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|. Introduction

China’ sremarkable growth during the last three decades has not only surpassed
the historical peak growth record of the East Asan pioneerslike the Republic of Korea
and Taiwan but has also been uniquein that it has by and large been self-financed, in the
sense that domesti ¢ savings matched or exceeded domestic investment, right from the
beginning of current growth surge that dates back to the launching of reformsat the end
of 1978. Prior to 1990 domestic investment often exceeded domestic savings although
their difference rarely exceeded one per cent of GDP. Since 1990 domestic savings have
exceeded domestic investment in all years except one. The excess of savings over
investment, i.e., of exportsover imports, has been substantial since the mid 1990s,
leading to China' s massive accumulation of foreign reserves. In the years since 2005 the
excess of savings over investment has grown from more than five per cent of GDPto a
peak of closeto ten per cent, an unprecedented phenomenon for a deve oping country
that is not alarge exporter of oil or minerals.

Much discussion has been going on about the international implications of this
phenomenon, especially the exchange rate policiesthat underlie this. It has been alleged
that China’ s exchange rate policy has pursued an extreme kind of export-led
indugtrialization which has led to its emergence as the principal creditor to the US,
thereby creating a hugeimbalance in the world economy: the largest and one of the
richest of the countries, the U.S.A, spending far more than it produces and the relatively
poor China producing far morethan it spends. Some analystsin advanced countries have
gone asfar as blaming this policy on the part of China as being largely responsible for the
assets bubblesthat led to the financial crissand the long recess on of 2008-09.

This paper has very little to say about this alleged consequence of China's

accumulation and exchange rate policies although the writer remains skeptical about the



prospect of the international imbalance and the U.S. deficit being substantially cured by
the adjustment of China' s exchangerate. The massive US deficit is due to reasons of
which the role of the undervalued Y uan isat most one, the quantitative contribution of it
being uncertain. Chinais one of many countries with which the US trade runs a deficit.
Admittedly the deficit with Chinaisthe largest of US sbilateral deficits, but, on the
evidence of the first ten months of 2009, just 30 per cent of thetotal US deficit. The
deficit with the OPEC countriesis three-quarters of the deficit with Chinaand the deficit
with the two NAFTA partners 58 per cent of the same. Europe, Japan and numerous
other Asan countriesare the other trading partners with whom the US runs large
deficits' No morethan athird of the voracious appetite for US capital imports can be
met by China’ s capital export evenif all of it isdiverted to acquire US assets. Secondly,
it is beyond doubt that an appreciation in the US$ value of the Y uan would not reduce US
trade deficit by anything like the amount by which China’ s net exports would decline.
Given the composition of US-Chinatrade, it ishighly likely that for much of it
comparative advantage would turn not toward the US but towards other emerging
economies— e.g., Vietnam, Thailand, Indonesia— in goods that are currently exported by
Chinato the USA and to other industrial countriesin goods that are China' s “marginal”
import substitutes. US external imbalance will haveto be solved by US palicies- e.g.,
some form of regulation of capital inflow leading to exchange rate depreciation; and
energy policy reform that reducesthe demand for energy imports - not by China’'s
exchange rate adjustment.

This does not mean that China should continueto pursueits policies for
restrai ning consumption and promoting accumulation, of which the undervalued Yuanis
aconsequence. The paper discusses the effects of China' s strategy of capital
accumulation on the living standard of the masses, the distribution of income and
inequalities of different kinds. It argues that excessve emphasis on accumulation has
resulted not only in alower rate of improvement in the average living standard but also a
faster increaseininequality in the digtribution of income. The domestic imperative of

transferring an adequate proportion of the growth of output to the improvement of the

! These data are from The Bureau of Economic Analysis News, FT-900 release, December 10, 2009.



living standard of the masses constitutes a strong case for the dismantling of the current

regime of mass ve excess of domestic savings over domestic investment.

I1. Capital Accumulation and Growth in China

Principal Features

Some broad features of China’ s capital accumulation in the period sincethe
beginning of reforms may be summarized as follows (see Table 1):2

€) China emerged from the Maoist period with very high rates of domestic
saving and investment, the two rates being very close, with an insgnificant
rate of net capital inflow.

(b) During the first half decade of reforms, therates of saving and investment
steadily declined. Between 1978 and 1982 the rate of investment fell by 6.3
percentage points, i.e., by more than a sixth. While much of this was due to
the fall intherate of domestic saving, some of the decline was also dueto the
replacement of the small rate of net capital inflow by a small rate of net
capital outflow. China sinvestment rate bottomed out at 32 per cent of GDP
which is high by most sandards. The declinein the rates of saving and
investment in the early 1980s did not bring the rate of growth down to any
unacceptable level: during thefirst five years after the launching of reforms
therate of growth averaged at higher than 8 per cent per year which is not
only comparabl e to the highest historical rates of growth ever sustained over a
reasonable period of timein any group of countries, but was also high enough

to provide a sound basi s for rapid poverty reduction.

2 China' s income accounting did not conform to the standard international method in the past. This
resulted in some overstatement of the savings and investment rates because the excluded items of income,
most importantly the rental value of owner-occupied housing, were predominantly el ements of
consumption. Nationa accounts were revised in 2005 to conform to international methods. It is not entirely
certain how far back in the past the method was applied to obtain revised estimates. This paper assumes
that the data, which are from the 2008 Statistical Y earbook or more recent sources, are based on the revised
estimates. Note that if revisions were limited to recent years, and not incorporated in the estimates for
earlier years, then the estimated rise in the rates of saving and investment between earlier and recent years,
as measured in Table 1, would under state the actua rise.



Table 1: Consumption, Saving, Invessment and Net Capital Outflow

(Per Cent of GDP)
Y ear C G S I (E-M)
1978 48.8 13.3 37.9 38.2 -0.3
1979 49.2 15.2 35.6 36.1 -0.5
1980 50.8 14.7 345 34.8 -0.3
1981 52.5 14.7 329 325 0.4
1982 51.9 145 33.6 319 1.7
1983 52.0 14.4 33.6 32.8 0.8
1984 50.8 15.0 34.2 34.2 0.0
1985 51.6 14.3 34.1 38.1 -4.0
1986 50.5 145 35.0 375 -25
1987 499 13.7 36.4 36.3 0.1
1988 51.1 12.8 36.1 37.0 -0.9
1989 50.9 13.6 355 36.6 -1.1
1990 48.8 13.6 37.6 34.9 2.7
1991 475 14.9 37.6 34.8 2.8
1992 47.2 15.2 37.6 36.6 1.0
1993 44.4 14.9 40.7 42.6 -19
1994 435 14.7 41.8 40.5 1.3
1995 44.9 13.3 41.8 40.3 15
1996 45.8 13.4 40.8 38.8 2.0
1997 452 13.7 411 36.7 4.4
1998 45.3 14.3 40.4 36.2 4.2
1999 46.0 15.1 38.9 36.2 2.7
2000 46.4 15.9 37.7 35.3 2.4
2001 452 16.2 38.6 36.5 2.1
2002 43.7 15.9 40.4 379 25
2003 41.7 15.1 43.2 41.0 2.2
2004 39.8 14.5 45.7 43.2 2.4
2005 37.7 141 48.2 42.7 55
2006 36.3 13.6 50.1 42.6 75
2007 354 13.3 51.3 42.3 9.0
2008 35.3 13.3 51.4 435 7.9

Note: C = Private consumption; G = Government consumption, S=(100—-C—-G) =
Saving, | = Gross capital formation, (E-M) = net capital outflow (where E = Exports, M =
Imports) all as percentages of GDP. Data are from China Statistical Yearbook 2008
except for 2008 which are preliminary from CEIC.
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It, however, appears that public policy in China found thisreduction in the
rate of accumulation unacceptable and embarked on policiesto reversethe
trend. It was not before the early 1990s that China regained the rates of
saving and investment that prevailed at the time of launching reforms (in
1978). By 1993 domestic savings had reached closeto 41 per cent of GDP
and the investment rate had become close to 43 per cent.

There has been no trend increase in the investment rate after the peak reached
in the early 1990s and the average rate during the most recent half decade has
roughly been similar after a sgnificant dip during the late 1990s and the early
years of the new century. The saving rate, however, continued to increase and,
except for a short-lived dip at the turn of the century, itsinexorable upward
climb continued until aggregate saving exceeded aggregate consumption in
2006. Since that year China has saved a higher proportion of its GDP than the
proportion of aggregate consumption (private and public) to GDP! Thisisa
phenomenon that isunknown not only in contemporary devel opment
experience but perhapsin the entire history of modern mainstream
development (there being occasional exceptions in some oil-exporting
economies).

Foreign capital inflow has been very low throughout the period under review.
Only in two years, 1985 and 1986, did it exceed 2 per cent of GDP. Since
1990 China has steadily experienced a net capital outflow —anet increasein
external asset holding —in every year with the exception of 1993 when net
capital inflow was lessthan 2 per cent of GDP. Note that during this period
foreign direct invessment gradually became a major source of investment in
China, from less than 1 per cent of GDP in 1985 to 4.7 per cent in 1995 and
7.8 per cent in 2004 before falling to 4 per cent of GDP in 2007. The fact that
the gap between the rates of domestic saving and investment has been positive
and rising throughout this period means that FDI inflow did not enhance
China sinvestible resources however crucial it may have beenin China' s

technol ogy acquisition from abroad. China’'s acquisition of foreign assets has



far exceeded the foreigners acquisition of Chinese assets of which the inward
FDI was a component. By the end of 2008 China s net external assets reached
$1.52 trillion. Over the last two decades China’ s domestic savings have not
only financed a nearly unprecedented rate of domestic capital formation, but
also capital exportsto acquire foreign assetsat an accelerating rate. Thisis
exact opposite of what devel opment theory foresaw to betherole of a

devel oping economy.

Table 2: Savingsand Investment (Per cent of GDP)

Category 1990 1995 2000 2001 2003
Savings
Households 20.0 20.0 16.4 16.0 16.6
Government 7.3 4.8 6.3 7.5 7.0
Enterprises 115 16.4 155 15.0 18.9
Investment
Households 6.4 52 55 5.7 6.7
Government 3.6 2.7 35 3.8 3.3
Enterprises 247 329 27.3 29.0 33.8

Source: Louis Kuijs, Investment and Saving in China, World Bank Policy Research Paper
Series No. 3633, June 2005, NBS and Kuijs own estimates. For 2003 the estimates are
preliminary. The aggregate saving and investment rates from this Table are dightly
different from the ones shown in Table 1 due no doubt to dightly different methodol ogies
used.

Household, Government and Enterprise Savings and Investment

High savingsin Chinais due to high propenstiesto save on the part of all three
actors. households, government and enterprises. All three categories of savers have much

higher rates of saving than their counterpartsin the rest of the world, both developed and



developing. For selected years the rates of saving and investment by the three categories
areshown in Table 2.

Beforereforms, in Maoist China, househol ds saved about 5 per cent of their
disposableincome. Household saving rate increased rapidly after the beginning of
reforms: it is estimated to have reached closeto 25 per cent by the turn of the century.®
Rural households, poorer than the urban households, have saved at a higher rate than the
urban households. Despite arise in the household saving rate over time, the share of the
househol ds in aggregate domestic savings has fallen due to the fall in household income
asa proportion of GDP. Househol ds have used between a quarter (in the early 1990s) to
about two-fifths (in recent years) of their savings to finance their own investment, mostly
in dwelling houses. The rest has been lent to the enterprises through the intermediation of
financial ingitutions.

The government has also saved at a very high rate and, after using about a half of
its savingsto finance investment in public adminigtration and defense, has made the rest
available to finance investment in power, transport and other infrastructure activities.*

Enterprises have steadily increased their share of aggregate domestic savings,
from less than 30 per cent in the early 1990sto about 45 per cent by the early years of the
new century. It still remains dependent on borrowing from households and the

government to finance 45 per cent of itsown investment.

[11. Inequality in the Reform Period and the  mpetus behind Its | ncrease

Basic Facts about Inequality

Basgi ¢ facts about the evolution of China’ sincome distribution are by now well

known and their broad features may be summarized as follows (Table 3):

% Kouijs (2005)

* Note that according to the classification underlying Table 2, public enterprises are included under the
enterprise sector.



Table 3: Some Basic Indicators of Inequality and its Change

Circa1978 1988 1995 2002
Gini Ratios

Rural 0.25-0.28 0.338 0.416 0.375
Urban (Excluding

Floating Migrants) <0.20 0.233 0.332 0.318
China (Excluding

Floating Migrants)  Approx 0.30 0.382 0.452 0.450
Floating Migrants - - - 0.380
Urban (Including

Floating Migrants) - - - 0.338
China (Including

Floating Migrants) - - - 0.448

Indicators of Spatial Inequality

Urban Income/Rural Income
(Excluding Migrants) - 242 247 2.96

Coefficient of Variation of
Per Capita Provincial Income

Rural 0.33 0.53 0.47
Urban 0.37 0.39 0.31

Annual Per cent Rates of Increase in Real Per Capita Personal Income
Snce the Preceding Period
Rural - 4.71 4.07

Urban (Excluding Migrants) 4.48 6.44

Note: Inequality and related estimates for 1988, 1995 and 2002 are based on the Chinese Academy of
Socia Sciences (CASS) surveys. For 1978 and for other years (shown elsewhere in the text) estimates are
from a variety of sources which are not strictly comparable to the estimates from the CASS surveys. This
paper, focusing on broad trends, does not discuss the details of methodol ogy and provides only the barest
minimum of datain the tables, in the text and in the annex. The details of methodol ogy and more detailed
numerica estimates of inequality and related data can be found in Khan et al., 1992; and Khan and Riskin,
1998, 2001 and 2005.



1. At the beginning of reforms China had about the lowest rural income
inequality of all developing countries. Estimates of Gini ratio for 1978 range
between 0.25 and 0.28. Inequality may haveremained low for the very early
years of reform, but it increased sharply since the mid-1980s, the Gini ratio
reaching 0.34in 1988 and 0.42 in 1995. Thereafter it fell to 0.38 in 2002.

2. Inequality in urban China at the beginning of reforms was even lower than
inequality inrural China, estimates of urban Gini ratio ranging between 0.16
and 0.18. It increased rather modestly to 0.23 by 1988 and thereafter sharply
t00.33in1995. It leveled off or declined dightly thereafter to 0.32 in 2002. It
is worth noting that unlike the other devel oping countries, the distribution in
Chinaisless unequal in urban areasthan in rural areas, although the gap
between the two has tended to decline over time. Also, by the sandard of the
other devel oping countries, urban inequality in Chinais not yet particularly
high.®

3. Overdll inequality of income distribution for China as a whole has always
been higher than either rural or urban inequality, sgnifying a high disparity
between rural and urban income. The Gini ratio for Chinaasa whole at the
beginning of reforms, for which estimates are unavailable, was almost
certainly below 0.3. Itincreased to 0.38 in 1988 and 0.45 in 1995 where it
stood in 2002.°

4. Urban-rural inequality fell for a period after the beginning of reforms but
increased thereafter so that average personal incomein urban China was 2.42
times the average personal incomein rural Chinain 1988. Theratio increased
t0 2.47 in 1995 and to 2.96 in 2002.

5. Another indicator of spatial inequality, the inequality of the distribution of

regional income, measured by theinequality of income between provinces,

® This, however, needs to be seen in the context of the inevitability that in urban areas, much more than in
rura areas, extremey high and low incomes have more often been missed out by the surveys.

® It appears that after 2002 the Gini ratio for Chinaas awholeincreased further to 0.47 (the CIA Fact
Book).



had a somewhat different pattern of change: it increased until 1995 but was
lower in 2002 than in 1995."

Dismantling Inefficient and Arbitrary Egalitarianism

At the beginning the reformers sounded asif they were trying to overcomethe
extremes of Maoi st excesses in a command economy, not to challenge the socialist
systemitself. Asreformsunfolded it gradually became clear that the reformers vison
wasto establish a capitalist market economy. This trangtion unleashed forces of
inequality inherent in market capitalism and removed much of the arbitrary
egalitarianism in the distribution of income that was incompatible with the emerging
system.

By the time of the Cultural Revolution (1966-76) China had come to adopt a
system of digtribution that was overwhelmingly inconsistent with the organi zation of
incentives for efficient production. In agriculture it took the form of the distribution of
income in the communes which was increasingly based on “ needs’ (i.e. equal for every
person within a*basi c accounting unit™); and a highly egalitarian method of allocating
work points which determined the distribution of the remaining income. State-owned
enterprisesin industries and services had adopted a wage structure which allowed little
variation in earnings for differencesin skills and productivity. Employment in state and
collective enterprises was not dictated by the demand for labor but by the need to provide
livelihood to the entire labor force. State enterprises carried far more labor on their
payroll than was needed for the efficient organization of production to conform to the
doctrine that unemployment was inconsi stent with socialism. A significant portion of the
labor force in these enterprises represented concealed unemployment which wasa
substitute for unemployment insurance. A good part of income was paid in kind or inthe
form of subsidies: rationed food and other consumer goods; and hous ng provided by

work units. The distribution of income that resulted from this system was both extremely

" Thisis shown by the change in the coefficient of variation of per capitaprovincia personal incomes: for
rura areas (i.e., rura households in different provinces) thisincreased from 0.33in 1988 to 0.53 in 1995
but fell modestly to 0.47 in 2002 and for urban areas it increased from 0.37 in 1988 to 0.39in 1995 and
then fdl rather sharply to 0.31 in 2002.
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egalitarian and a serious obstacle to productive efficiency. The reform program unleashed
forces of inequality by abolishing the economic ingtitutions and policiesthat promoted
thisarbitrary egalitarianism.

Chinese reforms began in therural economy. Asthe communes were replaced by
an agrarian system that resembled individual peasant farming, the differencesin labor
and skill endowments between households started being refl ected in the distribution of
earnings making it more unequal than the distribution of collective income under the
commune system. As limits on individual ownership of rural housing and non-farm
activities were abolished, househol ds came to acquire these assets and incomes from their
services in unequal amounts per capita, reflecting their unequal resource endowment.
These changes soon | ed to a substantial increasein rural inequality.® Thus by the year
1988, a decade after the launching of reforms, the distribution of income from these
sources— individual wages, net income from farm and non-farm activities;, and rental
value of owned housing — had become more unequal than the overall distribution of rural
income at the time reforms began (Annex Table 2).°

Inequality of distribution was particularly high for wages which had largely come
to consist of wagesin non-farm enterprises, dominated by the so-called township and
village enterprises (TVESs). The process accelerated over time and by 1995 all these
components, with one exception discussed later, came to be even more unequal and the

overall rural inequality in China became one of the highest in Asia.

8 Thereis some evidence that in the very early years after the institution of rural household responsibility
system, inequality in rurd Chinafell mainly because the associated reforms of procurement prices, leading
to asharp improvement in agriculture’ s terms of trade, provided proportionately greater benefit to poor
areas. This effect was soon overwhel med by the forces of inequality listed above.

® Thedistribution of a particular component of income is measured by the so-called pseudo-Gini ratio
which is calculated exactly the same way as the Gini ratio from the so-called pseudo-Lorenz distribution of
the component of income. The latter is obtained by plotting the cumulative shares of the given component
of income against the cumulative proportions of population based on their ranking according to par capita
overall income rather than per capitaincome from the given component. The Gini ratio is the weighted
average of the pseudo-Gini ratios of al the components of income where the weights are the shares of the
respecti ve components of overall income. By 1988 the pseudo-Gini ratio of each of these components had
exceeded the upper bound of the range of estimates for rurd Gini ratio for 1978.
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The same process began in urban areas with a time lag which was dueto the lag
between rural reforms and urban industrial reforms. A decade after the launching of
reforms, in the year 1988, overall urban inequality had increased sgnificantly but was
gill very low, asindicated by the Gini ratio of 0.23 (Annex Table 3). The digtribution of
wages, sill mostly earned in state enterprises which had made no more than minimal
changes in the egalitarian wage structure of the past, wasin all probability only alittle
higher than what it was at the beginning of reformsand perhaps no higher than overall
urban inequality at the time reforms began. But incomes earned in emerging individual
enterprises and private housing, all of them sill quite small proportions of total income,
had become very unequally distributed. By 1995 the distribution of wagesitself became
much more unequal asthe share of state enterprisesin urban employment gradually
declined and the state enterprises themsel ves started changing the past undifferentiated
sructure of wages. Rental value of private housing also became very unequally

digtributed as private ownership of urban housing expanded.

Reform of the State Enter prises and Impediments to Migration

A major impetus for urban inequality came from the reform of state and collective
enterprises. By the early 1980sthey were opened up to competition from other forms of
domestic enterprise and from competitors abroad as China became increasngly
integrated with the global economy. These enterprises started shedding the surplus labor
that they had been carrying even astheir outputs increased. The number of workerslaid
off by these enterprises often exceeded the number of new jobs created by the
incremental components of the rapidly-growing industrial sector. Thus the observed
overall output eagticity of employment in industries became very low, often negative.
Real wages of the employed workers continued to rise at a steady rate while large
numbers of the laid-off workers, without an adequate system of protection, sank into

poverty.
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Table4: Employment in Agriculture and in Urban Industries

(Millions)
Y ear Agriculture  Urban Industries
1991 391.0 140.2
1992 387.0 143.6
1993 376.8 149.7
1994 366.3 153.1
1995 355.3 156.6
1996 348.2 162.0
1997 348.4 165.5
1998 351.8 166.0
1999 357.7 164.2
2000 360.4 162.2
2001 365.1 162.8
2002 368.7 157.8
2003 365.5 160.8
2004 352.7 169.2
2005 339.7 180.8
2006 325.6 192.3
2007 314 206.3

Source: China Statistical Yearbook 2005 and 2008

This had a critically important effect on the entire pattern of China’ s devel opment
as can be found by comparing China' s performance with that of the Republic of Korea,
anillustrative case of the East Asan pioneers, at a comparable stage of its development.
In Korea during the 1970s the secondary industries had an output elasticity of
employment — per cent growth in employment induced by a per cent growth in value
added - of approximately 0.7. Thisled to a rapid growth in employment in the secondary
indugtries. With smilar employment growth in the tertiary sector, theresult wasarapid
shift in the composition of employment, agriculture’ s share of work force falling from 50
per cent in 1970 to 34 per cent in 1980 and 18 per cent in 1990. Absolute employment in
agriculture fell at an annual average rate of 2.3 per cent. During a comparable period in

China, the 1990s, the output easticity of employment in industries hovered around 0.2
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between 1991 and 1995 thereafter becoming negative (hitting the amazing figure of -1.5
in 1998) and remaining negative until 2001.° The sow growth of employment in
indugtriesis symptomatic of the low employment intensity of growth in the entire non-
agricultural sector. As a consequence agriculture continued to “employ” a
disproportionately high share of total work force: agriculture’ s share of total employment
changed from 69 per cent in 1980 to 60 per cent in 1990 and 50 per cent in 2000, a far
dower rate of declinethan inthe East Asan pioneers. Absolute employment in
agriculture peaked in 1991 and fell thereafter for five years at an annual rate of 2.3 per
cent. After 1996 this trend was reversed and agriculture s absolute employment increased
at an annual rate of one per cent per year for the next six years

This did not happen due to aan increasein agriculture slabor demand but a
failure of the rest of the economy to absorb labor: during the same period employment in
the entire secondary sector fell absolutely by closeto half a per cent per year despite an
annual growth in value added of 10 per cent per year. This serioudy aggravated the
productivity difference between agriculture and the rest of the economy which inturn
contributed to the worsening of the urban/rural inequality. The absoluteincreasein
agriculture’ s burden of employment continued until 2002 and the absolute declinein
industrial employment wasreversed only in 2003. The favorable consequence of these
changes in the early years of the 21% century oninequality and poverty reduction in
Chinaisdiscussed later.

Migration of labor out of agriculture started in the 1980s and accelerated in the
1990s. These migrants were denied official urban resdence without which entry into
formal employment was severely restricted and accessto official education, health,
housing and other urban services denied. It isdifficult to know if and where these
migrants were captured in the official dtatistical system. Of thethree CASS surveys only
the latest oneincluded them (Annex Table 1). Discrimination against the migrants was on

the whole unfavorabl e for rural and overall distribution of income.

19 These estimates are from an unpublished paper by Cai Fang, 2006.
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Few Countervailing Measures Adopted

Theincrease ininequality dueto most of the above forces was unavoidable and
many of the changesthat led to their emergence wereindeed desirable in so far as they
were necessary conditions for higher growth and greater efficiency. But the disequalizing
effects of the changes did not haveto be as great asthey were. Appropriate policy
responses could have mitigated their effect. Indeed in the case of one very important
component, income from farming, policies did limit the increasein inequality. China's
rural reformsingtituted an egalitarian access to land. In any given community or
ecologically homogeneous area all members were granted equal accessto land, in the
form of theright to use, the duration of which was soon made indefinite and heritable.
The sale of land was not permitted. The local government reserved, and periodically
exercised, theright to redistribute land in response to demographic changes. This served
to limit the inequality of distribution of farm income and guaranteed basic food security
to all except the most labor-poor households. Over time the inequality of accessto land
was virtually completely eliminated and farm income came to be increasingly more
equally distributed (Table 5).

Table 5: Digribution of Landholdings among Rural Individuals

1988 1995 2002
Gini Ratio
Unadjusted Land 0.499 0431 0.488 (0.478)
Adjusted Land 0.465 0.414 0.458 (0.443)
“Pseudo-Gini Ratio’
Unadjusted Land 0.021 0.001 -0.013 (-0.019)
Adjusted Land 0.063 0.051 0.018 (0.012)

Note: “Unadjusted” Land istotal land areaiirrespective of the proportion irrigated, while
“adjusted” land counts an irrigated hectare as equivalent of two hectares of unirrigated land. The
Gini ratio is estimated from the Lorenz distribution of per capitaland, in which individuas are
ranked according to per capitalandholding. The*“pseudo Gini ratio” is estimated from the Lorenz
distribution of per capitaland, in which individuals are ranked according to per capitaincome.
Figures in parentheses for 2002 are esti mates based on the same 19 provinces that werein the
1995 sample (i.e., excluding Xinjiang and Guangxi). For sources of the 1988 and 1995 estimates
see Khan and Riskin 2001, p. 108.

Source: Khan and Riskin, 2005.
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The problem however isthat, as expected to happen in arapidly-growing
economy as China's, farm income became progressvely smaller asa source of personal
income and the components that became larger over time also came to be more unequally
digtributed. Among them are wage income in both rural and urban areas, income from
rural non-farm enterprises and the rental value of privately-owned housing.*! It would be
wrong to avoid thereform that freed the wage system from itsinflexible structure, to
deny private enterprise to develop or to prevent the privatization of housing. But it would
be possible to take measures to dampen the disequalizing consequence of each of them.
Thus making the structure of wagesresponsveto skill and productivity differential might
have been accompani ed by improved and more egalitarian accessto skill acquisition;
freedom of private enterprise could have been accompanied by the provison of credit and
other forms of ass stance to small producers, and privatization of housing could have
been carried out more equitably. Rather the evidence suggests that the accessto basic
education and skills became more inequitabl e as emphasis of reforms was strongly
focused on cost recovery even in primary education and basic health services. Thereis
little evidence that an active program for the development of small enterprises existed in
the early decades of reform. At least inthe early years the benefits of privatization of
housing were skewed in favor of the higher-income groups. Finally, the workerslaid off
by the state and collective enterprises were protected neither by the ingtitution of a
transparent system of unemployment insurance; nor by the provision of opportunity for

employment in public works programs.
Taxes and Subsidies
Taxes and subsidies are often recommended as instruments to offset the

disequalizing effects of efficient economic policies like the ones that reformsin China

ingtituted. At the time reforms began, subsidies were extensvein China, especially in the

" The CASS surveys have not captured urban individual enterprises well and the effect of this particular
source of income is perhaps understated in the results except for 2002.
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urban economy, once account is taken of taxes and subsidiesin both cash and kind.*?
Estimates are not available for 1978, but in 1988, net subsidies of all kinds accounted for
39 per cent of income of an average urban household and 17 per cent of income of an
average household in all China. Rather than using these net paymentsto make the
digtribution of income more equal, Chinese policy makersallowed them to hugdy
exacerbate the inequality that was unleashed by reforms.

There were several ways in which the redistributive effects of taxes and subsidies
aggravated inequality. First, the system discriminated againgt the rural households who
were much poorer than the urban households: the rural househol ds were subjected to an
average net tax of 2 per cent of their income while the urban households received a net
subsidy of 39 per cent of their income in the year 1988. Secondly, net taxesin rural China
were highly regressive: to illustrate, therichest 10 per cent of rural resdents received 26
per cent of all income but paid only 13 per cent of all net taxes, and the poorest 10 per
cent of rural resdentsreceived 2 per cent of all income but paid 11 per cent of all net
taxes. I n urban areas subsidies on non-food, non-essential goods and services amounted
to almost 34 per cent of urban personal income in 1988 and they were significantly more
unequally distributed than total income.™® Thetruly disequalizing effect of these
subsidiesis brought out by the fact that for China as a whole they account for lessthan 15
per cent of income but more than 28 per cent overall inequality.'* By 1995 average rate
of net taxes on rural households fel, but they became even more regressive than in 1988:
the top two deciles of population received net subsidies while the remaining e ght deciles
paid net taxes. Urban net subsidiesalso fell sharply to 11 per cent of income; but the
subsidies that were abolished, those on food and essential supplies, had been least
disequalizing. Theretained subsdies had a stronger disequalizing effect in 1995 than the
same subsidies had in 1988.

12 Taxes and subsidies include payments to and from work unit which was either state owned or
collectively owned enterprise both in cash and kind.

3 The single largest component of these was housing subsidy. The breakdown is shown in Khan et d.,
1992.

! The contribution of acomponent of income to inequality is the product of its income share and its
pseudo-Gini retio.
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Simply by allowing net taxes and subsidiesto be proportional, i.e. without any
redistributive effect at all, Chinese policy makers could have offset much of the
disequalizing effects of the desrable reforms for both urban Chinaand China asawhole.
For rural Chinathis offsetting effect would however be modest for the ssmple reason that

average net taxes had become very low.

Spatial Inequality

At the beginning of reforms China already had a high disparity between urban and
rural living standards. According to official estimates, urban personal income per capita
was 2.57 times the rural personal income per capitain 1978. It reached the bottom of 1.82
at current pricesin 1983. Thereafter it hasincreased, with occasional minor reversals, to
reach 2.79 in 2000, 3.21 in 2004 and 3.33 in 2007.® Urban/rural inequality hasincreased
more or less steadily since the mid 1980s both at current and constant prices though the
increase at constant prices has been somewhat lower. *® The few yearsin which it fell
temporarily — notably the mid 1990s— have been the years that followed arisein
agricultural purchase prices.

High urban/rural inequality has been the reason why the overall Gini ratio for
China has been higher than the Gini ratios of both rural and urban China. Without arise
inurban/rural inequality therate of increasein the overall Gini ratio for China would
have been slower. It isthusimportant to understand the causes behind the sharp risein
urban/rural income disparity.

Agriculture s share of GDP fdl by a half from 30 per cent in 1980 to 15 per cent
in 2004 and thereafter to 11 per cent in 2007. Over the same period agriculture s share of

employment fell from 69 per cent in 1980 to 47 per cent - by less than a third — by 2004

> Thesearedl at current prices. Estimates at constant prices also show a steady, though a somewhat
slower, increase.

18 CASS survey estimates of this ratio are different for the three years for which they are available. For
1988 it is higher (2.42) because CASS estimates make a more comprehensi ve accounting of net subsidies
which were more numerous in urban Chinain that year. For the later years the CASS estimate is lower than
the official ratio, respectively 2.47 and 2.96, due to the progressi ve dismantling of urban subsidies and a
better accounting of certain components of rural income. Even so the ratio shows arise over time.
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and thereafter to 41 per cent in 2007. Thusthe difference in productivity per person has
widened greatly between agriculture and the rest of the economy during the reform
period and thisisthe principal explanation of the widening urban/rural disparity.

Toreversethisit would be necessary to reduce agriculture s share of employment
and to increase agriculture s share of investment. Indeed the widening income differential
has acted as a strong impetus for rural workersto migrate to urban areas, a process that
has been strongly discouraged by the official policy of denying to the migrantsthe
benefits— access to education, health, housing and other public services, and much of
employment in organized industries— that all registered urban res dents are entitled to.

Thefall inthe disparity in theinitial years of reform waslargdy due to the sharp
increase in agricultural procurement pricesin 1979 and the improvement in agriculture's
terms of trade that followed this. This directly increased the income of the agricultural
and rural population and also improved their ability to make productive investment in
agriculture. Theimprovement in agriculture sterms of trade was soon halted and
reversed, leading to the widening of the urban/rural disparity. There was another
temporary increase in agricultural purchase pricesin 1994 which also appearsto have
dampened the increase in urban/rural inequality for a period according to official survey
data. The publication of the index of agricultural purchase prices has been discontinued
for more than a decade making it impossible to monitor the change in agriculture sterms
of trade. Everything suggeststhat the failure to continuetheinitial improvement in
agriculture s terms of trade has been a major cause of the increased urban/rural
inequality. Asdiscussed later, a number of measures were taken around the turn of the
century to blunt sources of inequality with at least atemporary favorable effect. The most
important e ement of national inequality that continued unabated was, however,
urban/rural inequality. Urban/rural inequality remainsthe singlelargest source of overall
inequality in China and itsincrease has been steady throughout the last quarter century.

A second kind of spatial inequality isthat between regions, the richer coastal
provinces versus the poorer central and eastern provinces. In the post-reform period the
11 coastal provinces together with Beijing achieved arate of growth that was nearly four-

fifths higher than the growth rate of the remaining provinces of China. Theresult wasan
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increase in inter-provincial inequality in the distribution of income.*” Other things
remaining the same, arisein inter-provincial inequality leadsto an increase in the overall
Gini ratio. Increased inter-provincial inequality also can make individual components of
income more disequalizing. Thus agood part of the much greater disequalizing effect of
the digtribution of wage incomein rural Chinain 1995, as compared to 1988, was due to
the faster growth of wage employment in richer provincesthan in poorer provinces.
Much of theincreased inter-provincial inequality was elther due to government
policies or dueto lack of policiesto promote a greater regional balance in development.
The export-led development Strategy initiated in the 1980s proved to be
disproportionately beneficial to the coastal provinces which, together representing 40 per
cent of China’ s population, accounted for 80 per cent of its exports. Foreign direct
investment, which surged in the early1990s, was primarily located in the urban areas of
the coastal provinces which already had better infrastructural facilities. Public resources
and incentives were heavily tilted in favor of these richer and faster-growing provinces.
Theartificial depression of producers prices of grains was much more detrimental to the
growth of the central and western provincesthe rural areas of which have comparative
advantage in their production. Another exampl e of discrimination against poor regionsis
the pricing of their natural resources: to give an example, vast quantities of coal, whose
extraction uses up the scarce supply of fresh water, were taken out of poor areas of

Shanxi at extremely low ex-factory prices.

(Temporary) Break in Trend around the Turn of the Century and Its Lessons

The CASS survey of 2002 indicated afall intherural Gini ratio, a slight fall or a
leveling off of the urban Gini ratio and aleveling off of the national Gini ratio. For rural
Chinathefall ininequality wasrobugt: it fell in 14 of the 19 provincesin the sasmple and
the Gini ratio fell ggnificantly for rural Chinaasawhole. Thiswas brought about
principally by three things: (a) a further equalization of the distribution of farm income
associated with a greater equalization of access to land; (b) a sharp reduction in the

Y Thus the coefficient of variation of provincial personal income per capitaincreased between 1988 and
1995 from 0.33 to 0.55 for rural Chinaand from 0.37 to 0.46 for urban China according to the datafor the
provinces included in the CASS sample.
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inequality of digtribution of income from wage employment, a change that was mainly
due to a much better regional balance in the incremental income fromwages and to a
better supply-demand balance for employment facilitated by the state policy of grudging
tolerance of migration; and (c) areduction intheregressvity of the system of taxes and
subsidies (which remained regressive though much less so than in the past) (Annex Table
2 shows most of the changes).

In urban Chinainequality fell in only two of the eleven provincesin the sample.
In eight of them inequality increased. Even so for urban China asa whole inequality fell
dightly and this appears to have been driven by thereduction in inter-provincial
inequality within urban China. In terms of components of income the effect was dueto
three dements: (a) there wasa sharp fall in the magnitude of disequalizing net subsidies,
especially on housing, and the retained subsi dies became less disequalizing than before;
(b) the conclusion of hous ng reform gave widespread access to homeownership which
made the rental value of owned housing less disequalizing than before (though still
having a disequalizing effect on the digtribution of income); and (c) certain steps were
taken to provide limited benefits to the laid-off workers|eading to a better distribution of
pensionsand retirees’ income (Annex Table 3 shows the changes).

For China as a whole the Gini ratio remai ned unchanged between 1995 and 2002
despite the fall in rural and urban Gini ratios (Annex Table 4). Thisis because of the very
substantial increase in urban/rural inequality over this period.

Overall the better distributional outcome in 2002, as compared to 1995, was due
to changesin government policy with respect to taxes on and subsidies for households
and a variety of policies and programsto promote greater regional balancein
development largely to counter the consequences of the Asian financial crisis of 1997.
The“ Great Western Development Strategy”, adopted in 2000, led to alarge increase in
infrastructure devel opment in the western and poorer central provinces.*® This must have
expanded wage employment in poor regions thereby making wage as a source of rural
income less disequalizing for rural China asawhole and reduced inequality between

poorer regions and richer regions generally for both rural and urban China. The effect of

18 Thetiming of these programs |eads one to surmise that the arresting of the rising inequality has occurred
in the early years of the new millennium rather than in the late 1990s.
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these policy changes was strengthened by the continuation of the policy of ensuring
egalitarian access of rural householdsto land. Not only was a possible polarization of
landownership that a private land market might have led to was avoided, the distribution
of access to land actually became more equitable (Table5). That overall inequality for
Chinaremained undiminished is largely dueto the failure of public policy to reduce the
other kind of spatial inequality, that between urban and rural areas, which in fact
increased.

It isworth noting that the arrest of the rising trend ininequality in the early years
of the new millenniumisunlikely to be captured by the inequality estimates made from
the official data because some of the sources of reduced inequality (e.g. much of net
taxes/subsdies and rental value of housing) do not feature in the income estimates made
by official surveys. It isalso useful to note that we are unable to determine how long the

break in the trend riseininequality continued. In all probability it did not last long.

Poverty Reduction before and after the Asian Crisis

Additional insghts on marginalization can be obtained by comparing the extent of
poverty reduction in China during two time periods: the period between 1988 and 2005
(called the earlier period) and the period between 1995 and 2002 (called the later period)
for which the basic data are shown in Annex Tables 5 and 6:

(@) Growth ratein per capita GDP was higher in the earlier period than in the later
period.

(b) Growth ratein per capita personal income, per capita consumption and per capita
personal consumption were higher during the second period than during the first
period. Thisisreflectedin the changein the rates of saving and investment
during the two periods. During the earlier period these rates steadily increased
while during the second period these rates actually fell.*

(c) Asdiscussed in some detail above, inequality increased rather sharply during the

first period whileit fell or remained unchanged during the second period

9 Theinvestment rate in 2002 was 2.4 percentage points lower than in 1995 and the saving rate was 1.4
percentage point lower. Note, however, that the saving rate in 2001 was 3.2 percentage points lower than in
19095.
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(d) Asiswel known, the change in poverty is completely determined by the change
in per capitaincome (consumption) and the change in inequality in the
digtribution of income (consumption). Since income growth was higher in the
second period (dueto higher elasticity of personal income with respect to GDP,
despite lower GDP growth rate) and inequality declined in the second period (as
compared to an increase in the first period), poverty reduction was much faster in
the second period than in the first period: for each per cent growth in per capita
personal income in the second period per cent reduction in poverty was 4.4 times
as much in the rural area and 32.6 times as much in the urban area as during the
first period.

Accumulation Policies as a Determinant of Inequality and Poverty

If China’ s development wereless single-mindedly focused on accumulation, it
would have succeeded in reducing poverty quicker. First, a higher elasticity of personal
income and consumption would reduce poverty quicker by means of a faster rate of
increase in personal income and consumption. But a less extreme emphasis on
accumulation would have made the increase in inequality itself dower, thereby making a
given growth in income and consumption more poverty alleviating. We shall now
summarize some of the major ways in which the preoccupation with accumulation
exacerbated inequality in China.

This paper has argued that some increasein inequality over what it was at the
beginning of reforms wasinevitable and almost certainly desrable; but itsincrease to the
levelsreached at the end of the 1990s was neither desirable nor unavoidable. Indeed the
disequalizing effects of dismantling most of the inefficient and arbitrary systems,
ingtitutions and policies of the past could have been offset by countervailing actions. A
few such actions, notably the egalitarian access to land, were actually implemented with
very good effects on income distribution. Similar actions were possi ble to mitigate the
disequalizing effects of other reforms:

(a) Freeing of the wage structure from the shackles of Maoist egalitarianism could be

combined with wider provision of kills especialy to the disadvantaged;
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(b) Laying off the conceal ed unemployed in state enterprises could be offset by public
works programs for capital construction in poor areas and the institution of a transparent
system of unemployment insurance;

(c) Legalizing private and individual enterprise could be combined with programs for
credit and other forms of support for small entrepreneurs,

(d) Theincreasein urban/rural inequality could be contained by continuing with the
early policy of improved terms of trade and larger investment in agriculture;

(e) The shift of public investment in infrastructure development to western and
central provinces could start much earlier asincentives could be devised to direct other
forms of investment to those areas, and

(f) Theregressivity of the extreme kind that characterized the system of taxes and
subsidies could be replaced by at least a moderately progressve structure.

Why did the Chinese policy makers not implement these countervailing actions?
They must have considered these alternatives and reg ected them, with some exceptions
over short durations, asinconsistent with their primary objective, namdy the sngle-
minded pursuit of growth led by a high rate of accumulation and the allocation of
investment in activities and | ocations of high productivity.

Each one of the countervailing measures could beinterpreted as a potential source
of reduction in accumulation. Measuresto help the laid off workers with the acquisition
of new sKkills and the ingtitution of safety nets for them would reduce public savings.
Assstanceto small private producers might also have been smilarly interpreted. But
nowhereisthis explanation more clearly borne out than by the consequences of one of
the countervailing measuresthat they actually adopted in the beginning of reformsand
then reversed later. The formal launching of reformsat the end of December 1978 was
quickly followed by a sharp upward adjustment in agricultural procurement pricesin July
1979. Together with the institution of the household responsibility system thisled to an
unprecedented growth of agriculture which spearheaded the post-reform growth spurt,
sharply reduced urban/rural inequality and almost certainly reduced overall national
inequality. This was halted and reversed in the mid 1980s. The principal reason for this
reversal must have been the heavy burden imposed by the financing of the higher

procurement prices on the state budget and the reduction that it caused in the overall
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saving and investment rates. between 1978 and 1981 the gross domestic saving rate fell
by nearly five percentage points. The policy makers must have decided that this would
reduce the capacity of Chinato accelerate its growth rate, a price that they deemed not
worth paying. Similar consderation must have led to the avoidance of other
countervailing actions which might have diverted resources from current fixed
investment.

The break in inequality around the turn of the century demonstrates how an
increased eagticity of personal income and a willingness to increase public expenditure
to improve the urban safety net enabled Chinaimplement some of the countervailing
measures. It seemsunlikely that thiswas steadily reinforced or even continued for long.
The domestic saving rate started climbing upwards after only a brief break and exceeded
50 per cent of GDP in 2006, continuing to climb upwards thereafter until 2008, the last

year for which data are shown in Table 2.

V. Capital Export, Accumulation and Growth

Our argument above suggests and there was a trade off between certain
inequality-averse policies — notably the reduction of urban-rural and regional inequality
and an adequate safety net for the unempl oyed and the migrants — and growth because
those policies would have reduced the rate of investment. It is, however, hard to make the
same argument for the period since 1990 whence China started having a significant
excess of domestic savings over domestic investment leading to capital export, an
acquigtion of net foreign assets. Can one find a justification for this?

Let us cons der the magnitudesinvolved. Until 2004 China’ s capital export — the
difference between domedtic savings and domestic investment — rarely exceeded 2-3 per
cent of GDP. Thereafter it went up sharply, to 5.5 per cent of GDPin 2005, peaking at 9
per cent in 2007 and remaining as high as 8 per cent in 2008. Using the WDI figures for
GDPit turnsout to be $ 281 billion for 2007. This was just over athird of the net capital
inflow into the USA for the year. To make another kind of compari son, this was more
than sx times the capital inflow into Sub-Saharan Africa (SSA), two-thirds as much more
than the entire capital formation in SSA and 37 per cent of the entire GDP of SSA. This
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also amounted to 2.67 timesthe entire net official devel opment assi stance received by all
the deve oping countries of the world.

Another way to ook at the phenomenon isto consder China' s external asset
balance congtructed from the balance of payments and international asset holding data
(Table6).?° By the end of 2008, China' s net foreign assets were over $ 1.5 trillion which
accounted for anet holding of foreign reserves of nearly $ 2 trillion and a negative net
balance of about $ 450 billion on FDI, portfolio and other assets. While China’ sforeign
asset acquisition has mainly taken the form of foreign exchange reserves, in recent years
it has also emerged as a major foreign direct investor. Little isknown about the rate of
return on these investment projects; but it seems that the motivation behind them iswider
than the economic rate of return. Chinais directing much of thisinvestment to access

sources of energy and natural resourcesin Africa, Middle East and Central Asa.

Table6: China s External Asset Postion (Billion US$)

Leve atend 2008  Change Dec 2007-2008

Assets, Total 2,920 546
Reserves 1,966 419
Outward FDI 169 53
Portfolio I nvestment 252 -33
Other 533 107

Liabilities; Total 1,401 189

Inward FDI 876 173

Portfolio I nvestment 161 15

Other 364 2
Net Assets 1,519 357
Source: CEIC

% The discrepancy between esti mates based on the GDP accounts and balance of payments accounts is
ubiquitous. While they may reflect so-caled “errors and omissions’, which are usually very large, they
may aso be due to methodologicad differences, e.g., changein the value of assetsin the latter may include
changes in valuation of assets (e.g., accumulated FDI).
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What might be the justification for this policy whichis so very out of line with
what is expected of a country of China' slevel of development from the standpoint of
devel opment theory, historical experience the behavior of contemporary devel oping
countries?”! Let us consider some of the arguments that are actually made or may
concelvably be made.

One possibleargument isthat it isall driven by China s high propensity to save.
During the reform period households actually increased their saving rate several fold as
compared to the pre-reform period. The answer to thisisthat the savings outcome is very
much determined by public policy. China has limited the elasticity of personal income
with respect to GDP by means of itsdirect control over income distribution policies. Also
social policieslike extremely limited safety net, very limited pension prospects and one-
child policy have led householdsto save at very high rates. These policies can and should
be changed. Such changes will not only bring down therate of household saving but
immediately reduce therate of government saving.

Edmund Phelps has tried to justify China' s extraordinary excess of savings over
investment by arguing, on the basis of a model that he formulated with Bhidé, that trade

surplus early oniis central for an optimal growth trajectory:?

The novelty derives from two features of underdevel opment shaping trade
between backward economies|like China and advanced economies likethe U.S.
Firg, theinitial comparative disadvantages in China are an artifact of the uneven
technical advances made by the U.S., so China should be ableto erase those
disadvantages through technological transfers brought with surpluses of exports
over imports... Furthermore, China may want to squirrel away precautionary
balancesin order to have the money to take advantage of big-ticket opportunities
to buy technologies or whole companiesthat may present themselvesin the
future.

Second, the diffusion of new products requires|earning, which takestime...
Theinitial dearth of familiarity in China with a wide range of western consumer

2 It is useful to consider Indiawhich is often cited together with China as a contemporary growth |eader.
India's domestic rate of gross capita formation peaked a 39 per cent of GDP in 2007 which iswithin three
to four percentage points of China s rate. But the big differenceis that India' s domestic saving rate is three
percentage points lower so that there is athree per cent net rate of capita inflow. Indiaaso makes foreign
direct investment a asignificant rate.

# Phelps 2006,
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goods operates asa drag on import demand for them. Clearly this may also tip the
trade balancesinto surplus.

Writing in 2006 Phel ps might have been considering the kind of surplusthat
China had in years prior to 2005. It is, however, hard to justify the massive surplus that
China has had since 2005 by motivations cited by him.

Finally, one could argue that China needsto export capital on a continuing basis
to keep making foreign direct investment not so much in search for a higher rate of profit
that on domestic investment but to ensure long-term accessto strategic resources like
energy and minerals. There might also be a valid concern that the FDI inflow might dry
up, at least intechnologically critical sectors, for non-economic reasons and this could
serve as an impetus for the building up of areserved to replacea futurefall in FDI.%

None of the above arguments can justify thekind of surplus of savings over
investment that China has experienced since 2005. Thisis particularly senseless when
mogt of thereserves earn China very little, arguably a negative rate of return once the

exchangerisk isfactored in.

V. Conclusions

China should make orderly changesin macroeconomic policies to bring about a
closer balance between the rates of saving and investment, stabilize the rate of i nvestment
at about the current level and thereby make the elagticity of domestic consumption with
respect to GDP higher than it has beenin recent decades. Apart from adjustment in
exchangerate policies, it would require policies for the “liberalization” of consumption.
Private consumption should receive an impetus once incomes policies make the rate of
growth of personal income closer to the rate of GDP growth, but a decline in the personal
propensity to save would require far-reaching changesin social policies: especially the
ingtitution of a more comprehensve social safety net. Results from these changes would

be dow to take place. I n the short run much will therefore depend on the expans on of

% Thisisactually avariant of the Phelps case.
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public consumption which should be targeted to reverse many of the disequalizing trends
of the padt, e.g., ingtituting steps to improve agriculture ssingle factoral terms of trade;
increasing and improving the distribution of transfersto the rural households; increasing
public expenditure on health and education; improving public servicesin poor regions,
and ending discrimination agai nst the migrants.

Thereareindications that public policy in China may have initiated a change of
course in 2009 when, faced with the great world recession and its effects on demand for
exports, it opted for the largest fiscal stimulus, in terms of the proportion of GDP, of all
nations. China strade balance in the first ten months of 2009 was 46 per cent lower than
the trade balance during the first ten months of 2008! Growth in 2009 was due far more
to increment in domestic demand than the growth in net export demand. While not
enough isknown about the composition of the stimulus, it appearsthat it will be skewed
in favor of less developed regionsand in employment-intensiveinfrastructure and post-
earthguake reconstruction projects increasng the prospect for rapid growth in domestic

consumption.

15 December 2009
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Annex Table 1: Composition and Digtribution of Income of the
Floating Migrantsto Urban China, 2002

Per Capita Income Gini/Pseudo-
Amount % of Totd Gini Ratio
Wages 2,189.18 34.40 0.250
Individual Enterprise 3,758.01 59.04 0.429
Property 18.16 0.29 0.189
Net Subsidies -60.33 -0.95 0.208

Rental Value of Housing 31050 4.88 0.658
Other (Including Pensions) 14915 234 0.408

TOTAL INCOME 6,364.68 100.0 0.380
Memo Items:

Urban Gini Ratio including the Migrants 0.338
Overal Gini Ratio for China including the Migrants 0.448

Source: Khan and Riskin, 2005.
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Annex Table 2: Rural Gini and Pseudo-Gini Ratios

Per cent of
Income

1988
Individual wages 11.13
Net farm income
Net income from household
non-farm activities
Net income from farm and
Non-farm activities 74.21
Property income 0.17
Rental value of owned
housing 9.67
Net transfer from sate and
collective -1.90
Other income (including
private transfer) 6.71
TOTAL 100.00

9.71

56.15

0.43

11.61

-0.48

9.91

100.00

13.77

-2.62

8.01

100.00

Source: Khan et al., 1992 and Khan and Riskin, 2005.
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Gini/ Pseudo
Gini Ratio

1988 1995
0.66 0.74

0.24

0.48

028 0.28

048 054

0.28 0.32

0.05 -1.76

042 0.46

034 042

0.56

0.29

0.78

0.38

0.11

0.52

0.38



Annex Table 3: Urban Gini and Pseudo-Gini Ratios

Per Cent of Gini/Pseudo
Income Gini Ratio

1988 1995 2002 1988 1995 2002
Wages 4442 61.30 59.54 018 025 0.32
PensongRetirees Income 6.83 11.69 14.78 034 032 031
Individual Enterprises 0.74 053 274 041 0.04 0.04
Income from Property 049 127 055 044 048 047
Housing Subsidy in Kind 18.14 974 1.87 031 052 0.32
Other Net Subsidies 2094 125 0.07 019 030 -2.16
Rental Value of Housing 3.90 11.39 17.65 034 064 038
Other Income 453 284 278 038 037 0.36
TOTAL INCOME 100.00 100.00 100.00 023 033 0.32

Note: These estimates exclude the floating migrants. Source: Khan et al., 1992 and Khan
and Riskin, 2005.
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Annex Table 4: Overall Gini and Pseudo-Gini Rations for China

Per Cent of Gini/Pseudo-Gini
Income Ratio

1988 1995 2002 1988 1995 2002

Total Rural Income (57.10) (49.09) (34.62) 012 019 0.02
Wages 499 1071 10.67 0.53 0.57 0.10
Net farmincome na 2304 1323 n.a - -0.15
Net income from

non-farm activities na 4.80 4,01 n.a 0.27 021
Property income 0.10 0.22 0.20 0.27 0.33 0.49
Rental valueof housing 552 5.74 4.68 0.07 0.09 0.03
Net Transfer fromstate -1.09 -0.26  -0.90 -0.15 -1.92 -0.22
Other income 520 484 273 0.23 0.22 0.17

Total Urban Income (42.90) (50.89) (65.38) 0.74 0.70 0.68
Wages 19.06 31.20 3885 0.72 0.66 0.68
Income of retirees 313 595 9.67 0.79 0.70 0.67
Individua enterprise 032 027 181 0.84 0.52 0.52

Property income 021 064 0.37 0.81 0.78 0.75
Housing subsidy in kind 7.78 4.96 122 0.76 0.79 0.68
Other net subsidies 8.9 0.63 0.07 0.72 0.69 -0.27
Rental value of housing 1.67 580 11.53 0.77 0.84 0.71
Other income 174 144 1.86 0.78 0.72 0.70
TOTAL INCOME 100.00 100.00 100.00 0.38 0.45 0.45

Note: - means negligible. The esti mates exclude the floating migrants.

Source: Khan et d., 1992 and Khan and Riskin, 2005.
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Annex Table5: A Comparison of Growth, Inequality and Poverty Reduction
China between Pre-1995 and Post-1995 Period

Pre-1995 (Between Post-1995 (Between
1988 and 1995) 1995 and 2002)
RURAL CHINA
Annual Increasein
Per Capita | ncome (%) 4.71 4.07
Changein Gini over the
Entire Period (%) +23.08 -9.86
Annual Reduction in Head-
count Poverty (%) 2.88 11.36
Gross Elasticity of Headcount Poverty  0.61 2.79
Annual Reduction in PPG Index (%) 4.72 12.58
Gross Elasticity of PPG Index 1.00 3.09
URBAN CHINA
Annual Increasein
Per Capita I ncome (%) 4.48 6.44
Changein Gini over the
Entire Period (%) +42.49 -4.22
Annual Reductionin
Headcount Poverty Rate
High Threshold (%) 0.35 16.84
Gross Elasticity of Headcount
Poverty: High Threshold 0.08 2.61

Note: Gross Elagticity of poverty reduction is defined as the per cent reduction in the
relevant poverty indicator divided by the per cent increase in per capitaincome.
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Annex Table 6: Growth Ratesin GDP, Personal Income and Related Data
(Growth rates are annual compounded rates)

Real Growth Ratein Per Capita GDP: 1988-95 8.12
1995-2002 7.22

Real Growth Ratein Per Capita Personal Income: 1988-95 5.08
1995-2002 7.06
Final Consumption as % of GDP at Current Price: 1988 0.64
1995 0.57

2002 0.58
Household Consumption as % of GDP at Current Price: 1988 0.52
1995 0.46

2002 0.45

Note: Real growth ratesin per capita GDP are based on GDP and population datain NBS, 2003. Fina
consumption and household consumption rates are also based on datain NBS, 2003. Real growth rates
in per capita persona income are based on wei ghted averages of rura and urban residents’ per capita
incomes from CASS surveys. The wei ghts are actual population shares of rural and urban areas. The
values on which growth rates are based are at 1995 prices; real growth rates shown in this paper are
used to calculate vaues for other years.
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