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1. Introduction

China did not experience modern economic growth until the second half of the 20th
century. The engine which propelled the Chinese economy into “take-off” and sustained
growth since 1949 was the rapid increase of its rate of investment.

Valuable lessons can be learned for other developing countries from the Chinese
experience with its investment strategy. The purpose of this paper is (1) to examine
Chinese investment strategy and its efficacy during the postwar years; (2) to explore how
the rate of investment impacted upon the rate of economic growth from both the demand
and the supply side and (3) to explore how such a rapid growth of investment was funded.

2. Growth of Investment

The size of investmentduring the postwar years is shownin Table 1. The Chinese concept
ofinvestment and national income differs from those of the West. To facilitate international
comparison, the Western estimates of Chinese investment and national income are used.
Table 1 shows that during the Republic period (1931-36) the rate of investment was still
very low averaging only 5 per cent.

After the communist take-over, the level of investment had been drastically increased. As
aresult, the rate of investment was raised to an annual average of 21 per cent during the
First Five-Years-Plan (FFYP) period.

Overall investment data for the Great-Leap-Forward (GLF) (1958-62) and Readjustment
(1963-65) period are not available. However, judging from the available fixed investment
data, China's realinvestment experienced a second upsurge in 1958 (Fig. 1). In an attempt
to overtake the UK economy within 7 years and that of the US within 15 to 20 years, the
rate of growth of investment had been raised to 56 per cent in 1958.
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Table 1
GROSS DOMESTIC INVESTMENT (BILLION YUAN) AND INVESTMENT RATES (IN %). 1931 36 AND 1852.1991

GDI GDF| GDP GDIGDP GDFI'GDP
(1) 12} (3} 4] (5}

Yeh's estimates (1933 pnces)

1931 12
1932 1.49
1833 1.50
1934 112
1935 1.60
1836 1:95

Riskin's estimates (1957 prices)

1852 1372
1953 17.47
1954 1954
1955 1969
1956 21.86

= - R

R MDY —
—an=

Figld's estmates (1957 prices)

1857 22,95
1958
1858
1960
18961
1962
1963
1664
1965

Worid Bank's estimates (1987 prices)

1967 42.55
1968 4158
1969 50.27
16970 89 42
1971 98 64
1972 95.50

1973 11143
1974 11339
1975 127.38
1976 116.10
1977 130.03
1978 170.42

1979 187.91
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1880 186.94 139.6 586.79 319 238
19681 177.16 1222 613.06 289 1938
1982 195.85 156 4 666 52 29.4 235
1983 220.54 179.2 733.90 300 244
1984 268.59 219.6 839.65 32.0 26.2
1885 376.96 279.4 943.31 40.0 29.6
1986 41130 317 1021.06 403 31
1987 44526 3641 1133.04 39.3 321
1988 498.08 4035 1254.79 397 322
1989 506.37 341.0 1309.20 387 26.1
1990 508.86 349.0 1380.27 369 253
1991 531.16 3975 1468.72 36.2 271

Notes: GDI Gross domestic investment; GOFI: Gross domestic fixed nvestiment

Sources: Yeh's estimates: Yeh (1868), Table 1, Riskin's estmates. Riskin (1987), Table 4.7}, Field's estimates: Field (1980),
Table 25 and p. 380, and World Bank's estimates. Warld Tables, 1988-89, pp. 192 and 1993, pp. 184-5.

Following the collapse of the GLF strategy, investment fell by almost 40 per cent during
1960-62. Growth of investment resumed in 1963. However, it was not until 1965 that it
managed to recover to its 1959 level.

Chinese investment experienced the third upsurge during 1969-70 at the height of the
Cultural Revolution (CR) period. For fear of a Soviet invasion the rate of growth of
investment was raised to an unprecedented height of 78 per cent in 1970.

Growth of investment slowed down since 1970. It turned negative after the death of Mao
in 1976 but experienced another upsurge in 1978, when the successor of Mao, Hua,
launched another GLF in an attempt to modernize China as quickly as possible through
large-scale imports of Western equipment and technology. Investment experienced a
sharp increase and the rate of investment was pushed up to about 34 per centin 1978 and
1979.

Figure 1. Growth Rates of Real Investment 1952-1991

499



SAVINGS AND DEVELOPMENT - No. 4 - 1994 - XVII|

The Chinese economy underwent a second readjustment during 1980-82 (Howe and
Walker, 1984, p. ii - v). Investment was, once again, scaled down. However, it soon
experienced another upsurge in 1985. 1985 saw the acceleration of the market-oriented
reform adopted in 1979. Local authorities and enterprises gained increased financial
autonomy and investment decision under the reforms. As their budget constraints
remained soft, their investment hunger remained unchecked. As a result, there had been
a huge blow-out in their investments in 1985 and the rate of investment was pushed to a
new height of 40 per cent in 1985 and 1986.

In the late 1980s, the central authority recentralized some of the investment decision and
financial resources in an attempt to check the excessive investment expenditure. As a
result, there had been a slowdown in the growth of investment and a subsequent decline
of its rate to about 36 per cent in the early 1990s.

The causes of Chinese investment fluctuation are similar to its Eastern European
counterparts (Hewett, 1981, pp. 504-5). The main cause stemmed from the investment
drive from above. Like its Eastern European counterparts, the Chinese planners during the
pre-reform era adopted the Stalinist growth strategy (Dernberger, 1982, p. 34). Underlying
the Stalinist growth strategy was the Feldman growth model (Ishikawa, 1983,p. 258). The
planners’ main focus under this strategy was to catch up and overtake the advanced
countries in the shortest period of time through a high rate of investment (Jones, 1976, p.
110). Thus, the rate of investment was constantly driven up until so many supply
constraints arose that investment growth rates had to be cut. As soon as the supply
constraints had loosened, the rate of investment was increased once again.

Another major source of investment fluctuation came from below. Local authorities and
enterprises faced with “taut” plan targets found in investment a relatively easy way to
fulfil their plans. They tried to push for more investment through the technique being to
‘hook on the new plan” with apparently inexpensive projects whose much larger true
costs were revealed to the centre after the project was well underway. When the new
projects really began construction and their excess cost began to reveal itself, the
centre moved in to cut investment demand. This relieved pressure on the investment
resources, but generated new pressure from below to start new projects and eventually
the cycle began again.
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China’s investment growth trends differ between the pre-reform and reform period. The
annual trend growth rate of investment was higher during the pre-reform period (1952-
1978) averaging about 11 per cent which is almost twice that of GDP (5.9 per cent). Hence
the rate of investment climbed from about 18 per cent in 1952 to about 34 percentin 1978,

During the reform period (1979-1991). the trend growth rate of investment slowed down
to 9 per cent as a result of the change of growth stratecy from the extensive Stalinistto the
intensive Western growth strategy (Dernberger, 1982, pp. 54-9). Under the new strategy,
the planners’ emphasis was no longer on the high rate of investment but on high
productivity growth. The latter was considered as requisite for China to achieve its twin
objectives of both rapid economic and consumption growth. Despite the slowdown in the
investment growth, the trend growth rate of investment was still higher than that of GDP
(8.6 per cent) during this period. Hence the rate of investment continued to rise from about
35 in 1979 to about 36 per cent in 1991.

Compared with other countries at a similar stage of development, China's postwar
investment growth was unprecedently high. China’s average annual investment growth of
10 per cent a year during these years was twice that of pre-war Japan (5 per cent) (Minami,
1986, p. 162). The Chinese rate of investment was also much higher than that of pre-war
Japan. Japan's pre-war rate of fixed investment averaged about 14 per cent during 1881-
1940 (ibid, p. 184). In contrast, the Chinese rate of fixed investment for 1978-1991 period
during which data is available averaged 27 per cent, almost twice that of Japan (Table1).

3. Composition of Investment

Investment can be divided into fixed and inventory investment. Modern economic growth
in the West as well as in Japan was accompanied by a decrease in the share of inventory
investment in total investment (Kuznets, 1966, pp. 252-6, Minami, 1986, p. 165). In
contrast, the share of inventory investment in China’s total investment rose from about 28
per cent during the FFYP period to about 30 per cent during 1957-1977 (Riskin, 1987, p.
72 and World Bank, 1983, Vol. 1, p. 80).

The rising share of inventory investment during the pre-reform period was mainly
atiributable to the systemic factors. These factors include (1) the hoarding of materials by
the enterprises faced with ambitious plan targets and uncertainty of supply; (2) the
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mismatches between demand and supply under centralised planning and (3) the lack of
incentives to economize on working capital in the absence of capital charge. Finally it was
also due to Maoist policy of self-reliance which encouraged local authorities and enter-
prises to be self-sufficient in material supply.

The share of inventory investment had declined to 24 per cent during the reform period
(1978-1991) (World Tables, 1993, pp. 184-5). However, it was still significantly higher than
those of other LDCs. For instance, the average share of inventory investment for India,
Pakistan, South Korea, Malaysia, Sri Lanka, Thailand, Columbia and Mexico during 1975-
78was only 7 per cent (World Bank, 1983, Vol. 1, p. 80). Since inventory investment is less
productive than the fixed investment, China's inordinately high share of inventory
investment inevitably adversely affects its overall investment efficiency.

Investment can also be broken down into state and non-state investment. Prior to the
reform, most investments were state investment. Reforms introduced in the late 1970s
saw the reprivatization of the Chinese economy. As a result, the share of the non-state
investment sector (collective and private enterprises) soared from 18 per cent in 1980 to
33 per cent in 1992.

Table 2
SECTORAL ALLOCATION OF STATE CAPITAL CONSTRUCTION INVESTMENT 1852-1992 (IN %)
Productive Non-Productive Agriculture Light Heavy Other'
Total Hausing Industry Industry
1953-57 talv 28.3 91 7.8 59 46.5 398
1958-62 868 13.2 4.1 12.3 52 56.1 264
1963-65 83.0 17.0 69 18.8 39 458 275
1966-70 894 108 40 11.8 40 57.4 26.8
1971-75 87.0 134 5.7 11.3 5.4 54.8 28.5
1976-78 B4.0 16.0 69 121 6.6 54.7 26.6
1879-84 60.6 39.4 20.8 7.4 76 40.4 44.6
1885-92 66.5 335 134 34 72 4249 46.5

Source:  Ma and Sun (1981), Vol ||, p. 412 and ZGTUNJ 1993, p. 156 and 158.
Note: Other includes transpen, telecommunications, commerce. science, medical and education, urban construction.

Data on the breakdown of overall investment by broad economic sectors and industrial
branches are not available. They are available only for state fixed investment which is
known as basic construction investment. As Table 2 shows, during the pre-reform period,
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the state investment plan gave high priority to the productive sector. Within the productive
sector state investment was centred mainly in industry and in heavy industry in particular.
Under the reforms, the allocation of state investment was more balanced. The share of
heavy industry decreased whereas those of the non-productive sector in general and
housing and other social overhead as well as human resources sector in particular
increased.

The shift in investment allocation during the reform period was mainly due to change of
growth and trade strategy. As mentioned earlier, during the pre-reform era, Stalinist or
Feldman growth strategy was adopted. under which the planners aimed to achieve rapid
growth through high rate of investment. As a self-reliance or autarkic trade strategy was
also adopted at the same time, capital goods had to be produced at home. Hence the
maximization of the rate of investment required preferential development of heavy industry
(Jones, 1976, p. 116).

During the reform period. both growth and trade strategy had changed. Under the new
strategy, the main source of growth was no longer high rates of investment but increase
of total factor productivity (TFP). TFP can be increased only if workers are well motivated
and provided with sufficient consumer goods, housing and other social overhead capital.
Hence there had been increased need of state investment in these areas. At the same
time, with the abandonment of self-reliance policy, capital goods can be imported. Hence,
preferential development of heavy industry was no longer necessary.

4. Impact on Growth: Demand Effect

The contribution of investment to economic growth can be analysed from the demand and
supply side. On the demand side, the increase of investment stimulates economic growth
by creating effective demand. Total effective demand or gross national expenditures
(GNE) consists of private consumption (C), government consumption (G), gross domestic
investment (1), exports (X) less imports (M) and net factor income from abroad (Y ). Their
relative contribution to economic growth can be measured in terms of the ratio of their
increases to the increase of real GNE which are presented in Table 3. This shows that prior
to the reforms Chinese economic growth was investment-led. Since the reforms, invest-
ment was the second largest contributor to growth accounting for 37 per cent of the

increase of GNE.
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Table 3
RELATIVE CONTRIBUTICN TO ECONOMIC GROWTH OF THE COMPONENTS OF EFFECTIVE DEMAND, 1967-1891 (IN %)

c G X M ¥

1967-70 403 20 0.6
1971-75 56.5

1976-78 388 04

Pre-ratorm (1967-78) 420 2.3

1979-84 62.0

1985-18491 42.0 1 216

Reform (1975-81) 49 1 : 194

Mote: See 1exl
Source Worid Tables 1988-89 (pp 192-3) and 1993 (pp. 184-5)

Table 4
CORRELATION BETWEEN THE GROWTH RATES OF REAL GNE AND ITS COMPONENTS IN CHINA, 1967-1991

Caorrelation between G(Y) and

GiC} Gil) G(X) G(M)

1967-7 0919 0.850 001 0208
1578-91 0455 0779 -0.105 0.403

Motes:  GIC), G{I), G(X) and G{M) are growth rates of private consumption, investment, exports and imports respectively
Spurce: Table 3

Table 4 shows that Chinese economic growth had been more dependent on private
consumption and investment than on exports. In both the pre-reform and reform period,
domestic demand (private consumption and investment) provided the main impetus for
economic growth. The rate of growth of exports had very little connection with economic
growth even during the reform period. Thus the hypothesis of growing importance of
exports in economic growth during the reform period is not confirmed.

5. Impact on Growth: Supply Effect

On the supply side, the increase of investment stimulates economic growth by creating
more capital stock and expanding thereby production capacity. The contribution of
investment to economic growth on the supply side depends on (a) the proportion of national

income invested, _}L or the rate of investment and (b) the incremental output-capital ratio,
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AY ! e : i :
= or the investment efficiency. Table 5 gives the historical values of these two variables

for selected periods in postwar China for which the relevant data are available. It shows that
prior to reform, the incremental output-capital ratio had dropped by almost 20 per cent
between the FFYP period (1953-7) and the CR period (1968-78). Hence, despite the higher
rate of investment, the rate of economic growth had not increased during the CR period.

Table 5
! Ab
RATE OF GROWTH OF GDP (G(Y)), RATE OF INVESTMENT | — | AND INCREMENTAL QUTPUT-CAPITAL RATIDS || ==
1952-1991, SELECTED PERIODS vy VY
¥
GLY) L AV
P !
{in %G} (i %a)
1952-57 69 209 0,330
1867-78 6.8 25.7 0.265
1978-84 8.8 5 0.279
1984-91 83 379 02138

¥
Notes and sources. G{Y) and —:—sae Table 1 %— = G(Y) + }i

China's pre-reform investment efficiency at 0.265 during 1967-78 was one of the lowest
among the developing countries in Asia (Bhatia, 1988, p. 15). Several hypotheses have
been advanced to explain this (Ishikawa, 1983, pp. 257-8). One of the explanations is the
systemic factors. These include the absence of capital charge for the use of capital by the
state enterprises, the availability of free loans to finance their investment and the lack of
enterprise accountability for loss and profits in investment decision. All these factors
implied that enterprises were under very little pressure to economize their use of capital.

Another explanation of China's low investment efficiency during this period is China's
lopsided investment structure. Heavy industry was given the lion share of the investible
resources due to the policy of preferential development of heavy industry. It is well known
that the incremental output-capital ratio in the heavy industrial sector is much lower than
thatof the light industrial sector. Hence the heavy concentration of capital in heavy industry
reduced its overall productivity.
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In terms of regional allocation, the Chinese investment structure was also lopsided
because it favoured interior region during this period for fear of the Sovietinvasion.Whereas
during the FFYP period (1953-1957), the more productive coastal region received the lion
share of state capital construction investment (42 per cent) the interior region known as
the 3rd front received merely 26 per cent of the state capital construction investment. The
regional allocation of investment was reversed during the Cultural Revolution period
(1964-75): the 3rd front received about half of the national total capital construction
investment (Ishikawa, 1983, p. 257). Because of its inaccessibility and lack of supporting
infrastructural facilities and industries about 30 per cent of the factories built in the third
front had remained underutilized. The morale of the labour force at the 3rd front factories
was very low because of the separation of their families and lack of school facilities for their
children (DDZGGDZCTZGL. 1989, p. 93).

Finally, no least, the striving of individual regional authorities for an independent industrial
system regardless of cost and comparative advantage under the “self-reliance” policy
resulted in duplicate investments and lowered overall investment efficiency.

However, all the above-mentioned hypotheses remain more or less untested as the
available data are not good enough to isolate the effects of these different factors and to
identify their relative weights behind China's low investment efficiency.

Decentralization of investment decision under the reforms introduced since 1979 had not
significantly improved the investment efficiency. As Table 5 shows, the incremental
output-capital ratio rose during the first phase of the reforms but declined during the
second phase of the reforms.

The lack of significant improvement in investment efficiency under the reforms can be
attributed to the lack of substantive complementary reforms in prices and enterprise
accountability. Financial and investment decentralization in an environment where prices
are still very much distorted and enterprise budget constraints remain soft do not
necessarily improve investment efficiency. In fact they amy worsen it.

6. Investment Financing

Domestic investment can be financed by either domestic saving or external capital. Table
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6 shows that Chinese domestic capital formation was mainly financed by its own saving.
In fact, its domestic saving constantly outstripped its domestic investment, making China
a net capital exporter rather than importer during 1960-1991.

However, external capital did play an important role during two periods of Chinese
economic history. The first period was the FFYP period (1953-57). During this period,
China received US$300 million Soviet economic loan which accounted for 1.5 per cent
China's state capital construction investment (Ma, 1961, p. 36). During this period China's
trade balance incurred a net deficit of 550 million yuan (Riskin, 1987, p. 75) which was
partly financed by Soviet loan. Soviet loan, however, stopped in 1957 and China started
to pay back the Soviet credit by 1955. In that year, Chinese trade balance turned into
surplus and became a net capital exporter. However, the Soviet credit was not completely
paid bank until 1965 (Riskin, 1987, p. 76).

Table &
FINANCING OF GROSS DOMESTIC INVESTMENT 1960-1831 SELECTED PERIOD (PER CENT OF GDP)
Years GDI GDS Net Foreign Capital Infiow
(A 2 3)
1960-64 222 229 07
1965-69 225 230 0.5
1870-74 285 291 0.6
1875-79 5 N7 02
19680-84 308 N6 0.8
1985-91 383 38.6 03

MNoles GDI. gross domestic investmeant and GDS: gross domeshc saving
Sources: 1960-69 World Bank 1988, p. 27
1970-91: World Tables 1983, p 184-5

Foreign capital assumed an increased important role during the reform period. Between
1981 and 1991, the share of fixed investment financed by external capital soared from 3.8
per cent to 5.8 per cent (ZGTJNJ, 1988 p. 559 and 1993, p. 146). However, even during
this period, China's domestic saving was larger than its domestic investment and, hence,
China was a net capital exporter not importer.

The relative independence of China from external capital contrasts sharply with those of
Japan and other developing Asian nations. Japan, during its early industrialization drive,
external capital contributed about one fifth of its investment (Minami, 1986, p. 216).
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Similarly, most Asian developing countries were heavily dependent on foreign capital
during the postwar period { World Tables, 1988-89 and 1993).

This unigue financial position of China was mainly due to the rapid increase of its rate of
saving from about 21 per cent during the FFYP period to 32 per cent on the eve of the
reforms. It reached 39 per cent in the late 1980s and early 1990s. Those rates of saving
were much higher than those of Japan in the pre-war period (Minami, 1987, p. 204) which
peaked at 25 per cent in 1940. They were also much higher than those of other
contemporary developing countries at China's comparative stage of development. Thus,
for instance, China saved 36 per cent of its GDP in 1989, whereas other low income
countries saved merely half of that (18 per cent) (World Bank, 1991, p. 220).

China's high rate of saving during the pre-reform period was mainly attributable to the high
rate of government saving. Table 7 shows thaton the eve of the reforms in 1978, the central
government was the largest saver. In fact, government (both central and local) saving

accounted for about 73 per cent of domestic saving on the eve of the reform (World Bank,
1985, p. 145).

Table 7
SOURCES OF SAVING IN CHINA 187891 (PER CENT)

Sources of saving 1978 1981 1982

Central 509 299 18.3
govermnmant budgel

Entarprise and 342 3 570
local governmaent

Households 149 28.9 248

Total 100.0 100.0 100.0

Note: Column may not add because of rounding.

Sources  Data for 1978-85 are from World Bank (1988). p. 28, 1989 and 1991 figures are estimated according to World Bank's
procedures and assumptions. Central government budgetary and household saving were first estimated. Enterprise and
local government saving ware derived as residual between gross domestic saving and the sum of central government
budgetary and household saving (see World Bank 1988. Appendix 2 and 3

Government saving is simply the difference between its current revenues and current
expenditures (World Bank, 1988, Appendix 2 and 3). The main sources of current
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revenues are the profit from the state enterprises. the industrial and commercial taxes and
agricultural taxes. The profit from state enterprises is essentially a hidden commodity tax
and is usually treated in the same way as other taxes (Mah, 1961, p. 42).

During the pre-reform period (1953-1978), profit from state enterprises was the largest
component of current revenues. Its share in total current revenues soared from 39 to 51
per cent between 1957 and 1978 (ZGTJUNJ, 1992, p. 232).

The overall tax revenues (enterprise profit delivery plus other tax revenues) accounted for
over 90 per cent of Chinese current revenue during the pre-reform period.

The main components of government current expenditure are public consumption
expenditure which include expenditure on education. health, defence and public admin-
istration and expenditure in support of private household consumption. The latter include
price subsidies and transfer payments.

The relatively high level of government saving during the pre-reform period was mainly the
result of the relatively high level of tax burden and the relatively low level of public current
expenditure in China.

Measured as the ratio between tax revenues and GDP, China's average tax burden
increased from 20 percentin 1952 to 31 per centin 1978 (Table 8). It averaged 27 per cent
during 1978-80. In contrast, the average tax burden was only 13 per cent for other
developing countries with per capita income of less than US$300 during this period (World
Bank, 1988, p. 390).

During the same period China's current expenditures was relatively low due to the
relatively lower degree of urbanization. During 1952-1978, according to the official
statistics, the percentage share of urban population in total population hardly changed. It
stood at about 12 per cent in both 1952 and 1978 (World Bank, 1983, Vol. IlI, p. 96). In
1980, the degree of China's urbanization was only 13 per cent. In contrast, the degree of
urbanization in India and other low income countries reached 22 and 19 per cent
respectively in 1980 (World Bank, 1981, p. 172). Low degree of urbanization entails low
expenditure on housing and other infrastructural facilities.
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Table 8
AVERAGE TAX BURDEN IN CHINA, 1952-1981 {IN %)

1952
1957

1967
1870 295

1978 aa
1984 194
1891 16.5

Source  ZGTUNJ, 1990, pp. 232-3. 1993. p. 219 and Workd Tables. 1988-89, p 192-3 and 1993, pp, 184-5

Another contributing factor to low government current expenditure during this period was
the relatively low central government expenditure on health and education. Health
expenditure accounted for only 2 per cent of central government budgetary expenditure
in 1979. This percentage had hardly changed since the early 1950s (World Bank, 1983,
Vol.lll, p. 51). Education accounted for only 6.6 per cent of central government budgetary

expenditure in 1977 which was relatively low compared with 15 per cent of other
developing countries (World Bank, 1983, Val. lll. p. 182). Despite the relatively low level
of central government expenditure, China had been able to maintain a relatively high level
of health and education standard in the past. The secret to this lay mainly with the shifting
of health and education financial burden from the central government to the local
authorities and collectives.

The distribution of tax burden in pre-reformed China was rather unbalanced. Farmers had
to bear the heaviest burden. Table 9 shows the various visible and invisible taxes which
farmers had to pay. Agricultural tax was the most important visible tax. It is in effect a tax
on land. Agricultural tax had remained relatively stable during 1952-78 at about 3 billion
yuan. It had increased significantly only during the reform years.

The invisible taxes paid by the farmers incude the monopolist profit and the monopsonist
profits made by the state producing and trading enterprises. Until recently, state enter-
prises monopolised the supply of manufactured goods. The prices of manufactured goods
were set much higher than the cost of their production. The profit mark-up plus commodity
tax accounted for about 32 per cent of the manufactured prices on average during 1952-
1978 (Perkins and Yusuf, 1984, p. 18). In the reform period it had declined to about 10 per
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cent (ZGTJNJ, 1993, pp. 417 and 419). As shown in Table 9, the tax element of rural retail
sales of manufactured consumer goods had become increasingly important during the
pre-reform period due to increased sale volume in rural areas.

Table 9

FARMERS' TAX BURDEN (BILLION CURRENT YUAN|

1952 1978 1984 1989 1991
1. Agricultural tax 2.7 28 35 B.5 g1
2 Manopalist profit 34 12.0 - = —
3 Monopsomist profit 25 386 244 278 —
4 Sub-total 8.6 54.4 - — -
5 Total tax burden 15.5 1081 1347 299.0 3254
& Farmer tax burden 555 500 — —

{In %)

1Al

5

sour
ZGTJNJ, 1993, p. 220.

Derivad as profit and taxes mark-up in industrial consumer good prices multiplhed by its retail sales n rural area. Profitand
tax elament of prices: figures for 1952-1978 are from Perkins and Yusul, 1984, p. 18, Figures for 1984, 1989 and 1991 are
dernved as the average percentage share of profit and taxes in sales of siate and collective light industrial enterprises (SYC.
1985, pp. 377, 379, 381 and ZGTJNJ, 1993, pp. 399, 401, 417 and 418)

The tax element of agricultural purchase s dertved as the difference between free market price and average purchase price
This is multiplied by the total purchase to arrive at total monopsonist profits. The estimate for 1852 is for grain only (Perkins
and Yusul, 1984, p. 21), The estimates for 1978-89 are tor B commaodities (grain, edible oil, pig mutton, fowl, eggs and
seafoods) far which the refevant data are available. The purchase value of these products accounted for 47 par cent and
58 per cent of total agricultural purchase in 1978 and 1989 respectively. The price and purchase data are from
ZGSYWJTJZL, 1990, pp. 143-4. 267-9 and ZGGNSCTJUNJ, 1991, pp. 153-5 and 346,

See Table 8,

However, by far the most important invisible tax imposed on the farmers during the pre-
reform period was the monopsonist profit associated with the agricultural procurement
scheme under which farmers were required to deliver to the state a certain, amount of their
produce at below market prices. The difference between the state purchase prices and the
actual market prices constituted an element of tax or monopsonist profits made by state
trading enterprises. An estimate of this tax element for 8 agricultural products for which
data are available is presented in Table 9. This shows that both the visible and invisible
taxes contributed roughly 50 per cent of China’s total tax revenues during this period.

The market-oriented reforms introduced since 1979 had reduced the tax elements of both
agricultural purchase and rural manufactured sales. The abolishment of state compulsory
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purchase scheme together with the increased sale of farm products at market outlets
narrowed the market and purchase price differential. At the same time, increased
competition, especially from the collective township and village enterprises, had eroded
the monopsonist position of state industrial enterprises leading to a reduced profit mark-
up of their manufactured goods sold in the rural area. Hence. overall, the farmers’ share
of national tax burden is expected to decline under the reforms.

Under the market-oriented reform the main source of domestic saving had been shifted
to the private household saving (Table 7). By 1991, government saving accounted for only
6 per cent of China's gross domestic saving whereas the share of household savings
soared to almost 60 per cent. Thus, the continued rise of China's rate of saving since 1979
was mainly sustained by a rapid increase of its personal saving rates (Table 10).

Table 10

PER CAPITA ANNUAL INCOME AND EXPENDITURE OF HOUSEHOLDS 1954.1991, SELECTED YEARS (YUAN)

Rural Urban
5 s
 § S — in% Y 5 — In%
¥ ¥
1954 B4 5 78 — = —
1957 7 4 55 235 13 55
1964 102 " 108 227 [ 26
1879 160 32 208 — == 2
1980 19 42 220 — = =
1981 223 51 229 458 1 02
1982 270 78 270 494 23 47
1983 310 S0 29.0 526 20 38
1984 355 114 321 608 49 8.0
1985 388 121 30 4 685 24 3.5
1986 424 118 278 828 48 58
1987 463 123 266 916 32 6.0
1988 545 139 255 1119 39 58
1989 602 143 238 1261 73 35
1990 686 170 248 1387 128 9.2
1991 709 157 221 1544 113 7.3
1992 — — 1826 191 10.5

Motes and Sources

Rural households: refers 1o peasant households. Y is per capita net income and S is per capita saving including housing expendiure.
Data are from Lin Baipeng, 1987, pp. 150. 154 and ZGTJNJ, 1993, pp. 311 and 315

Urban households: refers to urban stall and worker househaolds. Y s per capita income avallable and S per capita saving Including
housing expenditure. Data are from World Bank, 1988, p. 192, ZGTJUNJ 1990, p, 206, 1992, pp. 282 and 204 and Yang Shengmin, 1989
pp. 297 and 304
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A glance at the composition of China's personal saving in Table 10 reveals that the saving
rates of rural peasant households were significantly higher than those of the urban worker
households. The personal saving rates of urban households did not show any clear trend.
Furthermore, their rates under reform were not significantly different from those during the
pre-reform period indicating the absence of substantial reform in the urban sector. In
contrast, the personal saving rates of rural households shoot up rapidly since 1979 and
reached its climax in the mid-1980s and decline thereafter.

Chinese rural households' saving behaviour appears to fit in well with the permanent
income hypothesis (World Bank, 1988, p. 199). Using the rime-series data of rural
household saving for 1981-91 in Table 10. the following rural saving function can be
obtained:

S

St=5.36 + 0.20 Ye + 0.60 Yy, R-=0.955
(0.515) (11.5) (2.95) F=107

Where Yy is permanent income which is assumed equal to the average income of the
previous three years and Y, is transitory income which is defined as actual income minus
permanent income and the figures in the parentheses are t value.

The estimated regression coefficients of the permanent and transitory income are highly
significant and these two factors explained over 95 per cent of the peasant saving rates.
Apparently the rapid increase of peasants' savings rate in the first half of the 1980s was
mainly due to the fact that peasants had not adjusted their expected permanent income
upward and treated the sudden increase of income under the reform as transitory income
which they largely saved. Since 1985, however, peasants adjusted their expected
permanent income upward and consumed more. Hence peasants’ personal saving rates
declined.

Compared with its East Asian counterparts. Chinese peasants’ personal savingrates were
very high. Chinese overall income per capita ranged between 220-370 US$ during 1978-
1991, its peasant saving rate (excluding housing expenditure) ranged between 11 and 20
per cent. In contrast, at China's comparative stage of development during 1930-1938
Japan's overall (both urban and rural households) personal saving rates ranged only
between 7 to 17 per cent (Minami, 1986, p. 204).
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