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Ross Garnaut

The world �s �n �ts fifth year of extraord�nar�ly strong econom�c growth and 
ch�nese econom�c growth �s at �ts centre. strong growth w�th low to moderate 
�nflat�on and h�stor�cally low real �nterest rates �s the global norm �n 2007. 

The l�nk�ng of markets has been a key to accelerated and susta�ned growth 
�n ch�na and �ts transm�ss�on to the global economy. The beg�nn�ngs of the use 
of markets at the dawn of ch�nese reform 29 years ago tr�ggered what turned out 
to be a long-term l�ft �n the rate of econom�c growth. The span of t�me jo�n�ng the 
present to the dec�s�ve pol�t�cal events that set reform and open�ng to the outs�de 
world �n mot�on �n december 1978 �s now as long as the whole l�fe of mao�st 
central plann�ng. s�nce the late 1970s, ch�nese domest�c markets for goods, 
serv�ces, cap�tal and labour have been l�nked more and more closely, under the 
pressures of market opportun�ty that have been created by expanded reform. 
ch�nese econom�c �nteract�on w�th the global commun�ty proceeded alongs�de 
the expans�on of domest�c markets, help�ng to dr�ve the domest�c processes. 
ch�nese entry �nto the World Trade organ�zat�on (WTo) �n November 2001 
helped—most �mportantly through the changes �n domest�c pol�c�es and att�tudes 
that accompan�ed �t—to ma�nta�n momentum �n �nternat�onal �ntegrat�on.  

ch�nese �nternat�onal trade and cap�tal flows have grown more rap�dly than 
domest�c output or expend�ture throughout the reform era. Th�s has had large 
effects on econom�c development far beyond ch�na’s borders. dr�ven by relentless 
expans�on of ch�nese demand, global commod�ty pr�ces—the export ma�nstays 
of the poorer develop�ng econom�es—have reached and rema�ned at levels �n 
real terms that are h�gher than they have ever been for comparably long per�ods, 
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w�thout upsett�ng the strong trajectory of non-�nflat�onary growth �n ch�na or 
the rest of the world (Garnaut and song 2006). The flow of cap�tal from ch�na 
has helped to hold real �nterest rates at h�stor�cally low levels all over the world, 
desp�te unprecedentedly h�gh budget defic�ts �n the Un�ted states. Th�s has been 
�mportant �n reconc�l�ng h�gh levels of �nvestment and growth w�th moderate 
�nflat�on through a per�od of except�onally strong global expans�on. 

W�th�n ch�na—supported by the beneficent �nternat�onal env�ronment, and 
dr�v�ng �t—growth �n the past year has l�fted a notch, and w�th �t �nvestment, 
real �ncomes of most workers and most people, and domest�c asset values. 

The w�den�ng reach of markets and the assoc�ated rap�d growth has forced 
structural change �n establ�shed �nst�tut�ons and patterns of product�on, resource 
allocat�on and �ncome d�str�but�on throughout the ch�nese economy. inev�tably, 
th�s has been assoc�ated w�th pol�t�cal tens�ons; however, the susta�ned strong 
growth so far has been less and less problemat�c as the years have passed. 

W�se observers cont�nue to note that ch�na w�ll face challenges �n adapt�ng 
�ts pol�t�cal superstructure to the changes �n soc�ety that accompany susta�ned 
rap�d growth. The w�sest note that for the t�me be�ng the growth �n �ncomes and 
wealth �s a salve for many wounds, and that eventual change m�ght not necessar�ly 
take forms that are fam�l�ar �n deta�l to c�t�zens of �ndustr�al�sed countr�es. 

The most challeng�ng quest�ons about the susta�nab�l�ty of growth today 
come from ch�na’s relat�ons w�th the �nternat�onal economy. The comb�nat�on 
of the emergence of ch�na as a large economy on a world scale and deepen�ng 
market l�nkages to the global economy means that change �n ch�na �s felt as 
pressure on resources and pressure for structural change �n the rest of the 
world. Th�s has made the �nst�tut�ons and pol�c�es through wh�ch ch�na �nteracts 
w�th the global economy a matter of �ntense �nterest for people everywhere. 

The sharpest po�nt of content�on �n ch�na’s external econom�c relat�ons 
at present �s the fore�gn exchange value of the renm�nb�.1 exchange rate 
apprec�at�on accelerated �n early 2007 aga�nst the Us dollar, but rema�ned 
gradual to the po�nt of exasperat�on to those who looked for th�s to be the 
mechan�sm for correct�on of payments surpluses. exports cont�nue to grow 
strongly—and �mports moderately—as product�v�ty growth outwe�ghs the 
effects on �nternat�onal compet�t�veness of r�s�ng labour costs and currency 
apprec�at�on. Th�s ra�sed tens�ons w�th the Un�ted states. less obv�ous to those 
�n the �nternat�onal commun�ty who regret the scale of ch�nese current surpluses 
are the mass�ve purchases of Western financ�al �nstruments, espec�ally Us 
offic�al secur�t�es, wh�ch underp�n contemporary global stab�l�ty and growth by 
keep�ng real �nterest rates well below what they would otherw�se be. Woo and 
X�ao (chapter 4) caut�on about the consequences of Us pol�cymakers gett�ng 
what they w�sh for �n the way of large reduct�ons �n the ch�nese trade and current 
account surpluses. Any fracture �n ch�na’s trade or payments relat�ons w�th 
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the �nternat�onal system that emerged from �ndustr�al�sed countr�es’ pol�t�cal 
responses to ch�nese surpluses would threaten prosper�ty through th�s financ�al 
as well as real economy mechan�sms.

A rap�dly emerg�ng po�nt of content�on �s ch�na’s contr�but�on to the global 
warm�ng problem. ch�na �s st�ll a relat�vely small contr�butor to the accumulat�on 
of greenhouse gases �n the atmosphere, wh�ch began w�th the accelerat�on of 
human use of foss�l fuels accompany�ng the emergence of modern �ndustr�al 
act�v�ty 200 years ago. The problem has crept up on the world—w�thout market 
processes automat�cally generat�ng a correct�ve response—because the costs 
of greenhouse gas em�ss�ons are external to the calculat�ons of any firm or 
household undertak�ng act�v�t�es that release them �nto the atmosphere. stern 
(2007) has commented that th�s represents the most �mportant market fa�lure 
�n human h�story. The �nternat�onal nature of the greenhouse gas external�t�es 
makes th�s a part�cularly daunt�ng challenge.

ch�na �s not a major part of the reason why the world faces large problems 
of anthropogen�c warm�ng at th�s t�me. The arr�val of susta�ned rap�d growth 
�n ch�na, however, fuelled to an unusual extent by coal—the most em�ss�ons-
�ntens�ve of major energy sources—�s accelerat�ng the world’s movement 
towards cr�t�cal po�nts. in 2006, ch�na overtook the Un�ted states as the largest 
current em�tter of greenhouse gases (song and sheng, chapter 12). Th�s 
co�nc�ded w�th �ncreas�ng awareness throughout the �nternat�onal commun�ty—
�nclud�ng �n ch�na and the Un�ted states, follow�ng europe and Japan some 
t�me ago—that anthropogen�c global warm�ng �s a problem of large d�mens�on, 
requ�r�ng a strong response from the �nternat�onal commun�ty. 

The contr�but�on of ch�nese growth to global warm�ng ra�ses the most cr�t�cal 
and d�fficult quest�ons about the susta�nab�l�ty of the contemporary pattern of 
ch�nese econom�c growth. Th�s potent�al threat to future global prosper�ty �s �n 
some ways the other s�de of the co�n to the except�onal prosper�ty that ch�nese 
growth has conferred on the world, and espec�ally to resource-r�ch countr�es 
such as Austral�a and some of �ts develop�ng-country ne�ghbours. The answers 
l�e �n creat�ng new markets—�ns�de ch�na and �nternat�onally—to enhance the 
soc�al and econom�c effic�ency of all of the other markets whose deepen�ng and 
�mprovement have generated the current ch�nese and global prosper�ty.

The chapters �n th�s book d�scuss recent developments �n �nternat�onal 
markets �n ch�na, �n ways that �llum�nate the ma�n contemporary challenges 
to ch�nese growth: the l�nkages that shape the terms of cap�tal flows �n ch�na 
and w�th the �nternat�onal economy; the l�nkages that frame the nat�onal labour 
market dur�ng the h�stor�c trans�t�on, wh�ch was descr�bed last year and s�nce 
as the ‘turn�ng po�nt �n ch�na’s econom�c development’ (Garnaut and huang 
2006); the qual�ty of markets for goods and serv�ces w�th�n ch�na and the�r 
connect�ons w�th the rest of the world; and the global market fa�lures assoc�ated 
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w�th the global warm�ng problem. The ch�nese exchange rate �ssue �s �mportant 
�n d�scuss�on of cap�tal flows and trade, and �s covered �n greatest deta�l when 
�t first ar�ses �n relat�on to cap�tal movements.

Linking capital markets and the role of the exchange rate

The deepen�ng �ntegrat�on of domest�c cap�tal markets and �ncreas�ng �nternat�onal 
cap�tal flows are d�scussed �n almost half of the chapters �n th�s volume. Garnaut 
and huang (chapter 2) show that the rap�d expans�on of ch�nese fore�gn 
trade cont�nued �n 2006 and early 2007. The �ncrease �n the trade surplus has 
accelerated, as have the current account surplus and growth �n fore�gn reserves. 
The accumulated deprec�at�on of the renm�nb� exchange rate s�nce the loosen�ng 
of the t�e to the Us dollar �n 2005 has been too small to affect s�gn�ficantly e�ther 
real econom�c transact�ons or the pol�t�cs of external econom�c relat�ons.

Woo and X�ao (chapter 4) delve further �nto these �ssues, and analyse the 
debate �n the Un�ted states on the defic�t w�th ch�na. it makes sense for ch�na 
to contr�bute to reduct�on of the payments surplus, but effect�ve adjustment 
would requ�re use of a w�der range of ch�nese pol�cy �nstruments than those 
that feature �n the Amer�can d�scuss�on, and also pol�cy adjustment �n the 
Un�ted states. There are r�sks that m�sjudgement on two s�des of the Pac�fic 
could be damag�ng to both.  

ma and mccauley (chapter 14) note the extraord�nary �ntens�ficat�on of 
l�nks w�th global cap�tal markets reflected �n growth of gross cap�tal flows 
to the extent that they now exceed annual gross domest�c product (GdP). 
Th�s has w�dened opportun�t�es for avo�d�ng offic�al controls. Nevertheless, 
�nterest rates cont�nue to move w�th global rates only part�ally (adjusted for 
expected exchange rate movements), �nd�cat�ng that controls cont�nue to have 
not�ceable effects. mckay (chapter 15) notes the consequences of the payments 
surplus and �ncreas�ng �nternat�onal financ�al �ntegrat�on for monetary pol�cy. 
he observes that the ch�nese author�t�es have been able to ster�l�se much of 
the domest�c monetary consequences of fore�gn exchange reserves recently 
grow�ng at a rate that has no precedent anywhere. domest�c pol�cy w�ll need 
support from exchange rate flex�b�l�ty, but successful l�beral�sat�on w�ll requ�re 
careful management—and mckay suggests a process for effect�ve change.

Golley and Tyers (chapter 16) look over the current powerful tendenc�es to 
payments surplus, and exam�ne long-term �nfluences on the exchange rate. They 
argue that not all the long-term pressures w�ll be support�ve of apprec�at�on. 

sun and Zhang (chapter 17) po�nt out l�nks between the payments surplus 
and the apprec�at�on of real estate asset values that were recently a powerful 
factor �n ch�nese development. The moderat�on of r�sks assoc�ated w�th real 
estate bubbles w�ll requ�re act�on across a w�de range of �nstruments, �nclud�ng 
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�n exchange rate and fiscal pol�cy. rule (chapter 13) tells a fasc�nat�ng story of 
the growth and �nternat�onal�sat�on of ch�nese equ�ty markets—to the po�nt 
where market �nfluence now goes from ch�na to the world’s major markets, as 
well as �n the oppos�te d�rect�on.

Zhang (chapter 19) descr�bes how, from 1984, the spec�al econom�c Zones 
played a major but trans�t�onal role �n ch�na’s �ntegrat�on �nto the �nternat�onal 
economy. They were a place for exper�mentat�on w�th reform, and the�r success 
encouraged more general open�ng of the economy. s�nce about 2003, the�r 
proport�onate role has decl�ned.

chen (chapter 11) descr�bes the broader h�story of d�rect fore�gn �nvestment. 
The early years of reform �nvolved slow progress �n chang�ng the regulatory, 
�nst�tut�onal and pol�cy frameworks for d�rect fore�gn �nvestment. maturat�on 
of th�s process led to a h�gh t�de of �nvestment from 1991 to 2001, w�th the 
proport�onate role of new d�rect fore�gn �nvestment peak�ng at the end of th�s 
per�od. Far-reach�ng l�beral�sat�on of d�rect fore�gn �nvestment after WTo entry 
has nevertheless been �mportant. 

Linking labour markets and the turning point in economic 
development

s�nce the publ�cat�on of The Turning Point in China’s Economic Development a 
year ago (Garnaut and song 2006), there has been much d�scuss�on and new 
research w�th�n ch�na on the r�s�ng cost of labour �n ch�na and the �mpl�cat�ons 
of th�s for the nat�onal economy.

Wu (2007) recently rev�ewed some of the mater�al. he records the results of 
research for the development research center of the state counc�l, based on a 
survey of almost 3,000 v�llages �n 17 prov�nces. The results of the survey �nd�cate 
that 74 per cent of the v�llages no longer have any surplus labour ava�lable for 
employment �n d�stant c�t�es. The ‘labour shortage’ began �n coastal areas but 
has now spread through the �nland.

Wu also draws attent�on to the Green Paper on Population and Labour 
publ�shed by the ch�nese Academy of soc�al sc�ences (cAss) �n June 2007. 
The paper argues that ch�na �s now approach�ng a ‘lew�s�an turn�ng po�nt’ 
(compare th�s w�th the s�m�lar analyt�cal framework appl�ed �n Garnaut 2006 
and Garnaut and huang 2006). it notes that labour w�ll be ‘short’ throughout 
ch�na by 2009—�n rural as well as urban areas. it descr�bes an accelerat�on 
�n rates of �ncrease �n wages of rural m�grant workers—from 2.8 per cent �n 
2004 to 6.5 per cent �n 2005 and 11.5 per cent �n 2006. Wu notes the conclus�on 
drawn by cAss scholar Wu Yaowu that reforms of the hukou system to reduce 
barr�ers to �nternal labour m�grat�on are necessary �n response to these large 
changes �n the labour market.
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Garnaut and huang (chapter 2) present ev�dence of cont�nu�ng strong wage 
growth, part�cularly �n relat�vely poor �nland and western prov�nces.

ca�, du and Zhao (chapter 8) focus on the �ncreas�ng �ntegrat�on of the 
nat�onal labour market. They note that more than 100 m�ll�on rural labourers 
have m�grated to urban jobs (and 132 m�ll�on people from rural areas are work�ng 
�n urban areas), alongs�de the re-employment of la�d-off workers from state-
owned enterpr�ses. The restructur�ng of employment w�th�n a strongly grow�ng 
economy has moved ch�na towards a h�stor�cal lew�s�an turn�ng po�nt, at wh�ch 
surplus labour �s no longer ava�lable to support rap�d expans�on of labour-
�ntens�ve �ndustry. The loom�ng labour shortage �s generat�ng pressure for more 
effic�ent �ntegrat�on of labour markets. reform of the hukou system—w�th �ts 
systemat�c d�scr�m�nat�on aga�nst m�grants from rural areas—has begun, but 
so far w�th a strong b�as �n favour of m�grants w�th relat�vely h�gh educat�on 
and sk�lls. in any case, compet�t�on for labour �n a post-lew�s�an world w�ll 
force deeper labour market �ntegrat�on. it w�ll be accompan�ed by reduct�on 
�n reg�onal and other wage d�fferent�als, and an adjustment of labour relat�ons 
leg�slat�on to reduce d�scr�m�nat�on aga�nst labour—or else r�sk labour unrest. 
They note that a tendency for wages to r�se more strongly �n poorer than �n 
r�cher reg�ons can already be observed.

meng and Ba� (chapter 9) offer a d�fferent perspect�ve, based on deta�led 
payroll data from seven labour-�ntens�ve factor�es operat�ng �n Guangdong 
Prov�nce between 2001 and 2004. The data have the advantage that they 
relate spec�fically to m�grant workers. meng and Ba� found no ev�dence of a 
substant�al tendency for �ncomes of m�grant workers to r�se �n these factor�es 
�n Guangdong �n the early years of the twenty-first century.

Linking goods and services in China and abroad

A number of chapters document and analyse the effects of deepen�ng domest�c 
market �ntegrat�on, and analyse the relat�onsh�p between domest�c and 
�nternat�onal l�nkages.

Wang, Fan and Zhu (chapter 3) apply a new �ndex to measure the expand�ng 
role of markets �n the ch�nese economy. The role of markets �n domest�c and 
�nternat�onal econom�c relat�ons has become large by any standards, w�th the 
process of change hav�ng been accelerated by WTo entry. F�ndlay, Pangestu 
and lee (chapter 6) apply �nnovat�ve and product�ve approaches to analys�s 
of l�beral�sat�on �n the serv�ces sector. The parallel analys�s of agr�cultural 
exchange by huang, l�u, mart�n and rozelle (chapter 7) demonstrates that 
the ch�nese farm economy �s more open to the �nternat�onal market than th�s 
sector �n most �ndustr�al�sed countr�es, and that openness has been ass�sted 
by WTo entry. l�, song and Zhao (chapter 5) descr�be another d�mens�on of the 
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�nternat�onal�sat�on of the ch�nese economy �n recent years: expans�on of exports 
has been accompan�ed by huge growth �n components �mports from other east 
As�an compan�es, allow�ng ch�na and �ts ne�ghbours to spec�al�se more and more 
finely �n product�on and trade accord�ng to comparat�ve advantage. 

Two chapters look more broadly at the relat�onsh�p between domest�c and 
�nternat�onal market �ntegrat�on. Golley and Groenewold (chapter 10) note 
that l�nkages across markets �n ch�na are less �mpress�ve than l�nks to the 
�nternat�onal economy. The better-developed econom�es are more closely l�nked 
to overseas than �nternal markets. chen, Gu�, lu and chen (chapter 18) conclude 
that deeper �nternat�onal �ntegrat�on tends to weaken domest�c market l�nkages 
for a wh�le, but to strengthen them at a later stage of development.  

The need for new markets for environmental amenity

ch�nese econom�c growth—l�ke susta�ned econom�c growth �n many 
countr�es—has been assoc�ated w�th pressure on the local env�ronment. 
ch�nese econom�c growth �s now on such a prod�g�ous scale that �t �s plac�ng 
pressure on global env�ronmental amen�ty through �ts contr�but�on to current 
and prospect�ve global warm�ng.  

A recent report from the Netherlands env�ronment Assessment Agency 
(2007) on global em�ss�ons of greenhouse gases recorded that ch�na overtook 
the Un�ted states �n 2006 as the country w�th the h�ghest levels of greenhouse 
gas em�ss�ons—by a marg�n of 8 per cent. ch�na contr�buted two-fifths of the 
2.6 per cent growth �n global em�ss�ons last year.  

internat�onal market reform, embody�ng �nternal�sat�on of global env�ronmental 
external�t�es, �s needed �f the cont�nuat�on of strong growth �s to be reconc�led 
w�th the conservat�on of aspects of the b�osphere on wh�ch all human act�v�ty 
depends. These d�fficult but fundamentally �mportant �ssues are d�scussed br�efly 
�n the conclud�ng sect�on of Garnaut and huang (chapter 2). 

The ch�nese d�mens�on of the global warm�ng �ssue has �ts or�g�n �n the 
extent and character of ch�nese energy use �n the process of rap�d econom�c 
growth. song and sheng (chapter 12) assess �n deta�l the relat�onsh�p between 
growth and energy consumpt�on �n ch�na. They �ntroduce recent offic�al 
d�scuss�on of cl�mate change �n ch�na to prov�de �mportant �ns�ghts �nto 
ch�nese th�nk�ng and poss�ble future contr�but�ons to management of th�s 
�nternat�onal �ssue.  

Integrating ideas about economics

Th�s volume concludes w�th reflect�ons by l�n (chapter 20) on the adequacy of 
�deas from modern neoclass�cal econom�cs �n understand�ng growth �n ch�na 
and other trans�t�onal econom�es �n the reform per�od.
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one of the �mpress�ve and �nfluent�al processes of l�nk�ng ch�nese to 
�nternat�onal markets �n the reform era has �nvolved the market for �deas about 
econom�cs. The modern econom�cs profess�on has grown prod�g�ously, so that 
the rece�ved econom�c w�sdom of the West �s understood and taught w�dely �n 
the best un�vers�t�es and soc�al sc�ence research �nst�tut�ons. l�n, and the ch�na 
center of econom�c research at Pek�ng Un�vers�ty, wh�ch he was �nstrumental 
�n establ�sh�ng, �s the pr�me locus of th�s new knowledge.

one of the strengths of modern econom�cs as professed �n ch�na �s that �t 
has been capable of cr�t�cal r�gour �n appl�cat�on of �deas developed elsewhere 
to the ch�nese s�tuat�on. l�n analyses the sources of modern econom�cs’ fa�lure 
to comprehend the fa�lure of s�mple appl�cat�on of rece�ved doctr�ne �n the 
former sov�et Un�on, and the success of departures from �t �n ch�na. he draws 
attent�on to the �mportance of reta�n�ng a cr�t�cal mass of ‘v�able’ enterpr�ses, 
wh�ch can ma�nta�n econom�c act�v�ty through d�srupt�ve structural change. 

Note

1 Throughout the follow�ng chapters, the terms ‘renm�nb�’ and ‘yuan’ are used �nterchangeably.
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