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ABSTRACT

The purpose of this thesis is to explore the distinctive characteristics of emerging
forms of business enterprise under market socialism and identify how rapid
environmental and institutional changes in economic reforms are impacting upon
them; particularly in shaping their management models. Some general patterns in the
development of business ventures are identified to outline the dynamics of

organizational change and management under market socialism in China.

In chapter one, we review trends and characteristics in the development of
market socialism in China and examine the general environment within which
organizations operate: the economic and political systems. A summary account for the
formation of market socialism is presented in this chapter. The impact of these for
changing management processes is discussed in chapter two. The focus of this chapter
IS upon management practices under the two periods of ‘state’ and ‘market’ socialism.
The evolution of enterprise management in China is examined in this historical
context because this legacy has shaped many of the present features of management in
present-day China. These first two chapters provide the background for our empirical
research into four different types of enterprise management as these are emerging in
China. These are (1) changing forms of state ownership; (2) collective-owned
enterprises; (3) privately-owned business ventures; and (4) foreign joint-ventures. The
methodology used for the empirical research is outlined in chapter three. Chapters
four, five, six and seven present empirical data collected in the four case study
organizations. These are analyzed by reference to the McKinsey 7-S framework. In
chapter four, the case study of a state-owned enterprise - ‘Liaoning Times Group’® is
lllustrated and analyzed; a collectively-owned enterprise - ‘Shenyang Liming Anna
Clothing’ is discussed in chapter five; ‘Dalian Dali Cashmere Product Company’ — a
privately-owned enterprise is investigated in chapter six; and ‘Dalian Sunfed Fashion
Clothing’ — a foreign joint-venture in chapter seven. In chapter eight, we compare the
differences and similarities between the four cases studies and identify emerging

trends in management practices as they are evolving under the continuing

development of market socialism in China.



CHAPTER ONE:

Chinese Market Socialism: A Summary Account



Introduction

The aim of this chapter is to introduce the main features of market socialism and
the general environment within which organizations operate: the economic and

political systems. The focus is on economic reforms which allow for different forms
of business organization to emerge. These changes under the emerging market
socialist economy are the background to forms of enterprise management and
emerging forms of business venture. The relation between these environmental forces

and organizational change can be illustrated in Figure 1.1

Figure 1.1 Environmental Forces Impacting Organizations

The General Environment — Market Socialism

Economic Reforms
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The business environment, sometimes called the macro-environment, includes
the external factors that usually affect all or most organizations.' As depicted in
Figure 1.1, the business environment in China includes the economic system of
market socialism; the socialist political system; demographics (age, gender, race, ethic
origin and education level of the population); cultural background (values, beliefs,
language, behavior, and religious influences), and technology (innovation and change).
All of these aspects of the general environment have consequences for managing
organizations. China’s economic reforms over two decades have generated a rapidly
changing environment which has encouraged the emergence of new forms of business
venture.

Likewise, under these economic reforms, the drivers of organizational evolution
can be examined by reference to — foreign direct investment inflow (FDI); World
Trade Organization (WTO) accession; market deregulation; privatization;

globalization; and state-owned enterprise (SOE) restructuring. (Figure 1.1) The

absorption of FDI is one of the key strategies of economic reform since 1992, so as to
generate economic growth and renewal. Followed by these “open policies”, industrial
sectors traditionally dominated by state-owned industries, have been to give
precedence to private investment and foreign joint venture ownership. The growth of
the private sector has generated new forms of management, most prominently
featured as entrepreneurship. The accession to the WTO has accelerated privatization,
market liberation and globalization. SOE restructuring is pushing radical changes in

most sectors of the economy. In a like manner, the implementation of financial
reforms — the banking sector, particularly induced by WTO accession — gives the
Chinese government serious challenges. As it is known, the banking sector plays a
key role in business monetary transactions and capital market exchange. The
outcomes of banking reforms will have an important impact on organizations’
operations.

This chapter focuses on four aspects of market socialism that are the key drivers
of orgamzational change and management practices: (1) economic reforms,
(2) FDI injection, (3) WTO impact and (4) globalization. Conclusions are then drawn

on the implications of these changes on the economic environment for enterprise
practices and management.

! Alder, P. S. and Kwon, S. (2002), ‘Social capital: prospects for a new concept’, Academy of
Management Review, 27 (1), January 2002, pp. 17-40.



1.1 The Concept of Market socialism

Originally “Market Socialism™ was an attempt by a Soviet-style economy to
introduce market elements into its socialist economic system in order to address the
inefficiencies of its economy. “It was first attempted during the 1920’s in the Soviet
Union as the New Economic Policy, but abandoned. Later it was attempted in
Hungary (where it was nicknamed “goulash socialism”), Czechoslovakia and
Yugoslavia in the 1970’s and 1980°s. Modern Vietnam and Laos can also be
described as market socialist systems. The Soviet Union attempted to introduce
market socialist systems with its perestroika reforms under Michael Gorbachev prior
to the collapse of the USSR (Union of Soviet Socialist Republics) in 1991 1t is also
the system introduced in the People’s Republic of China by Deng Xiaoping in the late
1970°s and has evolved into what some economists, outside of China, would argue 1s
modern Chinese capitalism.

Socialism and capitalism, as two social regimes under different political and
economic systems, coexist and challenge each other. The core differences between the
two social systems as far as the relations of production are concerned, 1s in the nature
of ownership and control. Like the capitalist society, socialism is also a complex
industrial system systematically geared to the accumulation of wealth. Under
capitalism, the means of production and economic surplus are privately owned, while

in the socialist societies, the ownership and economic surplus are legally transferred

to government; namely to the people of the whole country that own them. The
distribution of this “publicly-owned” surplus is subject to claims by all sectors of
socialist society and 1s a deliberate political process, “the transition of politically
defined objectives™, although they are expressed in economic terms. (Davis and Scase,
1985)" As Marx and Engels (1969) originally defined it, under capitalism, producers
create the economic surplus which becomes the personal wealth and property of non-
producers; that means the capitalists exploit the proletarian. Whereas socialism is
characterized by public ownership of the means of production; workers are masters or
owners of the enterprises, so there is no exploitation. The distribution and deployment

of social resources and economic surplus are conducted and determined by a

¢ hrtp://enq:fIopedia.thefreedictionary.com/Socialism“/of.’.Owith“f‘i’:.EOC hinese%Z20characteristics
(accessed 5 May 2004)

3 ' - &
Davis, H. and Scase, R. (1985), Western capitalism and state socialism: an introduction, Basil
Blackwell, London.




centralized planning system of government rather than the market. Pierson (1995)4
has stated the core principles of market socialism; '

“At its simplest, market socialism describes an economic and political system
which combines the principles of social ownership of the economy with the continuing
allocation of commodities (including labor) through the mechanism of markets. For
market socialists, it is not markets but capitalist markets, that is, markets which
inscribe the social and economic power of private capital, that are objectionable.
They offer an alternative model in which markets are combined with varying forms of
the social ownership of capital. Amongst its supporters, the market is recommended
not only as a way of attaining greater economic efficiency under socialism, but also
as a way of securing greater individual liberty or a more equal value of liberty, of
increasing democracy and of enhancing social justice.”

Socialism in China initially adopted the Marxist theory and the Soviet model

when it was established in 1949. Through its own practices over decades, the

Communist Party of China (CPC) has gradually developed its own socialist model
and radically redefined many of the terms and concepts of Marxist theory from the
Chinese point of view, to justify its economic policies. The Communist Party of
China has proceeded from China’s realities and integrated the fundamental tenets of
Marxism with these concrete realities, developing new ways of building socialism 1n
China. It has argued that socialism is not incompatible with economic policies such as
markets, free trade, or anything else that appears to work. In current Chinese
Communist thinking, China is in the primary stage of socialism, and this redefinition
allows the People’s Republic of China (PRC) to justify the existence of an economic

market. China’s transition from planning towards a market system has many

surprising features. The communist regime remains intact. Reforms have meant a
gradual erosion of state economic control rather than a quick retreat from planning.
Reforms began with no clear objectives other than a determination to improve
performance. Even, Deng Xiaoping’s dictum — ‘seek truth from facts and just do
whatever seems to work’ (a guiding principle for reforms), presents a false image and
a great deal of uncertainty. The goal of creating a “socialist market economy with

Chinese characteristics” is itself an outcome of the reform process that has emerged

well into the second decade of transition.

4 Pi_ersm:l, C. (1995), :S'Oci?lism after communism: the new market socialism, The Pennsylvania State
University Press, University Park Pennsylvania, USA, pp84-85.
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China’s hybrid economic system is a mixture of political economy with both
socialist and capitalist characteristics.” It is not simply a socialist economy like the old
Soviet model or Stalin economy, nor does it imitate western capitalism; it has
hybridized both features. To understand this, it is necessary to grasp some knowledge

of how the administration is structured and how power and control are wielded by the

Communist Party.

1.2 The Evolution of Economic Reforms in China

The essential content of China’s reforms is the transformation from a planned
economy to a market-oriented economy under the regime of socialism. Initially the
Intention of economic reform at the early phase only focused on adjustments of
economic policies to improving China’s economic performance. Until the middle
1980s, the objective of market-orientation appeared to be clarified, but how to achieve
it remained equivocal and controversial. Many policies were implemented as
experiments, and often resulted in political conflicts. In accordance with the notion of
Wu Jinglian (a famous Chinese economist and a leading participant in CPC’s

economic reforms’ planning and policies since 1995), the evolution of economic
reforms in China can be systematically clarified in three phases over the past half

century. These can be described as follows:

First Phase: Administrative Decentralization 1958 -1978

Since New China was established in 1949, after 3 years of economic recovery
from the distortion of civil wars, the Communist Party of China proposed the general
route of socialist construction and reformation for the transition to socialism. This
general route requested: (Mao, 1953)°

‘Firstly, during a quite long period, it was to gradually realize the national
socialist industrialization, constantly expand socialist economic forces, in order to
construct the lagging agriculture country to be an advanced industrial country

Secondly, it was to gradually realize the State’ socialist reconstruction in agriculture,

handicraft and industry.’

’ Lichtenstein, P. M. (1992), ‘The political economy of left and right during China’s decade of reform’,
International Journal of Social Economics, 19(10), December 1992, 1992, pp. 164-180.

¢ Mao, Ze-dong (1953), The anthology of Mao Zedong: the general route of Communist Party in the
transition of socialism, Vol. 5, The People Press, Beijing, p89.



The essence of this general route was to reconstruct the institutions from
privatized production resources to a socialist-owned regime, in the aim of rapid
increasing productivity. In line with this general route, the State implemented the first
Five Year Plan (1953-1957). The principle task was to rapidly industrialize through
the construction of 694 major industrial enterprises’. This built the initial solid
foundation for socialist industrial construction. The annual average industrial and
agricultural GDP growth in these five years (1953-1957) was 10.9% (Ren & Ren,
1993)3. In this period, the centralization of administration appeared to be an effective
means of allocating and distributing resources to where it was most needed for the
country’s reconstruction.

At the end of 1957, Mao Zedong launched the ‘Great Leap Forward’ in order to
push the speed of industrialization. The reforms in 1958 were supposed to
decentralize administration and give autonomy to enterprises and employees, as well

as to local governments. Liu Shaoqi and Shun Zhifang were the main representatives

for this proposition. However, Mao always advocated the ‘spiritual incentive’ and
opposed the ‘material incentive’ for people, as he regarded this as the distinctive
difference between capitalism and socialism. Therefore, giving autonomy to
enterprises and employees was a contradiction to Mao’s main ideology, as the
empowerment would inevitably involve material incentive for enterprise management.
It was crniticized as ‘Yugoslavian Revisionism’ and ‘Capitalist Individualism’ that
should be abandoned. Decentralization focused only on local government, which was
all about the distribution of authority from the central administration. This
decentralization of authority was basically in terms of seven aspects: ‘planning’,
‘enterprise  jurisdiction’, ‘resources allocation’, ‘administration of approval’,
‘Investment and loans on construction projects’, ‘finance and taxation’, and ‘labour
management’. (Wu, 2003)° With the prerequisite of a planned economy regime
remaining unchanged, the decentralization of authority in layers of hierarchy to local

governments formed the institutional infrastructure for the ‘Great Leap Forward’.

" Li, Fu-chun, (2004), ‘The report of the first five year plan about developing national economy’, cited
from Peng et al (2004), Studies on theory and practice of economic development in China, China
People University Press, Beijing, pp6.

® Ren, Da-fang and Ren, An-tai (1993), Century ups and downs — the evolutionary path of modern
Ch;grsx r;c;téional commerce and industry, China Broadcast and Television Publication Co., Beijing,
pp33s-336;

S;Vu,gilli;}g-liﬂn (2003), Contemporary China’s Economic Reforms, Shanghai Yuandong Press.,
anghai.



Under this institutional support, different levels of local governments fully utilized the
authority of deploying resources to launch basic construction projects, to employ
labour and to freely use peasants’ material assets, in order to complete Mao’s
unrealized and impossible missions, such as ‘Double steel production in one year’

‘Exceed Britain in three years and overtop America in ten years’ etc. (Bo, 1993)'°
The inevitable consequence was failure. The negative effects appeared in many
aspects of the economy, such as a reduction in production, large losses in industrial
and commercial enterprises, serious scarcities in the supply of subsistence consumer
products, and a slump of the whole economy. Over 15-30 million people died from
starvation and famine between 1959-1961 (Ashton et al, 1984).""

In 1962, the Communist Party remedied the chaos caused by decentralization,
and returned authority back to the centralized government administration. This
allocated and deployed resources by executive commands from the Central
Committee of the Party. However, decentralization allowed for the growth of local
market relations. For instance, the creation of township-village enterprises (TVEs)
was the outcome of this period of decentralization. The local governors utilized the

power they were granted from administrative decentralization to support funding for

their own regional enterprises’ development, in order to pursue local benefits and
achieve target performance. (Qian, 2003) '* TVEs were cooperative agreements
between local governments and enterprises, which represented mutual benefits for
both. It was argued by Boisot and Child (1996)" that at this time, it was more a
network than a market economy in so far as it was built on a tight web of
Interpersonal obligations based on trust rather than on atomized competitive relations.
It later proved that the emergence of TVEs became a major contributor to rapid

growth in GDP in China for the later development of a market-oriented economy. By

' Bo, Yi-bo (1993), The retrospect of several important decisions and events, CPC Central Party
School Publisher, Beijing, pp679-702.

' Ashton, B., Hill, K., Piazza, A. and Zeitz, R. (1984) ‘Famine in China, 1958 — 1961, Population and
Development Review, 10 (4), June 1984, pp122-178.

2 Qian, _Ying-yi (2003), Contemporary economics and China economic reforms, China People
University Press, Beijing.

13 qus?n M_. and (;hild, J. (1996), ‘From fiefs to clans: explaining China’s emerging economic order’,
Administrative Science Quarterly, 41 (4), Dec 996, pp600-628.



1991 these enterprises were producing almost 60% of the total output in the

countryside, as measured in market terms. (Gabriel, 1998)"

Second Phase: Incremental Reforms 1979 — 1993

After the Communist Party had failed in reforming the State-owned economic
sector and faced a standstill in the growth of the state economy, the main force of
reform began to focus on the non-state economic sectors to provide opportunities for
growth. It was called the ‘Incremental Reforms Strategy’ (Wu, 2003).

The creation of this incremental reforms strategy was initiated in 1976 after the
collapse of the “Gang of Four”. When political power returned to the right-wing of
the Communist Party, the concept of state-owned enterprises’ reform was advocated
by Shun Zhifang in 1957 and became promoted by the Party at this stage. In 1979,
Xue Muqiao published his works - “4 study of the problems in China’s socialist

economy”. This had a big impact on ideas of reform at this time. He argued “rhe

economic reform needed to solve two problems — one was reform of administrative
institutions in the state-owned enterprises (including collective enterprises); the other

was reforms of the state administration in order to make it adequate for large social

production.” (Xue, 1979)"

With the influence of these ideas, experiments on expending autonomy to state-
owned enterprises were implemented in Si Chuang province. In 1978 to 1979, there
were over 100 state-owned enterprises being adopted as the ‘experimental units’ in
this province, which achieved significant improvement in performance as a result.
T'hen these experiments were expanded nationwide. By the end of 1979, 4200 state-
owned enterprises were being reformed. By 1980, this had increased to 6600 units and
their productivity accounted for 60% of total budgeted national industrial productivity,
and 70% of total national industrial and commercial profitability (Wu, 2003).'°
However, this positive effect didn’t last for long; the limitation of these reforms
appeared. The operation of these enterprises with their new autonomy did not trade

according to the rules of market competition, nor were they led by the market pricing

R — p— — ——

< Gabriel,‘ S. J. (1998)', “l'echnological determinism & socialism with Chinese characteristics: pulling
the cart without watching the road?’, Satya Gabriel’s Online Papers: China’s Essay Series
http://www.satya.us (accessed 12™ January 2004), October, 1998.

H Xue, Mu-qiao (1979), The study on the problems in China’s socialist economy, The People Press,
Beijing, p185.

' «CPC Congress Bulletin of the Eleven Central Committee the Third Plenary’ (22" December 1978),
The People Press, Beijing, (1982). cited from Wu, Jing-Lian. (2003), p57.




system that reflected the scarcity of commercial commodities. Therefore, such
exertion of power and autonomy by these enterprises would not be propitious to the

effective deployment of economic resources.

An important turning point in economic reform took place in September 1980.
Headed by Deng Xiao Ping, the Communist Party introduced policies that allowed
peasants to contract land for farming on the basis of individual/family responsibility.
This replaced the model of the ‘peoples communes’.'’ The TVEs, on the basis of
collective ownership, began to prosper after this change. Since then, China has
launched a series of reform strategies and policies that distinguished it from Soviet
Russia and Eastern Europe with their focus on state-owned economic sectors. China
abandoned attempts to reform the state-economy and transferred its focus to non-state
sectors, where the market-oriented enterprises were embedded. Since then, their
growth has driven the development of the whole economy.

Generally speaking, the success of reforms in the rural non-state economic
sectors encouraged the Communist Party take further steps in other sectors to promote
the growth of the non-rural, non-state economy. An increasing number of “mixed-
ownership” enterprises emerged along the coastal areas, including foreign-joint
ventures, and these became the main force for China’s economic growth. The
performance of this incremental strategy can be illustrated in three aspects:

(1) Promoting Measures For The Growth of The Non-State Economy

Whether the existence and further development of the non-state economy should
be permitted has been a politically sensitive issue in China. The doctrines of socialism
In Mao’s stage, such as ‘more communes and larger the better’; ‘the task of
communists is to vanish capitalism.” (Mao, 1953)'°, still shapes people’s thinking.
This changed with the legitimation of land being contracted to individuals and
families. Also the growth of TVEs opened up the possibilities of a new form of
socialism. Because the non-state-owned enterprises were market-oriented, not planned,

their emergence and prosperity gradually formed regional markets in which market

'7 The Communist Party of China (CPC), ‘Anthology of important literatures since the third plenary
congress’ (1982) The People Press, Beij ing, p507. The people commune is the regime of communal
society, which all the people work in the unit of communal village and equally share the gain and food.
All the property, particularly the land and productive tools belong to the commune. The peasant do not
own any piece of land. The new paradigm — contracted responsibility breaks this situation, and allows
the peasant to contract the piece of land based on the unit of family or individual and responsible for
the loss and gain with the commitment of fixed submission of annual gain.

'8 Mao, Ze-dong (1953), The anthology of Mao Zedong: two talks about the agriculture communal
corporation , Vol. 6, The People Press, Beijing, p298.
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forces started playing an increasingly important role in deploying economic resources.

By the middle of the 1980s, production in the non-state sectors accounted for one-

third of total national production. In retail industry, its growth was even faster. (See
Table 1.2 & 1.3)

Table 1.2 The Percentage of Economic Components in
Total Industrial Production of China (%)

YEAR 1978 1980 1985

State-owned 76.0 64.9 54.6

77.6

Collective-owned 22.4 23.5 32.1 35.6

Others* 0.5 3.0

*Notes: Others included private-owned and foreign-invested joint ventures.

Sources: ‘China Statistics Year Book’ (Selected from varying years)

Table 1.3 The Percentage of Economic Components in
Retail Commercial Sales of China (%)

YEAR 1978 1980 1985

State-owned 51.4 40.4 39.6

54.6

Collective-owned 43.3 44.6 37.2 31.7

2.1 22.4 28.7

*Notes: Others included private-owned and foreign-invested joint ventures.

Sources: ‘China Statistics Year Book’ (Selected from varying years)

(2) Developing Liberal Economic Policies to Establish Trading Links Between

Regions and the International Market.

The market infrastructure was weak due to over 30 years of planned
economy and the extent to which market forces had been almost extinguished.
However, the reform leaders of the Party adopted an “Open” strategy using the
world market and foreign direct investment (FDI) to rapidly reform the domestic
market in some regions. These selected regions (particularly along costal areas
with geographical advantage) were connected to internatiohal markets through

tailored regulatory environments. Competitive forces were then injected to
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facilitate the future development of domestic markets. This forced enterprises to
participate in market forces of competition and enterprise managers had to gain
market economy skills. Market mechanisms reinforced the imperativeness to
improve quality and cost of products in order to gain competitive advantages for
survival. Within this atmosphere of relatively free markets, achieving greater
enterprise autonomy and improving the quality of management became essential
issues. Participating in import and export trading also impacted upon domestic
pricing systems.

(3) Establishing Experimental Areas for Regional Development.

The methodology of regional development was adopted as an effective way
to create small ‘regions” of free market economy along the costal areas.'” This
was to test the new reform policies and to examine the outcomes, and see how
effective the new system of market economy could operate. These regions were
mapped out as ‘economic development zones’ (EDZs). How these experimental
economic zones operated are elaborated in section 5 of this chapter. Their
existence has shaped the characteristics of Chinese market socialism.

The ‘Dual-Track System’

The ‘dual-track approach’ was created to allow the two paradigms — planned
economy and market-oriented economy to coexist. It created a “track” of the
market economy to allow for the purchase of raw materials and sales of products
for non-state enterprises, outside the unified state planning system. Such a
dualistic system was particularly embodied in the pricing system and in
ownership institutions. (Opper, 2001)*° This is a distinctive feature of the
Chinese socialist market system. Until the middle of 80s, the non-state economy
accounted for 30% of total industrial outputs (table 1.2). They could not survive if
there was no free market exchange. In January 1985, the State Price Bureau and
Material Assets Bureau officially issued “the legal notice for permission on

opening industrial production materials and self-sell products” (Wu, 2003)*!.

" The costal areas have their natural geographical advantages with the great convenience in
transportation, communication and market infrastructures. In history, these geographical advantages
always lead the advance development compared to the interior lands.

® Opper, S. (2001), ‘Dual-track ownership reforms: lessons from structural change in China, 1978-
1997", Post-communist Economies, 13 (2), Jun2001, pp. 205-227.

! Wu, Jing-lian (2003), Contemporary China’s Economic Reforms, Shanghai Yuandong Press.,
Shanghai, p6S.
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Since then the ‘dual-track economic system’ has been formally in operation. This
approach has fostered the basic market environment for the non-state economy’s
growth and prosperity. It has matched the general strategy as the institution to

promote the formation of a dominant market-oriented economy. Gradually prices

in the domestic market matched prices in international markets as the share of the
non-state economy increasingly grew. At the beginning of 1990s, planned
commodity prices no longer dominated the domestic commodity circle. A
countervailing tendency has also existed where trade and investment barriers
between provinces grew, inhibiting Inter-provincial competition. This potential
balkanization could be observed at times during the late 1980s and early 1990s as
the dual-track pricing system gradually phased out price controls (Young, 2000;
Xu and Voon, 2003)* (See Table 1.4). Most economists (Qian, Roland and Xu,
2006; Morphy, Shelfer and Vishny, 2000)* agree this dualistic approach has had
more advantages for the transition of China’s economy. The problems and

challenges for the State-enterprises operating under this ‘dual-track economy’ are

elaborated in section 6 of this chapter and in chapter 2.

Table 1.4 Percentage of Transactions at Market Prices (By Transaction Volume)
_

Retail commodities Agricultural commodities Producer goods

Market State State Market State State Market State State
Year guided  fixed Guided Fixed zuided Fixed
1978 0% 3% 97% 6% 2% 93% 0% 0% 100%
1985 3% 19% 47% 40% 23% 37% 13% 23% 64%
1991 69%% 10% 21% 58% 20% 22% 46% 18% 36%
1995 89% 2% 9% 719% 4% 17% 78% 6% 16%
1999 95% 1% 4% 83% 7% 9% 86% 4% 10%
2001 96% 1% 3% 94% 3% 3% 88% 3% 10%

2003 96.1% 1.3% 2.6% 96.5% 1.6% 1.9% 87.3% 2.7% 10.0%
M

Source: National Reform and Development Commission and Price Yearbooks

Third Stage: The Growth of Reforms Since 1994
The Theory of Integral Reforms

2 Young, A. (2000), ‘The razor's edge: distortions and incremental reform in the People’s Republic of China’,
Quarterly Journal of Economics, 115(4), Nov2000, pp1091-1135.

Xu, Xin-peng and Voon, J. P. (2003), ‘Regional integration in China’, Economics Letters, 79 (1), Apr2003,
%p35-42.

Qian, Yit}g-):i, Roland, G. and Xu, Cheng-gang (2006), ‘Coordination and experimentation in M-form and U-
form organisations’, Journal of Political Economy, 114 (2), Ap2006, pp366-402.

Morphy, K. and Shelfer, A. and Vishny, R. (1992), “The transition to a market economy: pitfalls of partiat
reform’, Quarterly Journal of Economics, 107 (3), pp. 889-906.
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Starting 1n the middle of the 1980s, the reforms in an all-round-way were pushed
forward by Deng Xiao Ping. The theory of ‘reforms in an all-round-way’ was
generated amid the process of designing reform plans for systems of price, taxation
and finance. The designers realized that reforms were needed in all aspects of the
economic system. The market economy should be a “totality” requiring every aspect
of the economy 1n harmony. The only paradigm that could replace the command
economy was the market-oriented economy as it was the only mechanism available
for effective resources deployment and distribution. A market economy is an organic
system that 1s comprised of three main systems: (1) those independent enterprises
with self-operating and self-responsibility for loss and profit; (2) a competitive market
system; and (3) a macro-control system through spontaneous market adjustments.
T'hese three systems are integrated and so reforms should be exerted in these three
aspects synchronously as a whole. (Wu, 1985)**

The Measures and Executory Schemes for ‘Reforms in All-Round-Way’

In November 1993, the 14™ Plenary Session of the Communist Party Central

Committee decided how to build a socialist commodity market system’. This

consisted of the following elements™:
(1) Reform of Finance and Taxation
The old revenue-sharing system was replaced by the implementation of a
unified ‘Tax-sharing system’ and ‘VAT’ for central and local governments
based on their administrative authority. A system of taxation was established to
meet the needs of the market economy, in order to facilitate fair market
competition, particularly national taxation laws.

(2) Reforms of Finance and Banking

A unified, open, fairly competitive and strictly managed financial system was
established. The national banks remained as the mainstay, while other types of
financial agencies were allowed to coexist. Concrete reforms were as follows:

a) The establishment of a ‘Central Banking System’, to execute currency
policy under the administration of the central government.

b) National banks were to be set up to operate as professional commercial

banks and provide various business and financial services.

** Wu, Jing-lian (1985), Economic mechanisms and coordinated reforms, anthology of Wu Jinglian,
Shanxi People Press, Tai Yuan.

25 : . . . .
These are summarized and referenced from the literatures achieves on the official websites
www.chinatoday.com & www.china.org.cn and www.china-un.org (accessed 26" September 2004)
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c) The setting up of specialist merchant banks for imports and exports,
agriculture, etc. These were made responsible for providing low-interests loans
for government-assigned projects.

(3) The Setting-up of A System of Foreign Exchange Administration

The government determined two steps for the reform of the foreign exchange

system. The first step was to eliminate the double standards of foreign

exchange rate between domestic enterprises and foreign enterprises; to realize
the merger of dual-tracks of exchange rate, so that the currency of Renminbi

(RMB) could be partially convertible. The second step depending on the actual

situation at the time, was to abolish control over capital flows and to realize

RMB currency as fully convertible currency.

(4) The Reform of State-own Enterprises

This proposed the “further conversion of mechanisms of operation in State-

owned enterprises, establishing them as suitable modern co-operations with

manifest efficiencies to meet the increasing demands of the market economy.”

(5) Establishing a New System of Social Security

This created an institutional system that comprised social insurance, welfare,

medical insurance, retirement system, etc.

Since 1994, state-owned and controlled enterprises are no longer the
determining force of the economy, and the rapid growth and emergence of private
enterprises has taken precedence in the evolution of market socialism. Table 1.5-A,
demonstrates the rapid growth of the private-owned sectors of which GDP share has
increased from 33.8% in 1990 to 47% in 2001; accounting for almost half of total
GDP. Such mixed ownership and control under state planning is one of the distinctive
characteristics of Chinese state socialism.

Tablel.5-B, illustrates the main indicators of four types of enterprise as emergent
economic components in China in 2004. Privately-owned enterprises make up 57.70%
of the total number of enterprises and 31.63% of gross industrial output by
comparison to 12.88% and 32.66% for state-owned enterprises. Privately-owned and
foreign-invested enterprises comprising the private economy create the majority
profits and sales revenue, which together account for 66.25% of total sales revenue
and 54.94% of total profits. These figures demonstrate that the private economy has

become the mainstream in Chinese market socialism and the state sector has lost its

dominate role.
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Table 1.5-A  The Percentage of Economic Components in China’s GDP Share (%)

YEAR STATE-OWNED COLLECTIVE-OWNED

1990
1995

47.7
42.1

18.5
20.2

1996 21.3
1997 38.4 22.1

1998
1999

38.9
37.4

19.3
18.4

2000 37.3

37.9

16.5
14.6

non-state and non-collective-owned. But it excludes foreign-owned enterprises.

Source: China Statistic Yearbook (selected from various years).

Table 1.5-B The Percentage of Different Economic Components in China for 2004

(Unit: RMB Hundred Million Yuan and Percentage)
Total Sales

Revenue

Main Indicators Number of

Enterprises

Gross Industrial
Output Value

Four Types
of Enterprises

State-Owned and State- 35597
Holding (12.88%)

Collective-Owned 24189

Privately-Owned 119357 68013.45 62042.37 66301.87
_ (37.70%) (31.63%) (26.42%) (33.52%)
Foreign-Invested 57165 65995.21 55601.79 64736.34
— (20.68%) (30.70%) (23.68%) (32.73%)

70228.99
(32.66%)
10763.76
(5.01%)

109708.25
(46.72%)
7473.12
(3.18%)

56234.54
(28.43%)
10532.40
(5.32%)

National Total 276,474 215,001 234,826 197,805
(% Total) (100.60) (100.60) (100.00) (100.00)

Source: China Economy and Trade Yearbook 2005, pp566-572.

The Communist Party of China (CPC) is the only political party in the country.
The CPC has both central and local organizations. At the top is the Central

Committee. When it is not in session, the Political Bureau and its Standing

16

33.8
37.7

38.3
39.5

44.2

46.2
47.5

*Private-owned in this table means the all the privately-owned enterprises. In other words, all

PRIVATE-OWNED*

Total
Profits

5453.10
(41.36%)

489.04
(3.71%)
3557.24
(26.98%)
3686.64
(27.96%)

13,186
(100.00)




Committees exercise the power of the Central Committee. Both the Political Bureau

and its Standing Committees are elected by the plenary session of the Central

Committee. (Chart 1.6)

Chart 1.6 Chart of the Central Organisations of the Communist Party of China™

National Party Congress
Central Committee

Standing Cmte of

. Fokbureauy
—Cent al Mita men General secretary
r s Pokbureau members

FPohltbhureau
aternate members

Central Cmsn for Discipline Inspection Secretariat of the Central Cmite
General

Affairs Office | [Or9anization Dept Publicity Dept. Int'l Laison Dept.
'| United Front Foreign Affairs Central Party Party History
wWork Dept. Office School Research Cntr.
|
. int'| . .
Party Literature . Tamvan Affairs
ice

Policy Research
Office
h

Secunty Bureau

e ——————

*® Source: Adgpted from http://www.china.org.cn/english/features/state_structure/64735.htm
(accessed 207 April 2003)
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Standing Committee of the Political Bureau of

The CPC Central Committee as in 2007%’

da‘

Hu Jintao

Jia Qinglin

Wu Guanzheng Li Changchun

e —— e — e ——— s

Other Members of the Political Bureau of the Central Committee

Wang Lequan Wang Zhaogquo Hui Liangyu (Hui)
Liu Qi Liu Yunshan Wu Yi (f.)

Zhang Lichang Zhang Dejiang Chen Liangyu
Zhou Yongkang Yu Zhengsheng He Guoqgiang
Guo Boxiong Cao Gangchuan Zeng Peilyan

Alternate Member of the Political Bureau of the Central Committee

Wang Gang

Members of the Secretariat of the Central Committee:

Zeng Qinghong Liu Yunshan Zhou Yongkang He Guogiang
Wang Gang Xu Caihou He Yong

Military Commission of the CPC Central Committee:

27 « 1/ | AN, a4 RN . J .
http:/7appl.chinadaily.com.cn/highlights/party 16/structure2.html (accessed 20 January 2007)
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Chairman: Jiang Zemin
Vice-Chairmen: Hu Jintao, Guo Boxiong, Cao Gangchuan
Members:

Xu Caihou Liang Guanglie  Liao Xilong Li Jinai

CPC Central Commission for Discipline Inspection:

Secretary: Wu Guanzheng
Deputy Secretaries:

He Yong Xia Zanzhong Li Zhilun Zhang Shutian
Liu Xirong Zhang Huixin Liu Fengyan

The Communist Party is a unified entity organized according to its program,
constitution and principles of democratic socialism. Its Constitution stipulates that any
Chinese worker, farmer, member of the armed forces, intellectual and any advanced
element of other social strata who has reached the age of 18 and who accepts the
program and constitution of the Party and is willing to join and work in one of the
Party organizations, and carry out the Party’s decisions and pay membership dues

regularly, may apply for membership.

The National Party Congress

The Party’s organ of supreme power, the National Party Congress, is held once

every five years, and is convened by the Central Committee. Its functions and powers

are to hear and examine the report of the Central Committee; to hear and examine the
report of the Central Commission for Discipline Inspection; to discuss and decide on
major issues of the Party; to revise the Party constitution and to elect the Central

Committee and the Central Commission for Discipline Inspection.

The Central Committee

This is elected by the National Party Congress. When the National Party
Congress is not in session, the Central Committee leads all the work of the Party and
represents the CPC outside the Party. It is elected for a term of five years.

The Political Bureau, Its Standing Committee and the General Secretary

They are all elected by the plenary session of the Central Committee. When the
plenum of the Central Committee is not in session, the Political Bureau and its
Standing Committee exercise the functions and powers of the Central Committee. The
Secretariat of the Central Committee is the administrative body of the Political Bureau

and its Standing Committee. The general secretary of the Central Committee is
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responsible for calling sessions of both the Political Bureau and its Standing
Committee, and is in charge of the work of the Secretariat of the Central Committee.

Members of the Central Military Commission of the CPC are determined by the
Central Committee.

Under the Central Committee of the CPC are such offices and departments as the
General Affairs Office, the Organization Department, the Publicity Department, the
International Liaison Department, the United Front Work Department and the Policy
Research Office.

Local organisations of the CPC include congresses of various provinces,
autonomous regions, municipalities directly under the Central Government, cities
with districts, autonomous prefectures, counties and cities without districts as well as
districts of cities. The committees elected by the congresses listed above serve a term
of five years. Grassroots organizations of the Party, where there are more than three
full members of the Party, are set up in enterprises, rural villages, organizations,
schools, research institutes, neighbourhoods, the People’s Liberation Army,
companies and other basic units.

Discipline inspection commissions are also set up at various levels of the CPC.
Their major tasks are to maintain CPC’s constitution and other inner Party rules and
regulations, assist Party committees to strengthen the Party style, examine the
implementation of the lines, policies, principles and decisions of the Party. The
Central Commission for Discipline Inspection works under the Party Central
Committee. The local discipline inspection commissions work under the dual
leadership of the Party committees at the same level and the discipline inspection
commissions at the next higher level. The term of office of discipline inspection
commissions 1s the same as that of the Party committees. The People’s Daily is the
paper of the CPC Central Committee while Seeking Truth is the Party’s magazine. '

The Central Military Commission of the People's Republic of China (CMC) is
the highest state military organ with the responsibility of commanding the entire

armed forces in the country. Led by a chairman and consisting of vice chairmen and

members, the Commission is elected for a term of five years and can stand for

reelection.

The presidency of the People's Republic of China, as the head of the state, is an

independent organ of the state which, as an office of state power itself does not decide
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on state affairs, but exercises its power according to decisions of the National People's
Congress and 1ts Standing Committee.

The current president is Hu Jin Tao, who was newly elected in 2003. Jiang Ze
Ming was the previous president and now is the chairman of Military Committee. The
Premier 1s Wen Jia Bao, who replaced the previous Zhu Rongjin. The President
exercises the power of the head of the state, according to decisions of the National
People’s Congress and its Standing Committee. In foreign affairs, the President
represents the People’s Republic of China and enjoys the highest right of
representation of the state. In terms of procedural, ceremonial and symbolic
significance, the presidency is the highest position of the state. In essence, however,
the presidency does not decide any state affairs but acts according to decisions of the
NPC and its Standing Committee. According to the Constitution, the President of the
People’s Republic of China exercises both domestic functions and powers and those
In foreign affairs.

Mass organizations are an important component of the political institutions of
China. Despite the fact that they are non-governmental organizations, the All-China

Federation of Trade Unions, the Communist Youth League of China and the All-

China Women's Federation exercise, to a fairly large extent, some of the functions of
the government. As a result, the tasks, the organizational setup and posts of leaders of

some mass organizations are decided by organs of the central authorities. For the

same reason, these organizations receive appropriations from the state treasury for
funding.

There are two major ideologies that compete with each other within the
Communist Party. One is the “state economy” approach, which emphasizes the need
to maintain state control over economic activity. (Aoki and Jin 1997)*® The other is
the “market economy” approach which argues the state should develop the economy
through encouraging market forces. (Wolf, 1988)* This is by the state supporting
enterprises associations, financial agencies, agriculture unions and other activities to

encourage marketing functions in the economy. The present Chinese government

favors this latter approach.

% Aoki, M. and Jin, Y. (1997), The functions of government in Asian Crisis, China Economics Press,
Beijing.

* Wollf, C. (1988), Market and Government trade-off two imperfect options, China Development
Press, Beijing, pp55-57.
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In the 1980s, state-sponsored reforms were only intended to make the existing
central planning system more flexible and efficient by decentralizing the
administrative system and by making state-own enterprises more efficient. It meant
the prohibition and restriction of private economy and free market, but promoting the
mainstream of public ownership. The all-round shift toward market economic reforms
took place 1n 1992, after Deng Xiao Ping clarified the concept of the market economy
to be the cardinal plank of government policy and to replace the state-planned,
socialist economy. Deng Xiaoping (1992)*" said:

“From the very outset there are different opinions concerning the establishment
of special economic zones, fearing whether this meant practicing capitalism.
Shenzhen's construction achievements have answered those having worries of one
kind or another, the special zone is "socialist”, not "capitalist” in nature. Judged from
the situation in Shenzhen, public ownership is the mainstay, foreign investment
accounts for only one-fourth. Take that part of foreign capital for example, we can
benefit from taxation and labor service! Don't be afraid of the establishment of more
Sino-foreign cooperative enterprises, Sino-foreign joint ventures and solely foreign-
owned businesses. We need not be afraid so long as we are clear-headed. We have
advantages, large and medium-sized State-owned enterprises and township
enterprises, more importantly; we have the political power in our own hands.”

Xiaoping also said also about the Shenzhen economic zone;

“The "four small dragons" (Hong Kong, Taiwan, Singapore and South Korea) in
Asia have developed very rapidly, so has your development. Guangdong should strive
to catch up with the "four small dragons"” in Asia. In a 20-years' time... ... not only
should we develop the economy, we should also create a good social order and a
good social mood. We should surpass them in material development and cultural and
ethical progress. This and this alone can be regarded as socialism with Chinese
characteristics. Singaporean social order is good, because the country is under strict
control; we should learn from its experiences and should exercise better management
of society.”

Deng’s 1992 speech confirmed the political direction of economic reforms, the
relevant supporting policies and the removal of several state constraints in the

economic sphere. FDI and private enterprises began to grow rapidly, and a market

o —

% http://app ] .chinadaily.com.cnmighlights/partxl 6/leaders/dengtour.htm (accessed 8th October 2004)
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system based on hybrid forms of ownership emerged with the government’s approval.
At the same time, the government retained ownership over its four heavy and vital
industries; the State security industry; natural resources monopoly; public service and
communal products sector; and high-technology.’' As the progress of market reforms
would not take place by itself, it has been sponsored by the government. The
accession to membership of the World Trade Organization has further urged and
spurred the progress of both economic and political reforms in China. However,
political reform 1s a major challenge for the Chinese government, as there are
inherited traditions from China’s command political economy as well as from

historical feudalism, which still influences the ways of people’s thinking.

1.4 Some Characteristics of the Chinese Economy

China has been the largest laboratory for extraordinary economic revolution for
over two decades. The ultimate goal of reform is to improve the efficiency of the
utilization of resources to generate economic growth and increase the wealth of the
nation. A complete centralized planning socialist economy” in the past displayed
serious inefficiencies in utilizing and distributing resources, which resulted in low
productivity. The reforms launched in the early 70s for step-by-step economic
improvement were initiated in the agriculture sector. In terms of outcome, the past 25
years of reform has witnessed sustained, rapid economic growth, with the average
annual growth rate of GDP in the 1979-2005 period reaching 10.2 percent in 2005 and
the total GDP volume exceeding 18 trillion RMB. (Table 1.7)" Along with rapid
economic development, China's impoverished population (population with daily
living cost less than one US dollar) has decreased by 147 million, accounting for 84.5
percent of the total volume of reduction in the poverty-stricken population of the East
Asian region. China's impoverished population has also decreased to around 30
million (Dong et al, 2003).”* Poverty has always been a difficult problem plaguing

various countries around the world; it has seriously affected the stability and

& ':;l“he c!eterminations on key issues of the State-own enterprise reform and development’ (1999) CPC
15" National Congress of Central Committee. www.chinadaily.com.cn (accessed 30™ September 2004)

: Originally it was imitated from Marx theory and Soviet Model in 1949.
 China §tgtt.9txcs Yearbook 2006. compiled by National Bureau of Statistics of China, China Statistics
Press, Beljing, p27.

e Dong,‘ P. et al _(?003), China economic analysis and prospect in 2003, Economy and Sciences
Publications, Beijing, p12.
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sustainable development of the world economy.”” As a developing socialist country
with a large population and territory, China has enjoyed sustained, rapid economic
development, providing constantly improving living standards for its people, thus

making important contributions to the sustainable development and prosperity of
humankind. These achievements may be the envy of those countries implementing a

‘Big Bang’ strategy as in Central and Eastern Europe.

Table 1.7 Statistics of GDP of China from 1990 to 2005

Year | Annual GDP (unit: RMB hundred million) | GDP Growth rate (%)
1990 | 18667.8 | 3.8 |
1991 ~ 21781.5 ’ 9.2 |
1992 269235 Ll | 14.2
1993 o 35333.9 bt reseidd
1994 | ) 48197.9 | 13.1

1995 ~ 60793.7 10.9 |
1996 | 71176.6 10.0

| 1997 | 78973.0 9.3

1998 | T 84402.3 | 7.8

1999 e 89677.1 l 7.6
2000 99214.6 84

2001 = 109655.2 l e B e
2002 hapaiionciog L : 9.1
2003 jore e 15822 80w, kot Sodill |
2004 ~ 159878.3 Ti o= 0 ]
2005 183084.8 | 10.2

Source: China Statistics Yearbook 2006, p57.

1. 4.1 China’s Economic Development Model

The vigorous, sustained and rapid growth of China's economy has become a
flash point in world economic development and has received close attention from the
international community. The UN "World Economic Situation and Prospects for
2003" stated that China has become the "locomotive" for Asian economic growth
(Joshua, 2004).”® This may not be very precise but it nevertheless indicates that China
Is making ever-greater contributions to the world economy. These stunning
achievements in economic development are appealing to other countries that now

recognize China’s economic development model. The Foreign Policy Centre of UK

3 . http://www.unchina.org/about_china/html/poverty shtml (accessed 3rd October, 2004)
** Joshua, R. (2004), Report of The Beijing Consensus, The Foreign Policy Centre, UK.
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(2004)°’ states;

“China has begun to remake the whole landscape of international development,
economics, society, and by extension, politics. The Beijing Consensus replaces the

widely discredited Washington consensus, and shows how countries develop their way

of life and political choices.”

In contrast with Russia and other ex-socialist countries which experienced
collapses in economic reforms, China is a distinctive model of success. Christopher
Marsh, director of Asian studies at Baylor University, has observed:

“The Chinese are actively studying ‘what went wrong  in Russia and other
countries in Eastern Europe, hoping to devise policies that can continue to promote
economic growth and a gradual deepening of pluralism, without resulting in a violent
or sudden collapse of the current system. Ideas such as contrasting a ‘controlled’ as
opposed to an ‘uncontrolled’ transition permeate the scholarly research in China on
post-Soviet Russian politics.”

Yet the Chinese model of controlled reforms may prove to be more beneficial,

over the long run, for creating states and societies that are both more open and stable

than the “creative destruction” that marked Boris Yeltsin’s Russia.’®

1.4.2 Debates of the ‘China Model’

The Chinese development model, known as ‘Chinese Market Socialism’, 1s still
reviewed as controversial. There are still many challenges ahead. Some western
economists (Dorn, 2001; Dorn, 2004; Nove,1989; Stiglitz 1998)39 argue against
market socialism, arguing that markets must be based on voluntary exchange.
According to them, socialism destroys the spontancous nature of markets and
substitutes government control for individual responsibility. Market socialism, even

with ‘Chinese characteristics’, is an unnatural and artificial system which, like the

Yugoslav experiment with workers’ management, is destined to fail.

£ http://www.un.org/esa/research.htm (accessed 5th October 2004)

*® http://www.inthenationalinterest.com/Articles/Vol3Issue6RealistPFV.html (accessed 7th October
2004)

*Dorn, J. A. (2001), ‘Creating Real Capital Markets in China’, CATO Journal, 21 (1),
Spring/Summer2001, pp65-75.

Dorn, J. A. (2004), ‘Creating a constitutional order of freedom in emerging market economies’,
Economic Affairs, 24 (3), Sep2004, pp58-63.

Nove, A. (1989), “The limits of full economic accountability’, Problems of Economics, 32 (3),
Jul1989, p25-35.

Stiglitz, J. E. (1998), Whither Socialism? The MIT Press. London.
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But the reality is quiet the reverse. China’s model seems to be prosperous instead
of falling into failure or chaos. The consequence of reform experiments over two
decades has strongly rebutted such claims. However, the Communist Party of China
faces new challenges. For example, the needs to diversify the ownership of state-
owned enterprises, and to consummate laws in many fields of business activity are not
easy tasks to complete due to the weak infrastructure of the market. There is also the
demand for the banking sector to act as an open capital market in order to embrace the
forces of globalization. The control from government and demands of the free market
economy are in friction. How to balance these conflicts is a challenge to the Chinese
government. Incomplete legal systems are obstacles to bold movements of reforms.
No experience of such reforms in other countries can be learned for reference, as
China is developing and creating an explicitly new model by itself. Since the adoption
of globalization in late 1996, the Party has recognized that economic globalization 1s a

double-edged sword for China. The Asian financial crisis in 1997-1998 revealed the

effect of this double-edged sword of globalization; that is, the challenges 1t presents as
well as the opportunities. For example, the international market gives Chinese firms
more business opportunities to enlarge their sales and expand their market, but it also
means greater competition and a more complex environment to handle. It 1s just like a

double-edged sword: it can beat your enemy while it might also hurt yourself it you

don’t use it properly.

1.4.3 Summary of Characteristics of Chinese Market Socialism

In line with the advocacy of the Communist Party”’, the Chinese characteristics

of market socialism can be summarized as follows:

(1) The essence of socialism is to liberate and develop productive forces,
eliminate exploitation and polarization, and finally achieve common prosperity. To
reach this goal, i1t 1s committed to adhere to socialist principles, which retains a
dominant position for public ownership and system of distribution. However, 1t also
incorporates the need for markets and private ownership. This redefinition permits
features of capitalism to co-exist within a regime of state socialist control.

(2) China 1s at the primary stage of socialism and will remain so for a long period

of time, because of the nature of Chinese society and its present stage of development.

* http://www.politicalaffairs.net/article/view/36/1/1/ (accessed 8" October, 2004)
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China has a large population and disparities in the level of development in different
regions. The productive forces are also far from developed.

(3) China’s economic system combines the basic socialist system and market-
oriented economy. In the process of exploring socialism, the full development of a
commodity market economy is a phase that cannot be surpassed during socialist
economic development. This is a breakthrough from traditional thinking that a
planned economy equals socialism and market economy equals capitalism. Besides, it
is believed there is no fundamental contradiction between socialism and a market
economy. A market economy is indispensable to the allocation of resources in
socialized production. Combining socialism with the market economy is an
innovation of Marxist theory in socialist economy. This significant innovation is a
distinctive feature of the ‘China Model’, which generates a hybrid market structure
encompassing both public and private ownership.

(4) China 1s still in the process of building ‘rules of the game’ for a market-
oriented economy. It means the market legal framework is incomplete. The
coexistence of the planned economy and the market economy means the government
stills greatly interferes in market exchanges and transactions and political factors
influence the direction of economy. Though economic reforms have allowed
enterprises to independently operate in the market place, production materials, land,
investment, funds and loans are still controlled by either central or local governments
and are allocated by the way of government administration.

(5) Regional imbalances in economic developments have been generated from
the implementation of government policies. Coastal economic clusters have not been

caused by the spontaneous tendency of business, clustering, but artificially engendered

by government policies for ‘economic zones for foreign investment’. Foreign
investments are forced to operate in these tailored zones as part of experiments in the
market-economy. As the market economy matures, these zones will disappear.
However, they are still operated at the current stage of market socialism and represent
a distinctive characteristic.

(6) The Communist Party of China emphasizes the need to build a socialist
spiritual civilization (socialist cultural and ideological progress). Socialist spiritual
civilization is a significant feature of socialist society. It is seen as an important goal
and guarantee of modernization in China. The Party believes that socialism with

Chinese characteristics can only be built on both material and cultural and ideological
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grounds. Economic development offers the material basis for spiritual development
while in return, cultural and ideological progress provides the ideological motive
force and intellectual support. Since Mao’s time, the construction of spiritual
motivation other than material stimulation has been stressed as the main task of
civilization. This tradition has never changed under the market economy and although
the material incentive has been proposed, spiritual civilization is still the prior
emphasis in Chinese society. It can be regarded as a cultural characteristic of Chinese
market socialism.

So far a socialist market economy in the primary stage has been established. The
public sector of the economy, as a dominant economic component, has contracted and
the reform of state-owned enterprises steadily advanced. Non-public sectors of the
economy such as the self-employed and private-owned economy including foreign-
owned economy have rapidly developed. Market systems are being built and the state
continues to improve its macro-control mechanism. The reform of finance, banking

sectors, housing and governmental structures is proceeding.

1.5 Foreign Direct Investment (FDI) and Economic Development

China’s open door policy towards foreign direct investment was initiated as part
of the overall reform and open door policy launched by Deng Xiaoping in 1978.*
From a general overview of China’s market conditions for the past ten years (1992 —
2002), it was elaborated as a basic and featured development of the Chinese economy.
The present methods of driving China economic growth are to attract FDI and issue
national bonds (for government spending), as well as to encouraging export growth.

What does the Chinese government do to attract FDI? What kind of foreign policy

does the Chinese government implement to promote FDI, while seeking to protect its
national industry from the severe impact of FDI inflows? How does this Open policy
fit into a socialist market economy? Basically, foreign policies are exerted under the
principle of gradualism and only have been implemented in tailored Special
Economic Zones which are sometimes also called Economic Development Zones
(EDZs). These are experimental areas for foreign investment. These offer preferential

tax and administrative treatment to foreign firms locating there. Also, for the first time

4 The turning point was the 1 1" general assembly of the central committee of the Chinese communist
party in which the legacy of Cultural Revolution was officially repudiated and a resolution was adapted

tc; E,h; effect that emphasis would be placed on the modernization of socialism in the policies to start in
1979.
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In modern Chinese history, wholly-owned foreign enterprises are permitted in EDZs.

The regulations and constraints over FDI disclose the role of the regulatory

environment over foreign investment, which is an important feature of the governance

of market socialism.

1.5.1 Foreign Direct Investment (FDI) in China

FDI has been a major and fast-growing contributor to mainland economy in
recent years.*’ Foreign trade and FDI not only attract capital and managerial skills,
but also provide jobs, diversifies the economy and facilitates technology transfer.
They also provide access to global market information, global production and global
distribution networks that link the mainland more closely with the external economies
that China needs to penetrate. WTO membership also makes China more attractive to
foreign investors because they compete on equal terms with Chinese firms.

As shown in Table 1.8, FDI into China gradually increased in volume from 1979

to 1991. However, in this period, foreign enterprises in Economic Development Zones
had tight restrictions. They were permitted to operate only within the geographical
area designated as Economic Development Zones. Naturally their businesses were
confined to ‘passing trades’, in which they bring in intermediate inputs from overseas,
process them and export the final products to other countries. Although they were
given preferential treatment for imports and exports, foreign enterprises were not
allowed to transfer the foreign exchanges they earned to the source country directly
unless this was approved by the National Tax Bureau (NTB) and Foreign Currency
Administration Bureau (FCAB). We may call this the first phase in China’s open door
policy towards FDI (Branstetter and Feenstra, 2002).%

*? This point has been stated in the chapter 2, 2.1.1 FDI in China.

* Branstetter, L.G. and Feenstra, R.C. (2002) ‘Tade and Foreign Direct Investment in China: a political
economy approach’, Journal of International Economics, 58 (2), pp335-358.
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Table 1.8 FDI Stock from 1979 — 1991

Unit: US$100 Million

| ] LS
Year No. Of Projects |Contractual Value*'| Realized Value®
1
1979-1982 920 | 49.58 17.69
= |
1983 638 19.17 9.16
L : ~_I. - it R il — =F
1984 2,166 28.75 14.19
| ol i3 1 -
1985 3,073 l 63.33 19.56
1986 1,498 | 33.30 22.44
- ‘ — 1 t— .
1987 2,233 37.09 23.14
r = = - | S
1988 5,945 52.97 31.94
1989 3019 56.00 33.93
- — — 4 S —
1990 1,273 | 65.96 34.87
l - + S— - -
1991 12,978 119.77
e — = F=Ch
Total | 42,503 525.92 250.58
|

Source: China Statistics Yearbook 2000

The second phase corresponds to the period between 1992 and 2005, when the
decision to join WTO was made by the government. A series of deregulations on FDI

were introduced in this period. There was a surge in FDI as can be seen in Table 1.9:

the trend of FDI inflows has overtly grown year by year from 2002 to 2005.

1.5.2 What Do FDI Statistics Tell Us?

Since the latter half of 1999, most economies in Asia that were hit hard by the
financial crisis have recovered. As a result, they are now more able to invest in China,
and Asia is China’s number one source of Foreign Direct Investment. Y (Table 1.10)
Japan, Korea, and Singapore, accounted 25.26% of total FDI inflow in China. In

addition there is a regional FDI inflow of 37.61% from Taiwan, Hong Kong and
Macao of China.

= = ———

* Contractual value means the value of contracts between foreign invested companies and Chinese
companies/governments signed for investment intention.

** Realized value means the value of foreign investments has been actually implemented and arrived
according to the contracts.

** Statistics of FDI are sourced from MFTEC (http://www.tdctrade.com/econforum/boc/boc030101.htm
accessed 12th October, 2004)
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Table 1.9 FDI Stock from 1992 - 2005

Year No. of Projects | Contractual Value Realized value

1992 48,764 581.24 110.08
47,549 826.80 337.67

2055 72

Source: China Statistics Yearbook 1998, 2003, 2006

Unit: US$100 million

1995

1,565.88 640.72

*" China Statistics Yearbook 1998, 2003 and 2006, National Bureau of Statistics of China, China
Statistics Press, Beijing.
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Table 1.10 China’s Top-15 FDI Sources by Countries or Regions in 2005

Unit; USD$ million

6

4

8. Cayman Islands 1947.54 3.54

12. United Kingdom 964.75 1.75

13. Mauritius

15. Macao, China

907.77 1.65

600.46 1.09

55046.90 100

Source: China Statistics Yearbook 2006, p733-753.

As the table 1.11 below shows, developing countries have recorded a fluctuating
increase of FDI by contrast to a gradual decline in developed countries. China's FDI
has reached USDS53.51bn in 2003; up 14.14% and overtaking the USA as the largest
recipient of FDI. China, after joining the WTO in 2000, has accelerated its open door
policy. During its first year as a member, China's investment environment has proved

to be more attractive in a volatile global environment. All these factors have helped to
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push FDI inflows to reach USDS53.51bn in 2003, or more than 9% of the global
total.*®

Table 1.11 FDI Inflows and Global Share

Unit: USDS billion and percentage

11990 | 1995 [ 1999 [ 2000 2001 2003
China 3.49 37.52 40.32 40.71 46.88 53.51
(1.67%) | (1133%) | 3.75%) | (2.93%) | (6.38%) (9.56%)

58.77 294 .98
17.75% 27.44%
Developed 203.46 829.82

countries 61.46% 77.19%

Developing 36.90 113.34
Countries 17.69% 34.23%
208.65 331.07

Source: National Bureau of Statistics of China, ‘World Statistical Data 2001, 2002, 2004’

314.01 124.43 29.77
28.34% 16.93% 5.32%

1107.99 503.14 366.57
79.83% 68.44% 65.51%

222.01 237.89 204 .80 172.03
20.65% 17.14% 27.86% 30.74%

1075.05 1387.95 735.15 559.58

Table 1.12 reveals that foreign investment has gone into the manufacturing
sector with approximately 70.95% of the total share; real estate accounts for 9.81%.
What 1s the favorable mode of market entry for foreign firms? Table 1.13

illustrates the largest amount of FDI value (429.61 million US$) is in the form of
wholly-owned foreign enterprises which account for 67% of total FDI. The second

largest (146.14 million USS) is in the form of joint-venture enterprises with 23% of
total FDI.

‘_‘* In late October 2003, United Nations Conference on Trade and Development (UNCTAD) released
Its annual forecast, providing an overview of global FDI flows. This point is one of their findings.
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Table 1.12 Foreign Direct Investment by Sector in China in 2004

i

Unit: USD 100 million

_l —_
Number ‘
of
Projects Contracted Realized
Sector (unit) |Share%|Value® J%are% Value™ | Share%
: s " -
griculture, Forestry, Animal
usbandry and Fishing 11.30 2.59% 3270.96 2.13% 1114.34]  1.84%
ining 2.79 0.64% 1155.81f 0.75% 538§
— ' | - -
anufacturing (-]69.60“/ 109735.76{71.50% 43017.24) 70.95%
roduction and Distribution of
lectricity, Gas and Water 4.55 1.04% 3960.49 2.58% 1136.24 1.87%
onstruction 0.94%, 1768.89| 1.15% 771.58] 1.27%
ransport, Storage and Post 6.38] 1.46% 2372.6 1272.85] 2.10%
Information Transmission,
Computer Services and Software 16.22) 3.71% 2021.37] 1.32% 916.09, 1.51%
Wholesale and Retail Trade 3.89% 2500.531 1.63%
Hotel and Restaurants 11.74] 2.69% 2168.87| 1.41%
Ea === _ B} & ™
Financial Institutions 0.43] 0.10% 575 411 0.38%
| =
IReal Estate 17.67| 4.05% 13488.02| 8.79%
Leasing and Business Services 26.61| 6.09% 6742.48| 4.39%
cientific Research. Technical .
IService and Geologic Prospecting 6.29 1.44% 1006.41 0.66‘Vj 293.84] 0.49%
anagement of Water
onservancy, Environment and |
ublic Facilities 822.09 0.54% 229.111 0.38%
ervices to Households and Other
ervices 542.51| 0.35% 157.95
ducation 172.74] 0.11% 3841 0.06%
Total 153478.95 100% 60629.98 100%

Source: thna E_xtemal E’:cqnomic Statistical Yearbook, compiled by Department of Trade and External
Economic Relations Statistics, National Bureau of Statistics, People’s Republic of China, China

Statistics Press, Beijing, p124.

49 : . .
Contr_actual value means the value of contracts between foreign invested companies and Chinese
companies/governments signed for investment intention.

50 . " . . .
Realized value means the value of foreign investments has been actually implemented and arrived

according to the contracts.
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Table 1.13 Amount of Foreign Investment by Type in 2005

Unit: USD$100
Million
TYPE Number of Projects| Contracted Value’'| Realized Value™
| Foreign Direct Investments T
44001 1890.65 603.25
(Sub-total)
oint Venture Enterprises J |0403I 324 .42 14614
olly-Owned Foreign Enterprises 32308 1459.09 429.61
' ] ‘ I
Total 44001 1925.93 J 638.05

Source: China Statistics Yearbook 2006, p752.

1.5.3 Foreign Investment Laws

There are three basic laws, which have an impact on foreign forms investing in
China; the Chinese-foreign joint ventures Law; the Chinese-foreign co-operative
enterprise Law; and the Foreign-funded enterprise law. Foreign investment limited
liability companies, have to act according The Company Law, which is specially
tailored for them. The fundamental legislation covering foreign investment in China 1s
the “Law on Chinese-Foreign Equity Joint Ventures™ (promulgated in 1979, amended
1990). It was followed by the “Law on Chinese-Foreign Contractual Joint Ventures™
(1988). The “Law on Foreign Capital Enterprises” (1986) deals with enterprises
established in China by foreign investors, exclusively with their own capital.” The
laws are usually quite general and leave a lot of freedom for interpretation. There are
also about 150 detailed regulations and provisions applying to foreign investment.
The legal framework for FDI is in a process of change. As the market economy 1s still
in the process of becoming mature, the constraints and limitations placed on FDI will
be gradually removed 1n accordance with this situation changing.

In terms of industrial policy, the law maintains the guidelines for foreign

54

investors, = In which industries are classified into three groups: foreign capital

51 b 2y . .
Contractual value means the value of contracts between foreign invested companies and Chinese
companies/governments signed for investment intention.

** Realized value means the value of foreign investments has been actually implemented and arrived
according to the contracts.

** The Ministry of Foreign Trade and Economic Cooperation (MOFTEC) Website, the section of

Foreign Laws and Regulations (http://www|.moftec.gov.cn/moftec_en/law_en_index.html, accessed
on 14" October 2004).

** This guideline was effectuated on April 1%, 2002.
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encouraged industries, foreign capital restricted industries, and foreign capital
prohibited industries. The first type of industries enjoy additional incentives beyond
those that already are accorded to foreign investors, which include conservation of
material and energy, technology-intensive investments such as agricultural and
environmental technology; projects that improve product quality and raw-material
efficiency; development of energy, communications, and essential raw materials;
products in short supply and urgent need domestically; export-oriented industries;
substitutes for imports (which save hard currency); and projects in Central and
Western regions in the inland. A revised version of the catalogue (1997)°° specifies 18
industries as “restricted foreign investment industries”, which means that the Chinese
partners usually have to be the holding parties or play “leading roles” in any joint
venture. Wholly-owned foreign enterprises often are not allowed in these industries.
Restricted projects include industries that already are fairly well established in China;
sectors that are open on an experimental basis; exploration of rare and valuable
mineral resources; as well as industries subject to overall State planning, such as
grains, pharmaceutical, wholesale and retail, financial services and broadcasting.
Furthermore, for political, economic, or national-security reasons, foreign capital is
not permitted into traditional indigenous industries, such as electricity and gas, and
education and broadcasting, and those that are dangerous to state security,

environmentally damaging, or involve products made with national-proprietary
technology (Schlevogt, 2000b).>

There are two modes of entry for foreign affiliated enterprises in China: wholly-
owned subsidiary and joint venture. The joint venture (JV) mode can be broken into
several sub-modes based on the percentage ownership of the equity: foreign majority-
owned joint venture, equally-owned joint venture and foreign minority-owned joint
venture. These two entry modes can be realized by Multi-National Corporations
(MNCs) through acquisition of an existing enterprise or setting up a new enterprise in
the Economic Development Zones of China (Sun, 1999).°’ However, foreign
enterprises are not confined to Economic Development Zones and their dividends are

made completely transferable. But the earnings need to be defined as net income after

:: Such catalogue can be obtained from the local governments of Economic Development Zones.
Schlevogt, K. A. (2000b), ‘Doing business in China, part II: investing and managing in China — how

to dance with the dragon’, Thunderbird International Business Review, 42 (2), March/April 2000,
?on 1-226.

Sun, Hai-shun (1999), ‘Entry modes of multinational corporations into China’s market: a
socloeconomic analysis’, International Journal of Social Economics, 26 (5), 1999, pp642-659.
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all the tax clearances by the National Tax Bureau and Foreign Currency

Administration Council before it is allowed to be transferred to the foreign exchanges

to the home country.

The imperfect laws applying to FDI development in China is a result of its recent

economic development. China, as a socialist market country, has no available model
of how to develop a successful socialist market economy. Deng Xiaoping has
described the situation of China’s open door policy, like “For the reform of Chinese
economy, we have to grope the stones by our hands in this river in order to cross it.”
“Whatever black or white cat, the one who is able to catch the rat is the best cat.”
These words simply describe the direction of China’s Open Door Policy. Although 1t
has no available model to adopt, the trial of creating this new model and gathering
experience through a gradual “opening-up” of the market is the method of the Chinese
government. It is the reason for setting up the Economic Development Zones in China,

which are then used as experimental areas for new policies and developing models.

1.5.4 Functions of EDZs in China
China’s Economy and Technology Development Zones (ETDZs) have played an

essential role in FDI development. “These years,”® developed countries have started to
move their knowledge-intensive manufacturing with high technique content to
developing countries. Economic development zones have become the hottest spots for
the individual transfer, both within China and the world at large.” said Zhang
Yansheng, a famous economist in China.”’ In accordance with the data of 2002 from
The Ministry of Foreign Economic Relations and Trade (MOFERT), a total of 43

Economic Development Zones has reported faster growth in foreign investment and

foreign trade than the national average. The ETDZs are the home to 736 foreign
funded enterprises whose contractual foreign investment totaled 6.18 billion U.S.
dollars during the first half of 2002, an increase of 34 percent compared with the same

period in the previous year, and accounting for about 18 percent of the country’s total.

Realized foreign investment in the ETDZs reached 2.86 billion U.S. dollars in 2002.%

** These years mean the time range from 1992 to 2002, when is the period for the fastest development
m growth of FDI and China’s economy since the implementation of reform.
Clted from www.peopledaily.com (accessed 15" June, 2004)

StatlsthS source: National Bureau of Statistics of China (http://www stats.gov.cn/tjsj/ndsj/ accessed
2" November 2004)
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In the classification of Economic Development Zones’ functions, these can be
specified as five types; ‘Free Trade Zone’ (FTZ), ‘Bonded Zone’ (BZ), ‘Export
Processing Zone’ (EPZ), ‘Economic and Technologic Development Zone’ (ETDZ)
and ‘High Technology Zone’ (HTZ). Preferential treatment in these various zones
includes significant reductions in national and local taxes. The preferential profit tax
rates in ETDZs (15%) and in coastal open cities (25%) compare favorably with the
national rate of 33%.°' There also are exemptions on import and export duties, land
fees, and priority treatment in the provision of basic infrastructure services and
supplies. A refund of up to 40% of the income tax paid on the foreigner’s share of
profits is available, if it is reinvested directly for at least five years.® Under the
guiding policy of encouraging exports, a refund of VAT (17%) on domestic

purchased matenals is given back to the Foreign-Invested Enterprises when the final

products are exported.

1.5.5 Restrictions Over FDI

Reform policies have significantly improved the business environment during
the past decade. Many entry barriers for FDI have been removed. For instance,
regulations and policies that limited foreign firms to joint ventures (JV), were

abolished in 2005. Policy changes covering price discrimination, foreign trade,

exchange rates, entry barriers, internal markets and financial systems, have allowed

for an increased role for substantial foreign investment. But still some constraints and
limitations remain in the regulatory business environment. To a certain extent, for
example, the state-controlled banking sector still limits the free movement of capital.
Companies must adjust to difficulties in coping with the changing regulatory
environment. This 1s particularly apt for small firms. Take, for example, the change of
regulations in the taxation system in foreign investment zones. Foreign companies
who enjoyed the benefits of tax refund did not pay deposits to local national tax
departments for years, but such benefits changed in 1999. All foreign companies had
to place advance deposits before export taxes could be refunded. Small firms

immediately suffered from this change as they didn’t have the sufficient funds to tie

up in deposits for three month. In 2000, this three month period for refunds was

°' EIU. (1999), Country fact sheet China, 5" May, London, Economist Intelligence Unit.

%2 Cheng, F. (1998), Tax incentives for foreign investment, Speech presented by Deputy Director
General, State Administration of Taxation of China.
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extended to six months. But the application process was often delayed for more than
six months due to unpredictable bureaucratic administrative systems. Even now, many
foreign firms still encounter difficulties in dealing with governmental bureaucracy and
business relationships. (Keillor et al, 2001; Schlevogt, 2000a) 53 How to handle

regulatory constraints 1s a major concern for foreign firms in shaping their strategies

for developing the Chinese market.

1.6 China’s WTO Accession
China’s accession to the World Trade Organization (WTO) is an important stage

for market liberation and deregulation. It can be seen as a strong impulse to the

progress of the market-oriented system. In addition, it has allowed China to step into

another major phase of globalization.

1.6.1 Nature of WTO
The role of WTO 1s to enforce trade agreements. The predecessor of WTO was

an association called General Agreement on Tariffs and Trade (GATT), which was
formed in 1947 by 23 countries to negotiate reductions in trade restrictions and work
toward common procedures for handling imports and exports. By 1995, 117 countries
were participating. GATT’s most important activity was sponsoring rounds, named
for the place in which each began, such as the Tokyo Round and Uruguay Round.
These negotiating rounds led to a number of multilateral reductions in tariffs and non-
tariff barriers for its members. The reductions of tariffs are not the same percentage
for all the member countries. The amount of reduction depended on countries’
different tariff levels before negotiations and their bargaining strengths. The GATT
had inherent weaknesses, such as a cumbersome closure, ‘most-favored-nation’ as
well as no-assuring compliance with agreements. Therefore, the WTO was formally

established in 1995 to replace GATT and deal with its shortcomings. (Daniels and
Radebaugh, 2001)%

® Keillor, B., Davila, V. and Hult, G. T. (2001), ‘Marketing entry strategies and influencing factors’,
Marketing Management Journal, 11 (2), Fall 2001, pp1-11.

Schlevogt, K. A. (2000a), ‘Doing business in China, part I: the business environment in China — getting

to know the next century’s superpower’, Thunderbird International Business Review, 42(1),
Jan/Feb2000, pp85-111.

* Daniels, J.D. & Radebaugh, L.H. (2001), International Business: Environments and Operations, 9"
ed. Prentice Hall. New Jersey.
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The WTO now has more than 130 members, who subscribe as a free trade
system contained in two sets of trade agreements. The first set of trade agreements are
called multilateral agreements, that include among other things, the General
Agreement on Tanffs and Trade 1994, (GATT 1994), the Agreement on Trade-
Related Investment Measures (TRIMs), the General Agreement on Trade in Services
(GATS), the Agreement on Trade-Related Aspects of Intellectual Property Rights
(TRIPS), Understanding on Rules and Procedures Governing the Settlement of
Disputes (DSU) and many other agreements. A member must accept all of these
agreements as a complete whole. The second set of trade agreements is called plural-
lateral agreements, to which members may adhere on a voluntary basis. These
agreements include, for example, the Agreement on Government Procurement (AGP)
and Agreement on Trade in Civil Aircraft (TCA). China has conducted negotiations
on these two simultaneous fronts and engaged in regular talks with WTO members on
a bilateral basis. It was during such bilateral negotiations that China and the U.S.

agreed to trade concessions and accession conditions in November 1999. China
concluded a similar agreement with the EU in May, 2000 (Hung, 2001).® China
officially became a member of World Trade Organization (WTO) at the end of 2001.
By 2005, over fifty developed and developing countries have recognized the status of
the market economy of China. China has become the third largest trading country in
the world that increasingly exerts influence in the world economy.*® Between 2006 to
2010, China will be committed to the total openness of WTO membership, after the
transition period (2001-2005). It will be a huge challenge for the competitiveness of

Chinese enterprises.

1.6.2 Reasons For China Joining WTO
Demand of Reform Policy

The demand for economic growth and improvement had become a major force in
China after the death of Mao. The people’s living standards needed to be improved
and the political status of the country in the world stage needed to be upgraded and
strengthened. These goals of a country’s development have to be closely linked to its

* Hung, T. W. (2001), ‘The impact of WTO treaties on investment in China’, Harvard Asia Quarterly,
California, 25 (2), Jun2001, pp27-50.

% China Statistics Year Book for foreign economic trading and corporation (2005) compiled by the
Committee of China International Trading Promotion and Propaganda, China Business Press, Beijing.
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economic development. As Deng Xiaoping stated in the early of 1990s°’, “Economic
growth and development is the only strong and true theoretical guide for China.” “To

seek for a sustainable economic development under a stable environment is the

essential prerequisite for reform.” Deng’s concept has become the principle of China’s

economic policies. Since China first began to open up to the outside world in1979, it
has become increasingly dependant on world trade. Total trade in 1979 was worth just
over US$ 29 billion. By 2000, this had risen to US$ 474 billion — an increase of 16
times in just 20 years.”® The position of WTO membership was compatible with China

self-selected policy of rapid economic reform, which is why there was an opportunity
for WTO agreement in 1999.

Security of World Trading Partners

China therefore needs certainty in trade and investment; it cannot afford to see its
export figures and investments fluctuate in reflection of whims of other countries’
relationships with 1it. WTO membership gives China recourse to WTO sanctions
against countries that do this. With the trading treaties with other countries, China
also enjoys the equal opportunities of investment and trade in its partners’ countries,

which efficiently and internationally promote China participation in the world market.

1.6.3 The Impact of WTO

Many economists have acknowledged that the influence of the WTO entry on
changing the Chinese market has been positive because of the ways globalization and

liberalization have contributed to China’s economic transition. It is transforming the

market conditions significantly, of which the following are the more important aspects.

Liberation and Deregulation of Market Place
(1) Import and Export trading

Thanks to China’ accession of WTO in 1999, tariffs and non-tariffs barriers are
being phased out gradually within 5 — 10 years (2005 — 2010). The Chinese
government has lowered tariffs throughout the entire period of open policy. After
WTO, China is committed to lower tariffs to meet the accession’s conditions. In
accordance with the announcement from the Chinese Foreign Ministry in 2005, China

has lowered its average tariffs to 10.1 percent from 14 percent in 2001, and abolished

°" Deng, Xiaping (1993 ). The Anthology of Deng Xiaping: the talk in the national congress of China
Communist Party (23" September, 1985), Vol. 3, pl143, The People Press, Beijing.

% «Xinhua FM spokesman: China seriously fulfills WTO commitments’, Xinhua Newspaper, 18"
September 2002. http://www.stats.gov.cn/english/ (accessed 8™ November, 2004)
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424 non-tariff measures and granted tariff rate quotas. For example, the tariff rates on
automobile have been reduced from over 100% in 1998 to 25% in 2005; for air-

conditioners, from 40% in 1998 to 20% in 2005; for motorcycles from 60% in 1998 to
40% in 2005 and for computers from 25% in 1998 to 0% by 2005.%

In addition to trade liberation concerns, deregulation of the legal environment
has taken place. The constraints and limitations on the business environment is being
reduced, which is part of the commitment from the Chinese government for being a
member of WTO. Particularly in the banking sector, the difficulty of handling foreign
currency has become a manifest obstacle for both foreign and domestic firms.

The obvious improvement from the first stage of China’s preparation to WTO
accession was the system of customs. A significant reform of structural change for the
customs system was started in 1999, in order to improve the efficiency of working
procedures of export and import by combining three originally independent and
individually administrative departments. Thus, the Commodity Inspection, Hygiene
Inspection, and Animal and Plant Inspection were cooperated into a single bureau.
This reform was successfully accomplished by 2002 and speeded up international
trade flows, simplified by the documentations of trade transparency. IT control
systems have been put in place to replace traditional paper documentation of trading
processes.

As The Economic Survey of China has pointed out (OECD, 2005) ": “The sole-
ownership socialist economy had been successfully transformed to a freer socialist
market with diversified forms of ownership. The momentum towards a more open
business environment has continued this decade with membership of the World Trade
Organisation resulting in the standardisation of a large number of its laws and
regulations and the prospect of further tariff reductions. Further changes have been
made to the constitution in 2004, stressing the role of the non-state sector in
supporting economic activity in the county and protecting private property from
arbitrary seizure. In 2005, regulations that prevented privately-owned companies

entering a number of sectors of the economy, such as infrastructure, public utilities

and financial services are abolished.”

(2) Domestic Market

% China Statistics Year Book for F oreign Economic Trading and Co-operation (2005), compiled by the

Committee of China International Trading Promotion and Propaganda, China Business Press, Beijing,
53-454,

° OECD, Economic Survey of China in 2005, chapter 2, 16™ September 2005.
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For the last two decades, China has had important policies to attract FDI, such as
beneficial tax policies, economic zones’ policies, export promotion policies for
foreign invested enterprises, etc. These policies have given foreign-invested joint
ventures special treatment in areas such as profit taxes policy and intermediate-inputs
import tariff remission. At the same time, important incentives for foreign-invested
joint ventures to export their production have been also developed. However, China
has imposed legal and de-facto restrictions to limit foreign access to domestic markets.
Indeed, many of the benefits just mentioned are conditional on export performance.
Free Trade Zones (FTZs) are mainly located in Economic Development Zones (EDZs)
where they have easy access to foreign markets. Meanwhile, domestic firms like state-
owned enterprises (SOEs) and collective-owned enterprises (COEs) enjoy several
protectionist measures but do not share many of the benefits directed at foreign firms.
Native firms sell mainly in protected local markets and face some increasing
competition from state-owned enterprises and collective-owned enterprises has taken
place. To sustain its commitment to full employment and high production the
government has directed increasing amounts of credit to state-owned enterprises. A
smooth opening of domestic markets has been taking place, but the biggest step has
yet to be implemented: the removal of special protective policies for domestic firms in
general and state-owned firms in particular. However, all the removal of non-tariffs
barriers is not an easy task to be completed due to China’s dual-tracks economic

structure. The integration process of China into WTO has advanced in many aspects

but several additional elements are required before it can be considered to be a full

member of WTO, such as banking and the capital market while the media industry is
still restricted and tightly controlled for foreign companies.

“China’s leaders have repeatedly reaffirmed that the long-range objectives of
trade reform are a more open trade regime and membership in the World Trade
Organization (WTQ0). A prerequisite of the latter is “national treatment” for Foreign-
invested Enterprises (FIEs), that is, they are not subject to legal requirements that do
not also apply to domestic firms. To this end, the Chinese have begun to take a
number of steps to reduce, and ultimately eliminate the differences between the

present export and domestic trade regimes. Some of these changes have been
mentioned above: tax breaks on investment goods for FIEs are being phased out, and
other aspects of tax treatment are becoming more unified. There are also plans to

reduce the scope of tax exemptions for all entities, foreign and domestic. If
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implemented, these reforms will tend to unify the trade regimes, and the resulting
system will be more open than the present dual regime.”(Naughton, 1996) "’

It is often reported that tariff liberation is accompanied by the liberation of FDI.
The opening of access of domestic markets to foreign production introduces
competition in markets. This affects significantly the competitive position of native
firms if foreign firms have more advanced technologies. (Claro, 2002)’* A larger
competitive market will emerge domestically. More competitors will come into the
Chinese market and more domestic and joint venture companies will expand their
markets to overseas. For the latter trend, domestic firms have to face the serious test
of whether they are competent to compete in the international market. More private-
owned enterprises will emerge in the marketplace. WTO obligations make it easier for

entrepreneurs to develop and grow in accordance with less constraints and

requirements.
(3) Improvements in the Enforcement of the Legal System

While the service and commodity markets are opening in a careful and planned
way, China has clarified and revised relevant laws and regulations, which are now
basically in accordance with WTO rules and China’s WTO commitments. A reporting
and consulting system has been set up to make its work more transparent. However, it
still remains a raising challenge for the present legal system. Albeit China had been
preparing for the WTO for some time, and now the membership has become a reality,
reshaping its legal environment in order to satisfy the requirements of the WTO

involves big modifications. To date, China has repealed legislation regarding price
controls on over 128 categories of goods. The State Council has examined all the
administrative regulations passed prior to 2005, and has abolished 221 regulations.

China has modified or is modifying laws, regulations, and rules governing areas such
as foreign investment, customs, intellectual-property protection, foreign trade, foreign
exchange, and insurance.”” Great progress has been achieved, especially in the areas
of foreign investment and intellectual-property protection. The Equity Joint Ventures
Law, the Cooperative Joint Ventures Law, and the Wholly Foreign-Owned

Enterprises Law as well as the rules for their implementation have been amended.

7 Naughton, B. (1996), ‘China’s Emergence and Prospects as a Trading Nation’, Brookings Papers on Economic
Activity, 14 (2), pp. 273-337.

" Claro, S. (2002), ‘What to expect from China’s entry into WTO?’, Journal article of Tariff and FDI
Liberation, 27 (1), Jan2002, pp35-60.

> China Statistics Year Book for foreign economic trading and corporation (2005), compiled by the
Committee of China International Trading Promotion and Propaganda, China Business Press, Beijing,
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Provisions on giving priority to purchasing in China, on foreign exchange balances,

and on required ratios of exports to domestic sales have been removed. These changes

and improvements in the legal environment, combined with access to China’s

domestic market make China attractive to FDI. (Zweig and Chen, 2007)"

Pressure on Reforming the Rural Infrastructure of the Agricultural Sector

About 65% of China’s population lives in the countryside. In 2000, there were
499 million people working in the rural economy with about 355 million working in
agriculture itself. And yet China’s agricultural sector only generates 16% of the
country’s GDP — in sharp contrast to the 50% it generated 50 years ago. (Crook,
2002)"° Nevertheless, China’s WTO entry has helped in part to resolve issues related
to protecting this sector. China’s rural economic system has been guided by its
mandatory grain-purchase system, with the production and cropping patterns
determined and planned by the central government. Such system has been changed
gradually to a market-driven mechanism since the open-policy exerted. After WTO
entry, China has gradually engaged in free international trade of agricultural products,
which means its agriculture is subject to global changes in prices, market accessibility,
trade structure and trade rules concerning agricultural products.

The impact on the agricultural sector is the benefits from preferential treatment
in free trade, especially in tariff reduction, enjoyed by all signatory countries to
GATT. China can unconditionally obtain the most-favored-nation status with all
WTO members. These give China a better opportunity to tap international agricultural
resources and markets. It also accelerates its agriculture reforms and establish an
agriculture macro-control system compatible with the market economy, thus
enhancing the production of agricultural products and sharpening the competitive
edge of China’s farm products in the international market. (Zhu, 2006)°

The negative impact on the agricultural sector is the competition arising in the
domestic market by the entry of foreign firms. As China has to open its domestic
market and revoke all non-tariff restrictions on imported farm products, the

government’s protective policies on domestic farm products are being gradually

" Zweig, D. and Chen, Zhi-min (2007), China's reforms and international political economy,
Routledge, London.

> Crook, F. W. (2002), ‘The WTO’s impact on China’s agricultural Sector’, Journal of China Business
Review, 29 (2), Mar/Apr.2002, pl2.

6 Zhu, Zhongli (2006), The security of Chinese industries afier WTO accession, Shanghai Finance and
Economy Press, Shanghai.
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phased out. Foreign agricultural products at lower prices are set to pose great

challenges to their Chinese counterparts. The flood of foreign farm products into

China puts heavy pressure on the country’s foreign exchange reserve, the financial

: 77
source of imports.

China’s WTO tariff commitments varied according to product and were phased
in by 2004. The average tariff rate on agricultural products fell to 15.8% percent in
January 1%, 2002, according to the Tax Committee of the State Council. China has
used tariff-rate quotas (1RQs) to protect domestic production of some agricultural
commodities, including wheat, corn, rice, soybean oil, cotton, and sugar. According to
the agreements with WTO, China must restrict domestic support to its farmers to
8.5% of the value of the specific crop. China maintains state import rights for some
agricultural goods, including wheat, corn, rice, sugar, cotton, soybean oil, and tobacco.
Foreign-invested enterprises in this sector has been able to distribute imported and

domestically produced agricultural goods since 2003. Foreign majority ownership was

allowed in 2004 with no geographic or quantitative restrictions, and wholly foreign-

owned enterprises were permitted in 2005.

Trend of Globalization and Hi gh-Technology-Oriented Economy

Clearly WTO accession generates a new phase of globalisation and technological

development in China. In consequence, such a trend is having significant effects on

the state and economy, particularly on the cultural aspect. The development of

technology has become the main concern of the state, thus rules and policies are
pushed forward for its encouragement. A more market-oriented, more transparent and
rules-based economy can facilitate further access to the world market. The integration
of China into the world market has also required the adoption of leading edge
technologies as a consequence of this access. Chinese firms are not only faced with

domestic competition but also the rivalry from foreign firms with highly developed

management skills and advanced technologies. On the one hand, it is a crucial threat

to their survival; on the other hand, it is also a driver for improving their management

skills as well as their competitiveness.

Employment’s Opportunity or Threat?

& http://fpeng.peopledaily.com.cn/200003/30/print200003300103.htm! (accessed Sth November, 2004)
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A high rate of unemployment is currently a serious problem for the Chinese

government. Will WTO membership solve this problem? The answer to this question
varies and induces debates according to different measurements. In the labor market,
the demand is much less than the supply. In accordance with the official statistics

report for 89 major cities of China shows the work force seeking jobs is 2.53 million
while there are 1.98 million vacancies. But the China International Intellectuals
Development and Exchange Association (CIIDEA), has argued WTO accession can
increase 12 million job vacancies per annum (Xiao, 2003)73. However, the Chinese
government faces increasing problem of unemployment as economic reforms deepen
(See Figure 1.14). The restructuring of state-owned enterprises has generated a large
number of laid-off labourers. It endeavours to solve it by more actively embracing the
globalization trend to attract foreign investment. However, this remedy does not
always work as expected. The reality for the country’s labour force is that the
country’s training and education system should be reformed and adapted for the
changing environment. Only when the local workforce is trained up to international

standards, can the country gain the benefit brought by globalization and avoid its

negative side effect on employment.

Figure 1.14 The Status of Unemployment in China (1985-2005)
R il il el Ml ol el il il el el
Unemployment | 239 | 383 | 520 | 553 | 570 | 571 | 575 770 | 800 | 827
sl
Unemployment 2.5 29 3.0 3.1 3.1 3.1
et o e il

Source: China Statistics Yearbook 1998, 2003, 2006, p125.

1.6.4 The Relations between WTO and FDI
WTO membership has indeed promoted an increase in foreign direct investment
(FDI), which rose from only US$ 3.49bn in 1990 to US$ 40.71bn in 2000, and to an

all-time high of almost US$ 53.51bn in 2003 (Table 1.11). The WTO accession has
therefore helped to reverse the fall in FDI that occurred in 1999. This decline had

worried the government. FDI has played an important part in driving China’s

economic transformation in the past 20 years, accounting for as much as 17.3% of all

"® Xiao, Z. (2003), Economic Analysis and Future Perspectives for2003, Economy and Sciences
Publications, Beijing.
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investment in China in 1994.” During the 1980s and 1990s FDI was attracted to
China by generous tax incentives provided by the government, and by a seemingly
infinite supply of cheap labor. The attraction of these benefits seemed to be fading by
the late 1990s as investors realized that chaotic rules and poor infrastructure made it
hard turn a profit in China. (Ma, 2003)*® Entry into the WTO, has created a more rule-

based system as well as opening up to FDI previously restricted areas of the economy.

This seems to have revived foreign investor interest in China.

1.7 The Challenges Facing Market Socialism

China’s transition 1s characterized by “gradualism” and ‘a market growing
outside of the regime’. Administrative decentralization and the expansion of
managerial autonomy and incentives for state-owned enterprises, has introduced
major market-based reforms in the economy since 1979. This gradualist transition has
led to the extraordinary development of the non-state sectors, replacing the role of the
state sector in industry at the core of the economy, and to the governance of the
economy in large part by market forces.

The extraordinary reforms in China have injected huge rigour to the economy. At
the same time, it is quite natural that some problems have emerged. Chairman Hu
Jintao has admitted “China’s economic infrastructure is weak, productivity is low and
development is extremely unbalanced.” This notwithstanding, China is still facing up
to the painful challenges such as further privatization of state-owned enterprises,
institutional restructuring in the banking sector, tax reforms, actions on property right
protection and control of the growing economy. How successful China completes
these challenges will determine its international status not only in Asia but also on the
world economic stage. The unfinished reforms on state-owned enterprises and the
restructuring of the banking sectors are core <ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>