of enterprises

For above 12 variables there are three options to control:

(1) 100% control

(2) Partial control

(3) Free
There are 220 permutations of control among the 12 controlled variables 
It is impossible to select some options because of contradictions between these variables

3.6 Where the planning system comes from?
(1) Interest rate, 

Interest rate had been controlled by the central bank

Interest rate in China:

1949: 
44%

1950.5: 
3.0%

1950.7: 
2.0%

1951.4: 
1.5%

1953.1: 
0.6~0.9%

1954.1: 
0.456%

1970.8: 
0.42%

Low interest rate -- good for investment to heavy industry
(2) Funding allocation, 

Demand of money increase

In shortage of funds

The government has to allocate fund if the state want to keep low interest rate

Control commercial banks -- state owned banks

Fund allocation to state owned enterprises (SOE) in heavy industry

Planning for government investment, State Owned Enterprises, SOB

(3) Exchange rate

In shortage of foreign exchange

Need import equipment and technology for heavy industry

Control foreign exchange and allocate to heavy industry

Lower exchange rate -- get more imported equipment

Exchange rate in China:

1950: 
$1 USD = RMB 4.2

1961: 
$1 USD = RMB 2.46

1978: 
$1 USD = RMB 1.72

2002: 
$ 1 USD = RMB 8.27

· Overvalued RMB, demand of USD > supply of USD

· If you have RMB you would like to sale RMB for USD, because the foreign currency accumulation is limited in China, the government must control foreign exchange, RMB becomes non-convertible currency, Black market for USD

· If the SOE need USD to buy equipment from abroad, they apply foreign exchange from the banks, they exactly got subsidies from the government

· Over-value local currency is good for import but it is not good for export, lost competitive power in the world market.

(4) Tariff

Tariff protection and infant industry

In order to develop heavy industry the government introduce high tariff rate, but reduce tariff for equipment for heavy industry

(5) Price of raw materials 

· To reduce cost of input for heavy industry

· Demand > supply

· Waste and low efficiency to use energy

· Allocation system for all productive materials and energy

(6) Control prices for agricultural product

· Distortion on price system when reduce cost of heavy industry

· High profit rate for heavy industry, low income for farmers

· Income gap between rural and urban area- urban richer then rural
(7) Wage rate

· Fixed wage rate 

· Profit of heavy industry may increase

· No incentive mechanism
· Low productivity
(8) Allocation of product, control consumption

· Because low wage, purchasing power was very low
· The government must supply food and necessaries of live at low price

· Allocation of grain, meat, candy, sugar, fish, eggs, edible oil, etc. Coupon system

· SOE must provide housing to their employees at very low rent 

· Provide retirement insurance

(9) Personnel, migration control

· Because of the gap between rural and urban, the state has to control migration
· Resident registration system, 

· No freedom to select job and residence.

(10) Enterprises

State ownership
SOE and Central planning system for production plan
3.7 High growth rate at beginning of planning

· Production function curve shifts up when increase other inputs

· Envelope curve

Figure 2 the envelope curve for economic development 

· High economic growth rate 

Table B9, Growth rate in Transition Economies

3.8 The end of planning

· Cost of Planned economy

(1) Low efficiency to allocate resources

(2) Low productivity

(3) Lose profit by SOE

(4) No incentive for technical innovation

(5) Low living standard

· Collapse of the planned economy and necessary for economic reform

Chapter 4 Agriculture Reform in China

Major reason for high-speed growth in rural China from 1979 – 1984

4.1 Land reform

· Decollectivization, Household responsibility system,  
· The process of land reform, An-hui Province, Illegal activity, to have farmer’s short-term ownership of their land in 1978 and 1979. 
· Clean ownership of extra output
· Incentive mechanism
4.2 Price adjustment of agricultural product 

Increasing the procurement price, 

From 1978 – 1981 average price of grain increased 45%

From 1982 and 1983 average price of grain increased 38%

Farmer’s Income continuously increases during the beginning of the economic reform.

4.3 Free up of rural market
Dual price system

4.4 Diversification and specialization

Because of high uncertainty of production in agricultural sector, decision power for production must be given to farmers.

4.5 The problems of future development in agricultural sector in China

(1) Relative price decreases for agricultural products

Average income in agriculture sector in 1986: 861 RMB 

Average income in industry sector in 1986: 1977 RMB, (2.3 times)

(2) Short-term behavior

(3) Land decreases due to housing and industrial usage

(4) Surplus of supply of agricultural product, the price of agricultural products is going down. 
(5) Scale of economy, too small piece of land, low productivity
Chapter 5 Economic Reform Stages in China

5.1 First stage of economic development (1953- 1978)



Import-substitution

Try to build an independent industry system

Low efficiency in production and allocation

Low living standard

Poor and poor

5.2 Second stage Agriculture reform (1979 - 1985)

Table A1 Economic Growth Rate in China 

Household Responsibility System

High growth in agriculture sectors

5.3 Third stage: Industry reform (1984 - 1988) 

(1) Establishment of dual price system in industry sectors

(2) Contract responsibility system (corporate contracting)

· to give more right to enterprises

· make production plan and business decision

· set their own prices

· market their own products

· purchase inputs

· import and export

· make investment decision

· decide on use of retained earnings

· form partnership and mergers

· assign labor
· set wage and bonuses

· determine internal organization

· Reduce the government production and allocation quota: from 120 items to 60 items in 1986, total value decreased from 40% to 20%. Steel quota decreased from 98% in 1978 to 53.1% in 1986. Coal quota deceased from 100% in 1978 to 42.3% in 1986.

(3) 14 major cities were opened up to foreign trade and investment

(4) Decentralizing trade

(5) Introduction of enterprises taxation

(6) Revenue share system between central and local government

5.4 Fourth stage: Depression (1988 - 1990)

· Taking strong measures to cool the overheated economy

· Stabilizing prices

· Slow-down in growth

· Inter-enterprises debt

· Inventory accumulation, especially low quality products by SOE

Results of the reform:

(1) Corruption and rent seeking. 

(2) Inflation pressure 

June 4 in 1989, turmoil in China

The growth rate decreased from 11.3 in 1988 to 4.3 in 1989 and 4.1 in 1990.

5.5 Fifth stage: recovery and further development  (1990 - present)

Why did very quick recover the Chinese economy? Seriously? omg

Very good external environment for Chinese economic development

(1) Hong Kong, Taiwan, Singapore, Korea have moved from labor intensive production to capital and technology intensive production. Capital inflow, (from 4.4 billion USD in 1991 to 25.8 billion in 1993. market and information, modern management, booming of private sectors and joint-adventure

(2) Collapse of formal Soviet Union, export low quality products to exchange for raw materials.

(3) Depression in Western countries. The damned for low-price commodity increase

Table B10 Structure Change in Five Stage of Economic Development

5.6 Five conditions for success of economic reform

(a) Macroeconomic stability, acceptable level of inflation, balance payment, 

Hyperinflation in Russia

High debt in Thailand and Korea

(b) Make input and output available for purchase and sale on the market rather than allocated administratively through a state bureaucracy

(c) Free up price to reflect scarcities

(d) Free entry to industry, competition

(e) Change key elements of institutional framework, incentive for producers to maximum profit
Further economic reform:

To develop a legal and regulatory framework to support a market economy.

To speed up the reform of SOE, financial reform (Tax, Banking) and Social security reform

Chapter 6 Corporate Contracting 

Why the responsibility system did not work very well in the industrial sectors?

6.1 Contents of information from new policy

· Target: Produce more output, Improve productivity.

· Basic principal: works more and get more. 

· The difference of Household Responsibility System between rural and urban area was significant. 

6.2 Soft budget constraints

The problems: Fixed amount of profit

How to determine the reasonable profit rate?

Bargaining between SOE and the government endless

Cannot set long run contract

Is there some ways to increase profit and need not works hard? 

Soft budget constraints

Total budget includes: 

· Labor cost (wage), 

· Capital cost (interest payment), 

· Input cost (Raw materials, Energy, Transportation cost etc.),

· Tax (to the government), 

· Depreciation of asset (re-investment) 

· Maintenance for fixed asset, 

· Research and Development, 

· Investment, 

· Bonus and awards, 

· Housing and welfare
State owned = no-body care of the state owned asset. 

Value of state owned asset decreases significantly
Distortion of information for responsibility system in industrial sectors

6.3 Capacity to response to the policy change 

· In rural area, the family is the independent producer

· In industrial sectors, single worker cannot change his behavior independently.

· Group decision
6.4 Incentive mechanism

· Allocation of revenue 

· There are four groups of employees in a factory: 

(1) Officials, 

(2) Managers, 

(3) Workers 

(4) Surplus workers. 

Their responses to policy change (responsibility system) are totally different.

6.5 Principal-agent theory

· How to select the managers in SOE

· The target of managers is not the target of society

· The test of responsibility system in industrial sector was ended in 1989.

Chapter 7 Pace of the reform

7.1 Three major threats to the success of an economic reform

· Run-away inflation;

· Government debt;

· High unemployment

The government may be able to handle 5% unemployment rate, but becomes helpless when facing a double-digit unemployment rate,

The faster an economic reform proceeds, the greater a shock it will produce to the society.

7.2 Economic structure change and unemployment

The transition process unemployment might come from two sources:

(a) many low efficient, high loss and mismanaged companies will go bankrupt

(b) Overstaffing, firms are forced to cut back personnel

7.3 Structure feature

The Chinese economic structure has two features:

(a) It is strongly skewed toward heavy industry and away from light industry and service

(b) The profit from heavy industry is lower than those from light industry and service.

Capital profit rate in China: 

Service: 



0.30 ~0.35

Light industry: 


0.174

Heavy industry 

0.141

Electricity: 


0.117

Coal: 




-0.04

7.4 The labor demand of sectors

· The labor demand of sectors depends on the economic structure, which in turn determined by production relation, distribution, relative price etc.

· A large amount of productive factors (labor and capital) will move 

From planned channel to a market channel, 

From low profit heavy industry to high profits device and light industries.

· In this process, the relative prices will change correspondingly until the marginal profit of all sectors reach the same level.

7.5 Time lag

· It is easy to close down some factories and lay off workers, but it is not easy to set up new enterprises and create jobs.

· Take time to conduct market research, gather capital and train workers.

· It is very difficult for light industry and service to absorb labor in short period of time.

7.6 Cost of the reform

The government needs to provide social insurance to that unemployed in the reform, mobilizing the unemployed to re-training, provide financial loan to help the unemployed to start new jobs.

7.7 Basic Model

Figure 1 Basic Model

Control variables: Planed quota and prices

· It is better to reduce the planned quota. Once the planed part becomes very limited in the economy, it would not matter even if the government keeps the planed price at any level.

· Job market was not well developed in China in 1980's

7.8 Results of the simulation

Table B11,  Results of the simulation

· From the simulation, there were 3.619 million workers in steel industry in 1983, after the radical economic reform, only 1.798 million workers are needed for steel industry. Because of the change in economic structure, 1.821 million workers will become unemployed. Representing 50.3% of total steel labor force in 1983.

· Labor force in light industry will increase from 19.249 million of the base year to 22.524 million, representing an increase of 17.01%. 

· Service sector will have an increase in labor force from 30.563 million to 45.129 million, representing an increase of 47.65% of the base year.

· Total 19.128 million workers will have to move from industries like steel, construction, transportation etc. to light industry, service, representing 16.3% of the total urban labor force.

7.9 Conclusion

· If the economic reform goes too fast, a high unemployment rate is inevitable.

· Graduate reform, cut the planning part step by step, sensitivity is different from sector to sector, the reform should start from the sector which is not very sensitive to labor demand.

Chapter 8 Price reform

8.1 Dual price system

Gradualist reform and shock therapy
· Because we cannot reform the economic system at one night, therefore, the planing system and market must co-exist in the transition period. 

· Background: Production quota and low fixed official price at all sectors

· The market was opened at agriculture sector first, the output in rural area increased significantly.

· Then, the responsibility system has been introduced to industrial sectors (State Owned Enterprises).

8.2 There are five prices in the transition process:

· Planing price or official price (determined by the government)

· Market price (determined by the demand and supply at the market)

At the beginning of economic reform the market price was much high than official price.

· World market price

· Accounting price

· Equilibrium price


Table B12, Official Price and Market Price


Table B13, Percentage of output in Planned and Market 


Table B14, The Ratio between Domestic and World Market Price


Table B15, The Price Level and Equilibrium Price 

8.3 How to measure the price distortion?


 Obviously, the correct evaluation of price distortion is a prerequisite for designing the appropriate price reform policy. To avoid the disincentive effects of price distortion, the "right" price must be determined. The question is what should the correct price be? In other words, what is the goal of price reform, and what is the appropriate method of evaluating price distortion? 


Two observable prices for consideration: domestic market prices and world market prices.  


Two theoretical price systems to evaluate: the accounting price calculated according to Marx's theory of value, and the equilibrium price according to the interaction of demand and supply.


Two prices exist simultaneously for the same product: the fixed official price and the market price, which is usually, called the virtual price.

· DMP

· DEP

· DWP

How to adjust the official price? What is the target of price reform?

8.4 Accounting price


Marx's value theory


P = V + C + M

Where V is cost of capital, C is labor cost and M is profit rate

The rule is the marginal profit rate should be the same for all sectors. 

Can we find the M?

V = ∑ r K + ∑ P X

C = ∑ w L

 P = P ( p, p, p …, w, w, w, …)

W = W (p, p, p, …, w, w, w, …)

There are n equations:

P ( p, p, p …, w, w, w, …) - V( p, p, p …, w, w, w, …) - C( p, p, p …, w, w, w, …) = M

But there are (n+1) n variables.

It is impossible to solve the equations and get unique solution.

The accounting prices do not available for price reform.

8.5 Price Reform 

Can we adjust the official price system moving close to market price?

Pressure to increase official price from SOE

Monopoly power at the market

Profit seeking

Unfair competition for farmers

Table B16, The Rank of Price Distortion by Sectors

Chapter 9 State Owned Enterprises Reform

9.1 Why do the SOE lose profit?

External reasons:

(1) government quota for production

Low official price for planned production

(2) unfair competition from Town-ship and village enterprises (TVE)

Commission and probe

(3) Taxation

Tax holiday (tax waver for three years and reduced tax for other two years)

Internal reasons:

(1) Income incentive, life time job, non-competition in SOE

(2) Soft-budget constraints, can borrow from banks

(3) Social burden: 1/3 of employees are redundant labour, housing education, medical care, retired workers

(4) Structural problem

Too large, too old, high debt cannot meet the requirement of market competition

9.2 Privatization of SOE


The debate at 1988: ownership reform and market competition reform

Li Yi-ning (Mr. Stock share) and Wu Jing-lian (Mr. Market)

Private ownership reform – privatization

Problems of privatization in China

(1) How to determine the price without market of SOE?

Usually, producer and consumers determine price. However, there is no any information regarding to the ownership exchange in planned economy. No price of SOE.

SOE is too big to trade

Due to Soft-budget constraints, the profit rate of SOE is unknown, the price of SOE is uncertain.

(2) Who will buy the SOE

Domestic market for SOE is not exist

Foreign enterprises do not want to buy SOE because of hyperinflation, uncertain macroeconomic environment etc. 

Corruption of officials

(3) How to improve the productivity of SOE?

Ownership does not mains everything

Incentive mechanism for producer and managers

Industry organization

Structure of productivity

Training and education

Re-investment

(4) How can we pay for the unemployed workers?

Social burden

Pension reform

(5) Speed of SOE reform

Privatization 5 – 10 SOE per year in United Kingdom and France

There are 200,000 SOE in China, among them 30,000 SOEs are large enterprises.

Allocate the stock share of SOE equally
· What is the incentive for producers?

· Who will run SOE?

· Where is the stock market?

Lessens from Russia. Formal officials set the price of SOE and buy it. Capital flight.

Shock therapy in Russia, 

Capital flight and under-ground economy, 300 billion USD 

Gap between rich and poor became larger and larger

9.3 Bankruptcy law

The Bankruptcy law was enacted in 1986, effective in 1988. 

Enterprise law was enacted in 1988.

Why does the bankruptcy law not work very well in China?

The major reasons are as following:

(1) How to measure the profit of SOE?

· Price distortion and official plan

· True information, soft-budget constraints 

(2) Role of SOE

· SOEs produce the most part of raw materials, energy etc. and provide public transportation and other social services.

· Social function in SOE (retiree, education, medical care etc.)

· Tax revenue of the government

It is impossible to stop the social function of SOEs even in a very short period of time.

(3) The cost of bankruptcy of SOE 

· The cost of bankruptcy was very high

Total revenue of a firm is 100,

Total cost is 110, 

Then the SOE lost 10.

Among the total cost, fixed cost (rent, interest, wage, retirement payment etc.) is 30, variable cost is 80.

If let the firm bankrupt the net cost should be 30, but if let the SOE run the short-term cost is only 10.

· Government budget problem

· Ownership problem and mobility of the labor and asset of SOE

· Job market in China is not well developed

· Lack of unemployment insurance and social security system

(4) How to improve the productivity of SOE?

· How to fully use productive resources (labor, capital and land)? Opportunity cost of productive resources

· Competition and productivity

(5) Who will be punished in the process of bankruptcy of SOE? 

Negative incentive,

Banks will lose money

Officials may just shift from one place to another. 

Workers may lose their payments.

Chapter 10 Strategy of reform of SOE

10.1 Pareto and Koldor improvement

· Pareto improvement 

If social welfare can be improved without damage to any social group

Every body is better off

· Koldor improvement:

If the aggregate gains of society are larger than these loses of some groups in the society, then it is possible to design a strategy to eliminate these losses through some kind of compensation.

10.2 Four groups in SOE


Officials, managers, workers and non-productive workers

There are two groups who are not going to benefit in the reform: officials and non-productive workers.

Most officials are not involved in production process, but they are very powerful in internal politics. They may protect their interest by forming an alliance with non-productive employees.


It is important to separate these four groups before introducing reform policy.

10.3  Strategy of SOE reform

· Create market competition environment first outside SOE, rule of the game, regulation of market competition

· Private enterprises and open door policy

· Introduce market competition mechanism inside SOE

· Split the worker and surplus worker, 

· Split manager and officials

(1) Create an independent account units inside the SOE

(2) Hard-budget constraints produce more and get more

(3) Responsibility of work unit

(4) Create new enterprises
(5) Remain the same for SOE

(6) Increase the productivity and produce more

(7) Training and education

(8) End of SOE

Chapter 11 Tax Reform in China

11.1 Tax burden in China

· Is the tax burden very low in China?

· Who pays for the government expenditure? 

· Individual income tax rate is only 15% if the individual income is higher than 800 RMB per month.

· Total tax revenue relative to Gross National Product (GNP) 
China:  

34% in 1978,

 



16% in 1998,

US: 


21.6, 
UK: 


30.2
Japan:  

21.4

France: 

25.4
Italy:  


23.1
Germany: 

23.2%

Brazil, Korea, Malaysia, Mexico and Thailand, the average ratio is 16.4% to 19.8%

In 1994, there were approximately 146 million urban residents employed 
average per capita tax burden of 3500 yuan annually.  
Given that average urban income was 4538 yuan, 
the urban tax burden is over 75 percent.
11.2 The Differences between Taxing Producers and Consumers


Imagine an economy with two sectors (for example, industry and agriculture), two products (X1 and X2) with prices P1 and P2 respectively.  Then the utility-maximising problem is 

Max u (X1, X2) 


St. P1X1 + P2X2 = Y

where Y is total output.  In Figure 1, EF stands for the budget line with slope -P1/P2.  Indifference curve H0G0 is tangent to the budget line at point A.

Suppose the government levies a tax on each unit of X1 at rate t.  Total tax revenue would be tX1.

The taxation changes the relative price between the two goods and the new budget line would be 


Y = (P1 + t)X1 + P2X2 


with a slope of -(P1 + t)/P2.

The budget line pivots from EF to EK in Figure 1 and the new tangency occurs at point B.  Assume that the amounts being consumed are X1* and X2*.  This means that tax revenue is equal to tX1*.


Suppose the government decides to changes its policy and tax income while still keeping the same amount of tax revenue, tX1*. The new budget line would be


Y - tX1* =  P1X1* + P2X2*
with a slope of -P1/P2.  This new budget line is presented as E1F1 in Figure 2. 


Note that the budget line retains the same slope as the original scenario but has been shifted down parallel from EF.


Figure 2 shows how the budget line (in the presence of an income tax), will cross the indifference curve at two points, B and C.  According to the property of convex indifference curves, we can achieve a higher level of utility on any point between the segment of BC. As pointed out by H. Varian, society can achieve a higher utility level from an income tax than from a commodity tax even if both generate the same level of tax revenue (Varian, 1984).

11.3 Basic Idea of Income Tax Reform
proposal for reforming personal income tax.

(1) Increase each employee's wage a certain amount.
(2) To keep the enterprises in the same financial situation, the government should reduce the corporation's indirect taxes by the same amount.
(3) Increase the personal income tax rate and keep household at the same living standard.


It seems like a numerical game: a given amount of money circulates from enterprise to worker and to the government; nobody's financial position is changed but the results are significant.

(1) Income taxes are preferred to commodity taxes.  A lower tax burden for enterprises will improve efficiency, productivity, competitiveness and finally, social welfare.
(2) The average worker will not see a difference; the wage increase will offset the personal income tax due. Realistically, because wage incomes are different for all workers, we can assume that personal wage income follows a normal distribution.  If we introduce a progressive income tax scheme, then it is possible to raise government tax revenue while reducing inequity in income distribution.
(3) Higher wages mean more people are eligible to pay tax (i.e. more people will be above the minimum level for income tax). This will significantly increase the tax base.
(4) Increasing the nominal wage will generate consumer optimism and improve consumption behaviour.  It will encourage the worker to save and invest.
(5) The definition of a Chinese worker's personal income will change from before tax to after tax.  This will bring the Chinese accounting system in line with the rest of the world.  Information will be easier to interpret and compare.

11.4 Computable General Equilibrium Model for Income Tax Reform
Five sets of policy simulations are conducted. 
Simulation set 1 describes to reduce cooperate tax which equal to 5 percent of base year wagebill and add this into personal tax. The policy simulations examine the impacts on real GDP, economic growth rate, aggregate investment, aggregate consumption, and government tax revenue. 

Simulation set 2 focuses on transfer tax burden from value-added tax to personal tax.  

Simulation set 3 further examines the financial impact of tax reform if the reduction of tax burden for the enterprises is the combination of tax cut in both cooperate tax and value added tax. 

Simulation 4 exams the impact to reduce producer's tax burden which equal to 2.5 percent of base year wagebill. 

The reduction of tax burden for producer will be 7.5 percent and 10 percent of base year wagebill in Simulation 5 and 6 respectively.  
Real GDP and economic growth rates resulting from the baseline calibration are presented in first and second row of Table 4, which provides a general picture of China’s economic trends over the next 20 years. 
Real GDP and economic growth rates are presented at third and fourth row when cooperate tax has been shift to personal tax which equal to 5 percent of base year wagebill.  It is very clear that the real GDP increase almost 0.7 percent from 969.95 to 976.59 (10 billion RMB) in 2001, next year of tax reform. The economic growth rate increases almost 0.56%. The results prove that shifting a tax burden from producer to consumer is benefit to economic growth. The positive effect on GDP growth is very significant during the first 5 years, however, the effect will diminishing to time.  

The simulation results of simulation 2 on GDP and economic growth rate are list at third row in Table 4 if the value-added tax has been cut the same amount which equal to 5 percent of base year wagebill. Shifting certain amount of value-added tax from producer to consumer has also positive effect on GDP growth rate, even its effect is not as strong as to shift the cooperate tax. 

Because total value of cooperate tax is around 14 percent of total tax revenue, the room to shift cooperate tax to personal tax is limited.  The results of simulation 3 are shown on seventh and eighth row in Table 1 when the tax cut of cooperate tax and value-added tax equal to 2.5 percent of wagebill in the base year respectively. The impact on real GDP and economic growth rate is just in the middle between two previous simulations.  Comparing the GDP growth rates under different scenarios, we find that the proposed tax reform will positively and significantly affect the GDP growth. The new tax system will push the GDP growth rates up in the short to medium run. 

The effects of tax reform on aggregate investment are list in Table 5.  It is very beneficial to shift tax burden from producer to consumer because the aggregate investment may significantly increase after tax reform. 

Table 6 shown the government tax revenue after tax reform. Because the tax reform could increase the GDP growth rate, the government tax revenue is also increase when the net income of the consumer who on the average wage level remain the same.  

The impact on aggregate consumption level is shown in Table 7. Because the simulation did not introduce progressive personal income tax system the aggregate consumption level may decrease in a short run. The negative impact on aggregate consumption may be mostly eliminated after the progressive personal tax system. However, the aggregate consumption will increase in a long run.

Table 8 presents the impact of cooperate tax allowing the comparison of various percentage to see which is more incentive to economic growth. The figures in Table 8 imply the more the tax burden shifts from producer to consumer the stronger the incentive to economic growth. 

Our simulation results provide useful insights for the design of China’s tax system reform and illustrate how CGE models can be valuable tools for evaluating different tax systems and transition options. Results show that the current tax system is efficient. 

However, several important limitations need to be mentioned. First, we assume agents adjust their behavior according to information received in the last period.  Thus, the existence of a future tax will not affect agents’ saving behavior today. Second, the model does not specify explicitly the different behavior rules of the various types of firms in China, but assumes that all operate to maximize profit. A third limitation is that the model may overestimate the impact of various tax reform policies on macroeconomic variables because it does not include an explicitly specified financial market. Gross national savings are assumed to become gross investment, implying a perfect capital market, which is far from the reality in China.  Fourth, the simulation results may under- or overestimate the real effects of tax policy because the model does not take tax collection costs into account. Therefore, the simulation results must be interpreted with caution and may be best understood as indicative rather than conclusive.
11.5 Concluding Remarks

Shifting some of the tax burden from producers to consumers will improve economic growth, household saving, investment and government tax revenue without sacrificing society's standard of living. 

Chapter 12 Open door policy 
12.1 Why does China need open door policy?

(1) Efficiency of productive resources
Resource endowment (wheat in Canada and banana in Mexico)

Shortage of capital and land in China

Surplus of labor, Labor intensive product (light industry products and economic crops)

(2) Comparative advantage 

Benefit of the trade 

Price at Country A: bread $10, clothing $5 (world market)

Price at Country B: bread $20, clothing $40

Do they need trade? 

If country B export 1 unit of bread then it is possible to buy 2 units of clothing from country A, if they do not trade, it is only possible to buy 0.5 unit of clothing.

(3) Productivity
Scale of economy, increasing return to scale, U shape curve, labor division and high productivity

(4) Market competition
Monopolist power in the domestic market, 

(5) Consumption and living standard of people

(6) Price of product at the market

(7) New technology 

(8) Market information, 

(9) Human capital job and on line training, new industrial organization in the production, quality of labor

Endogenous growth

The new way for economic development: open door, international trade, labor division, increase productivity, expend the market, export more product, accumulate foreign exchange, import equipment, increase productivity. 

12.2 Potential trade war between China and U.S.A
(1) There were 118 economic Sanctions from 1914 to 1990 

32 sanctions limit financial loaning, 27%

24 sanctions limit trade, 20%, 

62 sanctions limit financial and trade, 53%

(2) Structure of export in China and U.S.A.

(3) Potential trade war between USA and China


Who will lose more in the trade war?

(a) Size of the economy 

GDP in U.S.A: 


$5532 billion USD

GDP in China: 


$1903 billion USD

Population in USA: 

280 million in U.S.D 


Population in China:

1300 million in China 

The trade war between large countries usually has no result 

The large population will share the cost of trade war

Timing cannot fight too long in U.S.A. 

(b) Adaptability

29% of export from Mainland China is light industry products, which is much easier to shift to other sectors. In light industry there is no special tech. and equipment. 

Such products as Aircraft, wheat, computer etc. maid in U.S.A cannot be changed and the industry cannot produce other products

(c) Supervising cost

The cost for supervising light industrial products such as shoes, clothing, toys, tools, etc may be much higher than aircraft.

(d) Substitution

Help from other side, foreign add



Real competition facing by U.S.A: Japan and Europe

(e) Endurance 

Lose jobs in the trade war, 

What will happen if U.S. lose 100,000 jobs and China lose 1 million jobs? 

(f) Sensitivity

Dependency of international trade in GDP

Sensitivity of sectors related to international trade

The best target of trade war is your friend

(g) Stability of the government
12.3 China's accession to WTO

(1) Benefit of China’s accession to WTO

Human capital, Efficiency to use productive factors

New technology and Know How

Export and market share

International trade surplus and foreign currency reservation

(2) Impact to China 

Structure adjustment

How many workers will lose job due to WTO? 

Determine the unemployment rate 

According to South China Morning Post: 24 million workers will lose job after China joints WTO. 

According to Industrial Economic Research: one-third SOE will bankrupt after China Joint WTO. 

How to simulate the impact of WTO?

Using Computable General Equilibrium Modeling to simulate the impact, the result shows that at the worst case the unemployment due to WTO accession may not higher than 4.5 million which was around 4% of total labor force in China in 1993. 

(3) Impact to agriculture

Wheat: land intensive product, national security of food, replace rate is only 5% if China import 2.5 million tons of wheat from U.S.A

Orange: timing and technology
Beef and lam: environment protection

(4) Telecommunication industry

Network of service

(5) Manufactured products

Electronic product: TV, refrigerator, microwave oven, watching machine, radios, telephone set, 

(6) Car industry

(7) Financial service, Banking system
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