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Rebalancing equity and efficiency for 
sustained growth

Justin Yifu Lin

Income d�str�but�on �s currently one of the most consp�cuous problems �n ch�na. 
s�nce the reforms of 1978, ch�na has ma�nta�ned rap�d econom�c growth, w�th 
an average gross domest�c product (GdP) growth rate of 9.7 per cent per annum 
and a yearly fore�gn trade growth rate of 17.4 per cent. Growth was part�cularly 
strong between 2003 and 2007, dur�ng wh�ch t�me ch�na ma�nta�ned a h�gh 
GdP growth rate of more than 10 per cent and a fore�gn trade growth rate of 
28.5 per cent per annum. As a country �n rap�d trans�t�on, however, many soc�al 
and econom�c problems have developed as the reform deepens. For example, 
through the end of the 1980s and �nto the early 1990s, the reform of state-owned 
enterpr�ses (soes) was one of the key talk�ng po�nts �n the ch�nese economy. It 
was acknowledged publ�cly that one-th�rd of soes were �n defic�t, another one-
th�rd were known to be �n defic�t (but th�s fact was not acknowledged), wh�le only 
the rema�n�ng th�rd were turn�ng a profit. The profitab�l�ty of soes �s no longer 
the ma�n problem �n ch�na, as many of the small soes have been pr�vat�sed 
and the larger soes are earn�ng healthy profits. The key �ssue now �s how to 
�mprove the compet�t�veness of soes �n the global market. A further example 
of the trans�t�on �n ch�na’s economy �s �ts financ�al system, wh�ch was once 
very frag�le, and wh�ch carr�ed a h�gh rat�o of non-perform�ng loans. Th�s �ssue 
was part�cularly ser�ous �n the four state-owned banks. After several years of 
reform, however, the rat�o of non-perform�ng loans has decreased s�gn�ficantly 
�n the four state-owned banks, and three of them have �ntroduced strateg�c 
�nvestors and are l�sted publ�cly. moreover, the stock-market has exper�enced 
a full cycle, w�th a bull market emerg�ng �n 2006 and 2007.
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Wh�le the old problems were solved, new ones have emerged. W�th the 
d�sappearance of the or�g�nal ch�ef concerns about the ch�nese economy, 
those concerns that were trad�t�onally of only secondary �mportance are now 
centre stage. F�rst, �nvestment �s grow�ng too qu�ckly, lead�ng to �nsuffic�ent 
consumpt�on. The growth rate of �nvestment �n fixed assets was 27.7 per cent �n 
2003, 26.6 per cent �n 2004, 25.7 per cent �n 2005 and 24 per cent �n 2006. more 
�mportantly, such h�gh �nvestment growth rates were reached w�th a very low 
�nflat�on rate. In the nat�onal �ncome account, too much �nvestment leads to a 
level of consumpt�on that �s �nsuffic�ent to susta�n econom�c growth. In the past 
five years, ch�na’s �nvestment grew faster than �ts comparat�vely h�gh �ncreases 
�n consumpt�on of 10 per cent per annum, lead�ng to a sharp accumulat�on of 
product�on capac�ty. In th�s case, consumpt�on becomes �nsuffic�ent when 
matched w�th th�s �ncrease �n product�ve capac�ty. ch�na needs to export more 
�n order to deal w�th �ts excess�ve product�on capac�ty. Th�s �s why ch�na has 
exper�enced a h�gh growth rate �n exports and a rap�d accumulat�on �n �ts fore�gn 
trade surplus dur�ng recent years. Th�s �s a new problem for ch�na.

second, too many cap�tal and resource-�ntens�ve �ndustr�es have been 
developed. ch�na’s growth �s h�ghly dependent on resources. Accord�ng to 
ma ka� (2007), cha�r of the nat�onal development and reform comm�ss�on 
of ch�na, �n 2006, ch�na contr�buted 5.5 per cent of global GdP, but �t used 15 
per cent of the world’s energy, 30 per cent of the world’s steel and 54 per cent 
of the world’s concrete. Unemployment �s another problem for develop�ng 
cap�tal-�ntens�ve �ndustr�es. s�nce 1980, although the ch�nese growth rate has 
been very h�gh, the ab�l�ty of the ch�nese economy to create employment has 
been cont�nually decreas�ng. The ma�n reason �s that ch�na has developed too 
much cap�tal-�ntens�ve �ndustry rather than bu�ld�ng up those �ndustr�es that 
are labour �ntens�ve.

Th�rd, �nvestment has been concentrated ma�nly �n just a few �ndustr�es. 
Th�s s�tuat�on was espec�ally ser�ous �n 2003 and 2004. I call th�s the ‘wave 
phenomena’ (l�n 2007a), h�ghl�ght�ng that �nvestment tends to wash �nto certa�n 
�ndustr�es l�ke waves, often leav�ng the �ndustry w�th an excess capac�ty to 
produce. Take the ch�nese steel �ndustry as an example: �n 2007, the country’s 
product�ve ab�l�ty reached 450 m�ll�on tonnes, whereas �t was only 190 m�ll�on 
tonnes �n 2002. Wh�le ch�na needed to �mport a great deal of steel �n the past, 
now �t �s essent�al for ch�na to export �t.

moreover, there �s excess l�qu�d�ty �n the ch�nese economy. large banks 
usually hold excess reserves. Th�s reduces the effect�veness of monetary pol�cy. 
ch�nese experts usually argue about whether �nterest management or gross 
management should be the monetary tool. In some cases, �nterest management 
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�s not as effect�ve as gross management—for �nstance, when chang�ng the 
reserve rat�o. Because of the ex�stence of excess reserves, ra�s�ng the reserve 
rat�o somet�mes has l�ttle �nfluence on cred�ts.

Furthermore, a bubble plagues the real estate market. It �s reasonable pol�cy 
to make real estate the p�llar of �ndustry �n ch�na. on one hand, surplus labour 
�n rural areas w�ll move �nto urban areas as a cont�nuat�on of urban�sat�on, 
wh�ch w�ll l�ft the demand for hous�ng; on the other hand, as �ncome levels grow, 
larger, more expens�ve houses are demanded by those already l�v�ng �n c�t�es. 
The demand for real estate �s therefore, and w�ll cont�nue to be, h�gh. Property 
developers �n ch�na tend, however, to contrad�ct the normal exper�ence of house 
construct�on patterns �n �ndustr�al�sed econom�es. Accord�ng to th�s exper�ence, 
small houses are generally �n demand at the first stage of development. When 
�ncome levels r�se, people beg�n to upgrade the s�ze of the�r houses and, as a 
result, there �s h�gher demand for larger propert�es. The current trend �n the 
ch�nese real estate market, however, �s for the w�despread construct�on of 
large houses w�th �nsuffic�ent numbers of smaller abodes under construct�on. 
Th�s trend must be reversed.

Apart from these, many new soc�al problems have emerged. Among them, 
�ncome d�spar�ty �s one of the most notable (l�n and chen 2007a, 2007b, 2008; 
l�n 1999, 2005; l�n and l�u 2003). In 1978, the rat�o of urban d�sposable �ncome 
to rural net �ncome was 2.6:1; th�s rat�o grew to 3.3:1 �n 2006. ch�na now has 
one of the b�ggest �ncome gaps between urban and rural areas �n the world. 
s�multaneously, a large group of low �ncome-earn�ng c�t�zens has emerged �n 
the larger c�t�es because of w�despread unemployment (l�n and l�u 2003). At 
present, ch�na’s G�n� coeffic�ent exceeds 0.45, wh�ch means �t has passed the 
‘safe l�ne’ for soc�al stab�l�ty, accord�ng to many experts. There are, however, 
many other problems emerg�ng �n ch�na, such as �ncomplete serv�ces �n health 
care and the educat�onal system, the pr�ces of wh�ch are too h�gh compared 
w�th �ncome levels.

l�v�ng cond�t�ons have �mproved greatly thanks to the h�gh econom�c growth 
rate dur�ng the past years. Bas�c shortages of food and cloth�ng have been 
solved, even �n prov�nc�al areas. soc�al d�scontent �s, however, spread�ng, largely 
because of the soc�al problems ment�oned above. As the old adage suggests, 
‘shortage �s not a problem, but �nequal�ty really matters’. When the �ncome gap 
becomes more s�gn�ficant, many k�nds of problems and contrad�ct�ons ar�se. 
many people even th�nk that cond�t�ons �n the past were better than those today. 
In the past, although they were very poor, people felt content because �ncomes 
were more equal; now, however, even though people are generally r�cher than 
prev�ously, �nequal�ty �s caus�ng w�despread d�scontent.
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There have been many appeals to cure the problem of �ncome d�spar�ty, and 
red�str�but�on �s usually suggested as the tool. In a d�scuss�on about personal 
�ncome tax �n 2005 and 2006, for example, many people suggested that ch�na 
should ra�se �ts tax rate for the r�ch as a way of subs�d�s�ng low-�ncome groups 
�n the form of transfer payments. The h�ghest personal �ncome tax rate �n ch�na 
has, however, already reached 45 per cent—one of the h�ghest tax rates �n the 
world. cons�der�ng th�s, I would suggest that the ma�n problem w�th ch�na’s tax 
system �s w�th enforcement, not the rate �tself. cr�t�cs of th�s v�ewpo�nt express 
an �mportant soc�al sent�ment—that �s, many people are unhappy because they 
bel�eve that some people �n ch�na are too r�ch. Th�s �s not, however, the case. 
compared w�th other countr�es, the r�ch �n ch�na are not r�ch at all; therefore, 
we st�ll need to act�vate the r�ch to create more soc�al wealth—at least �n the 
present. It �s our task to ensure that �n the course of development, the �ncome 
of the poor grows faster than that of the r�ch, but �t should not be accompl�shed 
by red�str�but�on.

Under these cond�t�ons, �t �s very d�fficult to bu�ld a harmon�ous soc�ety. 
Based on the character�st�cs of the current stage of econom�c and soc�al 
development, the commun�st Party of ch�na formulated a pol�cy of ‘advanc�ng 
w�th the t�mes’, and put forward a ‘sc�ent�fic concept of development’ at �ts 
s�xteenth nat�onal congress, the contents of wh�ch �ncluded two key po�nts. on 
one hand, development should be the ult�mate pol�cy goal; on the other hand, �n 
the course of development, we must try to ach�eve ‘five areas of coord�nat�on’: 
coord�nat�on between urban and rural areas, between reg�ons, between soc�ety 
and the economy, between humans and nature, and between domest�c and 
�nternat�onal markets. At the seventeenth nat�onal congress �n 2007, the party 
put forward a pol�cy of bu�ld�ng a harmon�ous soc�ety (hu 2007), �n order to 
resolve l�vel�hood �ssues, �nclud�ng educat�on and health-care d�fficult�es, the 
gap between urban and rural areas, soc�al secur�ty and so on. The government’s 
work�ng reports from 2007 and 2008 have put forward many concrete pol�cy 
measures to solve these l�vel�hood �ssues.

Comparative advantage: realising equality and efficiency 
simultaneously

how does one carry out the sc�ent�fic concept of development and s�multan-
eously construct a harmon�ous soc�ety �n ch�na? The current gu�del�nes for 
pol�cymak�ng d�ctate that pr�mary d�str�but�on emphas�ses effic�ency, and 
red�str�but�on solves equal�ty. Th�s statement suggests that s�nce ch�na a�ms to 
emphas�se �nd�v�dual l�vel�hoods and soc�al harmony, the ch�nese government 
should play a more act�ve role �n real�s�ng equal�ty through d�str�but�on. 
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however, th�s course of act�on w�ll be unproduct�ve, �f not counterproduct�ve, �f 
we fa�l to real�se equal�ty and effic�ency s�multaneously �n pr�mary d�str�but�on 
and, �nstead, resort only to red�str�but�on. equal�ty and effic�ency should be 
real�sed s�multaneously �n pr�mary d�str�but�on, and red�str�but�on, act�ng 
as a complementary tool, should solve the res�dual problems left by pr�mary 
d�str�but�on. It �s worth emphas�s�ng that �n certa�n c�rcumstances, red�str�but�on 
can be helpful. In the current system, however, pr�mary d�str�but�on emphas�ses 
effic�ency and red�str�but�on solves equal�ty, wh�ch means s�mply that we should 
not take the equal�ty problem �nto cons�derat�on �n the process of pr�mary 
d�str�but�on. Th�s, �t seems, �s counterproduct�ve.

can ch�na really ach�eve �ts a�m of real�s�ng equal�ty and effic�ency s�multan-
eously �n pr�mary d�str�but�on?

such a pol�cy has at least two mean�ngs. F�rst and foremost, ch�na must 
ma�nta�n a h�gh econom�c growth rate �n order to ensure susta�nable growth 
of average personal �ncomes. After 29 years of rap�d growth, the average 
personal �ncome �n ch�na reached Us$2,400 �n 2006. Th�s �s st�ll very low, 
reflect�ng 4–5 per cent of the average personal �ncome �n the Un�ted states. 
Th�s suggests that ch�na should cont�nue to emphas�se effic�ency to speed up 
econom�c growth. The second mean�ng of ch�na’s pol�cy �s that the country 
must ensure that �ncomes for the poor grow faster than those for the r�ch �n 
the course of econom�c development, �n order to real�se equal�ty and effic�ency 
s�multaneously.

The quest�on rema�ns, �s there a path to the real�sat�on of equal�ty and 
effic�ency through �n�t�al d�str�but�on? The answer �s yes. The �mperat�ve �s 
to develop accord�ng to ch�na’s comparat�ve advantage. If ch�na can choose 
the �ndustr�es, products and technolog�es that are su�table to �ts comparat�ve 
advantage, �t w�ll be able to �mprove the d�str�but�on cond�t�ons and real�se the 
‘five areas of coord�nat�on’ put forward �n �ts sc�ent�fic development concept, 
wh�le at the same t�me ma�nta�n�ng a h�gh econom�c growth rate (l�n et al. 
1999; l�n 2004a, 2004b, 2004c, 2007b).

The d�scuss�on about comparat�ve advantage has lasted for more than 20 
years, w�th some argu�ng that ch�na should adopt a competitive advantage 
as opposed to the trad�t�onal comparative advantage. Th�s �s a m�staken v�ew 
of the concepts. In fact, compet�t�ve advantage �s based on the not�on of 
comparat�ve advantage. Fa�l�ng to follow comparat�ve advantage means that 
compet�t�ve advantage cannot be ach�eved. m�ke Porter (1990), a professor at 
the kennedy school at harvard Un�vers�ty �n the Un�ted states, first put forward 
the concept of compet�t�ve advantage. he argued that four factors determ�ned 
compet�t�ve advantage: first, whether the country had relat�vely lower pr�ces of 
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a type of resource compared w�th the �nternat�onal pr�ce—that �s, the country 
had a resource pr�ce advantage. In th�s case, the country should ut�l�se �ts pr�ce 
advantage and develop �ndustr�es �ntens�vely us�ng the compet�t�ve resource 
�nstead of other resources. second, d�d the develop�ng �ndustry have a large 
enough domest�c market? Where a new �ndustry can rely on h�gh domest�c 
demand, �t w�ll have a much better chance of be�ng �nternat�onally compet�t�ve. 
Th�rd, does the new �ndustry enjoy a good cluster�ng effect �n the home 
country, wh�ch can �mprove �ts effic�ency? F�nally, can the new �ndustry enjoy 
a compet�t�ve domest�c market, �nstead of one that �s monopol�st�c?

Among the four determ�n�ng factors ment�oned by Porter (1990), there are 
really only two �ndependent factors: the scale of domest�c markets and factor 
pr�ces. The scale of the domest�c market �s largely fixed, be�ng determ�ned by 
populat�on s�ze and �ncome levels. In the doma�n of factor pr�ces, Porter (1990) 
argues that we must take full advantage of the resources w�th pr�ce advantage,  
where the pr�ce advantage really equates to comparat�ve advantage. The 
rema�n�ng two factors are determ�ned �nherently by the pr�ce advantage. F�rst, 
the �ndustr�al cluster�ng effect cannot be ach�eved unless the �ndustry has a 
comparat�ve advantage. For example, the electron�c-process�ng �ndustry cannot 
be clustered �n the Un�ted states as �t �s �n dong Wan, ch�na, because th�s 
�ndustry �s h�ghly labour �ntens�ve and wages �n the Un�ted states are very h�gh. 
s�m�larly, cap�tal-�ntens�ve �ndustr�es cannot be clustered �n these countr�es, 
because �nterest rates �n develop�ng countr�es are h�gh due to the shortage 
of cap�tal. second, only �ndustr�es w�th comparat�ve advantage can form a 
compet�t�ve domest�c market. W�thout comparat�ve advantage, government 
protect�on and subs�d�es are needed �n order to bu�ld the �ndustry—therefore, 
compet�t�ve markets cannot develop. All th�s leads to the conclus�on that 
the compet�t�ve advantage theory, �n nature, refers only to two bas�c factors: 
comparat�ve advantage and the scale of the domest�c market. 

Th�s leads to the quest�on of wh�ch of the two factors �s more �mportant? 
doubtless, �t �s good to have a large domest�c market; however, �f a country 
follows �ts comparat�ve advantage, �ts products can be sold on the �nternat�onal 
market. In th�s case, the scale of the domest�c market matters l�ttle. For example, 
F�nland, whose populat�on �s only a l�ttle more than five m�ll�on, has compan�es 
that sell predom�nantly to the �nternat�onal market �nstead of to the relat�vely 
small domest�c market (examples �nclude nok�a). Therefore, we can see that 
compet�t�ve advantage �s based on comparat�ve advantage, and econom�es w�th 
a compet�t�ve advantage can grow rap�dly and ach�eve ‘h�gh effic�ency’.

Generally speak�ng, ch�na’s market advantage rema�ns �ts abundance of low-
pa�d workers. Accord�ngly, many labour-�ntens�ve �ndustr�es can be developed 
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eas�ly, �nclud�ng manufactur�ng, serv�ces and the segments of cap�tal-�ntens�ve 
�ndustr�es that are relat�vely labour �ntens�ve. Further job opportun�t�es can 
therefore st�ll be created. on the other hand, compet�t�ve power and market share 
can be �ncreased �f ch�na develops accord�ng to �ts comparat�ve advantage, and 
more profits can be real�sed. W�th a surplus, the country can speed up cap�tal 
accumulat�on and the cap�tal can be deepened rap�dly because the growth of 
the labour force �s relat�vely steady because of ch�na’s restr�ct�ons on populat�on 
growth. The country w�ll change �ts factor endowment gradually from be�ng a 
labour-abundant country to one that �s cap�tal abundant. Th�s trans�t�onal process 
�s also typ�cal �n the development h�story of �ndustr�al�sed countr�es. When cap�tal 
becomes abundant and labour becomes relat�vely scarce, the pr�ce system 
beg�ns to funct�on and wages grow, wh�le �nterest rates decl�ne. Th�s results �n 
deprec�at�on of the assets of the r�ch (those w�th cap�tal) and apprec�at�on of the 
assets of the poor (low wage earners). As a result, �ncome d�str�but�on beg�ns 
to even out. For example, after World War II, some countr�es, �nclud�ng Japan, 
Ta�wan, korea and s�ngapore, cont�nually �mproved the�r �ncome d�str�but�on 
through rap�d econom�c development (and they have s�nce been dubbed the 
‘east As�an m�racles’). many emp�r�cal stud�es that demonstrate th�s effect (see, 
for example, l�n, ca� and Z� 1999b).

In the d�scuss�on about comparat�ve advantage, some commentators worry 
that ch�na m�ght have d�fficulty develop�ng �f �ts focus rema�ns on labour-
�ntens�ve �ndustr�es whereas �ndustr�al�sed countr�es develop cap�tal-�ntens�ve 
�ndustr�es. Th�s �s, however, a m�sunderstand�ng of the s�tuat�on. development 
�s ach�eved �n stages. leap-frogg�ng a stage of development could result �n a 
complete fa�lure to develop; �n contrast, mov�ng step by step can lead to rap�d 
development. Industr�es �n �ndustr�al�sed countr�es are mostly cap�tal and 
technology �ntens�ve, wh�le �ndustr�es �n develop�ng countr�es are mostly labour 
and resource �ntens�ve. d�fferent �ndustr�al structures are, however, the result 
of natural endowments, not the causes. Industr�al�sed countr�es are relat�vely 
r�ch �n cap�tal but short of labour, so the pr�ce of cap�tal �s low but the pr�ce of 
labour �s h�gh. In order to ma�nta�n compet�t�ve power, �ndustr�al�sed countr�es 
have no cho�ce but to subst�tute labour for cap�tal by develop�ng cap�tal and 
technolog�cally �ntens�ve �ndustr�es. The Un�ted states has protected �ts labour-
�ntens�ve �ndustr�es such as text�les. If, however, ch�na exports more �n these 
�ndustr�es, �t w�ll hurt the �ndustr�al-country markets. Why? Because wages 
�n the Un�ted states are much h�gher than �n ch�na, wh�ch leads to relat�vely 
h�gh product�on costs �n labour-�ntens�ve �ndustr�es �n the Un�ted states. In 
contrast, wages �n ch�na are relat�vely low and the �ndustr�es w�th compet�t�ve 
power are therefore the labour-�ntens�ve ones. It �s sa�d that ch�nese �ndustr�es 
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currently lack compet�t�ve power; th�s �s not the case. If ch�nese �ndustr�es 
lack compet�t�ve power, why do other countr�es always ra�se ‘dump�ng’ 
compla�nts aga�nst ch�na? The �ndustr�es w�th comparat�ve advantage are 
always compet�t�ve.

s�nce compet�t�ve advantage �s based on comparat�ve advantage, for ch�na 
to catch up, �t �s �mportant that �t upgrades �ts endowment structure more 
qu�ckly than �ts compet�tors. Generally, there are three components of factor 
endowment: cap�tal, labour and natural resources. Because natural resources 
are relat�vely fixed, upgrad�ng the factor endowment structure means that 
ch�na must �ncrease per cap�ta cap�tal rap�dly. ch�na can catch up w�th the 
�ndustr�al�sed countr�es over t�me �f �ts per cap�ta cap�tal �ncreases faster 
than �n �ndustr�al�sed countr�es. If develop�ng countr�es cont�nue to grow 
accord�ng to the�r comparat�ve advantage, the�r factor endowment structure 
can be upgraded rap�dly and they w�ll, as a result, reach the same level of 
development as �ndustr�al�sed countr�es. The log�c employed here �s s�mple, but 
powerful. output can be used for e�ther current consumpt�on or accumulat�on 
of cap�tal. The rat�o of output used for accumulat�on �s determ�ned largely by 
the rate of return on cap�tal. h�gh rates of return on cap�tal lead to h�gh rat�os 
of accumulat�on. At the early stage of development, the rate of return on cap�tal 
�s very h�gh �n develop�ng countr�es because of the general shortage of cap�tal, 
lead�ng to a h�gh cap�tal accumulat�on rate.

A further advantage spec�fic to develop�ng countr�es �s that they are less 
technolog�cally advanced than �ndustr�al�sed countr�es (l�n 2003). on the surface, 
th�s seems to be a clear d�sadvantage; however, several ga�ns are afforded from 
not be�ng at the forefront of technolog�cal advancement. Us�ng th�s advantage, 
develop�ng countr�es can upgrade the�r �ndustr�es cont�nuously and the return 
rate on cap�tal does not therefore decrease (or decreases only very slowly). 
Under these cond�t�ons, the cap�tal accumulat�on rate �n develop�ng countr�es 
can rema�n cont�nually h�gher than the rate �n �ndustr�al�sed countr�es. The 
�ndustr�es w�th the b�ggest potent�al for technolog�cal ‘catch-up’ are those that 
use ex�st�ng technolog�es and produce products w�th establ�shed demand, and 
th�s means that develop�ng count�es can �ntroduce new technolog�es, absorb 
them and re-�nnovate at very low cost. As a result, technology can be updated 
frequently, lead�ng to a slow decrease or even stable rate of return on cap�tal. 
The cap�tal accumulat�on rate w�ll also rema�n h�gh �n develop�ng countr�es. 
In contrast, technology �n �ndustr�al�sed countr�es �s pos�t�oned at the front�er 
of the global technology cha�n, so �nvent�on and �nnovat�on dr�ve development 
w�th h�gh costs and h�gh probab�l�ty of fa�lure. Although �ndustr�al�sed countr�es 
hold most of the world’s patents, the�r �ndustr�es and technolog�es update more 
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slowly than �n develop�ng countr�es because the latter are less technolog�cally 
advanced and can take advantage of the �ndustr�al�sed world’s technology. 
Th�s �s why �ndustr�al�sed countr�es typ�cally have a lower rate of return on 
cap�tal and a lower propens�ty to �nvest compared w�th develop�ng countr�es. 
After 10–20 years, or at most two generat�ons, the average levels of cap�tal 
per cap�ta �n develop�ng countr�es can catch up w�th those �n �ndustr�al�sed 
countr�es. By mak�ng full use of comparat�ve advantage and the technolog�cal 
gap, for example, east As�an countr�es successfully shortened the gap or even 
caught up w�th �ndustr�al�sed countr�es w�th�n only one generat�on dur�ng the 
1960s and 1970s.

several years ago, I put forward a concept I called ‘run fast w�th small 
steps’. Th�s means that a develop�ng country needs to keep each step of �ts 
�ndustr�al and technolog�cal upgrad�ng fa�rly small, but �t must also ensure 
that the frequency of upgrades �s h�gh. The goal, �n ch�na at least, should 
be to catch up w�th �ndustr�al�sed countr�es w�th�n two to three decades, or 
even w�th�n one generat�on. most people see h�gh-technology �ndustr�es only 
�n �ndustr�al�sed countr�es and low-technology �ndustr�es only �n develop�ng 
countr�es. The level of �ndustry and technology certa�nly �nfluences nat�onal 
power and the �ncome levels of a country and, as a result, th�s leaves some 
hop�ng that the process of development can be ach�eved through shortcuts. 
Th�s catch-up strategy, however, wh�ch a�ms to develop �ndustr�es and 
technology as qu�ckly as poss�ble, cuts across the gra�n of comparat�ve 
advantage. 

Industr�al�sed and develop�ng countr�es have d�st�nct comparat�ve advantages 
and therefore �ndustr�es w�th comparat�ve advantage �n �ndustr�al�sed countr�es 
m�ght not be su�table for develop�ng countr�es, such as ch�na. If develop�ng 
countr�es adopt a catch-up strategy—that �s, they set up cap�tal-�ntens�ve 
�ndustr�es across the board—these �ndustr�es w�ll lack compet�t�ve power �n 
the �nternat�onal market. Th�s leads to �neffic�ent resource allocat�on across the 
whole economy, wh�ch �n turn leads to low effic�ency �n econom�c development 
and a range of other problems, �nclud�ng over-concentrat�on of cap�tal and 
reduct�ons �n levels of employment. moreover, a large number of low-�ncome 
wage earners are shut out of the labour market and cannot share the fru�ts 
of econom�c development, wh�ch leads to an �ncrease �n expl�c�t and �mpl�c�t 
unemployment. Worse st�ll, s�nce �ndustr�es under comparat�ve advantage-
defy�ng strateg�es have no compet�t�ve power �n an open and compet�t�ve 
market, they can surv�ve only �f protect�on and subs�d�es sh�eld the �ndustr�es 
from compet�t�on. Governments �nvest �n cap�tal-�ntens�ve �ndustr�es �n centrally 
planned econom�es, but �n market econom�es, only the r�ch can do th�s. 
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Th�s begs the quest�on, where are the subs�d�es com�ng from? They w�ll 
come, d�rectly or �nd�rectly (through taxes, subs�dy pol�c�es and so on), only from 
people who do not �nvest �n the cap�tal-�ntens�ve �ndustr�es—namely, the poor. 
Prov�d�ng subs�d�es to the r�ch by extract�ng from the poor w�ll lead to a worsen�ng 
of �ncome and wealth d�str�but�on. W�thout the adopt�on of a permanent-res�dency 
reg�strat�on pol�cy, as used �n some countr�es, the rural unemployed swarm �nto 
b�g c�t�es and form slums because they cannot enter the formal employment 
market. of course, develop�ng countr�es can set up several h�gh-level �ndustr�es, 
large compan�es and brands, as can be found �n �ndustr�al�sed countr�es, but the 
profits of these �ndustr�es, by and large, come from government protect�on and 
subs�d�sat�on, wh�ch �s a k�nd of wealth transfer rather than real value creat�on 
by the firms. The labour force would be better served by work�ng �n labour-
�ntens�ve �ndustr�es that have comparat�ve advantage, but they cannot do th�s 
because there �s not enough cap�tal to work w�th. s�nce wealth transfer and the 
uncompet�t�ve cap�tal-�ntens�ve �ndustr�es create noth�ng, the rema�n�ng cap�tal 
that can be funnelled �nto labour-�ntens�ve �ndustr�es �s meagre. Iron�cally, �t �s 
these �ndustr�es that have the potent�al to create the h�ghest levels of wealth 
for the develop�ng country’s economy. Furthermore, th�s slows �ncreases �n the 
factor endowment as well as econom�c growth.

develop�ng countr�es that adopt th�s �nappropr�ate catch-up strategy 
share the follow�ng common econom�c path: �n the beg�nn�ng, the economy 
grows rap�dly through �nvestment, wh�ch �s protected and subs�d�sed by the 
government. As t�me passes and �nvestment slows, econom�c growth slows 
and the country beg�ns to seek fore�gn cap�tal, wh�ch �s followed by a short 
per�od of rap�d growth. The result �s that the country �s left w�th �ndustr�es that 
cannot create wealth but wh�ch have drawn on large fore�gn loans that must be 
repa�d. If they fa�l to repay these debts, financ�al and soc�al cr�ses are �nev�table. 
moreover, the potent�al ex�sts for the so-called ‘bad market economy’ to rear �ts 
ugly head. Industr�es developed under th�s catch-up strategy need protect�on 
and subs�d�sat�on from the government; �n market econom�es, however, people 
who �nvest �n these �ndustr�es prefer to seek more protect�on and subs�d�sat�on 
from the government rather than enhanc�ng product�ve effic�ency. Th�s leads 
to a large number of rent-seek�ng act�v�t�es �n these econom�es.

After World War II, lat�n Amer�ca adopted the  ‘�mport subst�tut�on’ strategy, 
develop�ng var�ous cap�tal-�ntens�ve �ndustr�es, wh�ch amounted essent�ally 
to a catch-up strategy. Th�s approach to development resulted �n a lack of 
employment, unequal d�str�but�on of publ�c finance and the emergence of 
slums �n b�g c�t�es. Under the result�ng cond�t�ons of soc�al d�sharmony and 
mass unemployment, lat�n Amer�can governments moved towards ‘democrat�c 
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pol�t�cs’, �n wh�ch they put forward appeal�ng, popul�st soc�al welfare pol�c�es. 
Th�s led to large fiscal defic�ts and financ�al cr�ses. These �ssues have cont�nued 
to plague the development of lat�n Amer�can countr�es to th�s day. 

The current d�str�but�on system �n ch�na emphas�ses effic�ency �n pr�mary 
d�str�but�on; however, ch�na does not define effic�ency by compet�t�ve market 
power w�thout government protect�on and subs�d�sat�on. F�rms that benefit 
from protect�on and subs�d�sat�on enjoy h�gh profit levels. essent�ally, however, 
these profits are a k�nd of wealth transfer that w�ll �nev�tably lead to soc�al 
�nstab�l�ty. If ch�na seeks to solve �ts equ�ty problem through red�str�but�on, �t 
w�ll r�sk slump�ng l�ke lat�n Amer�ca. Therefore, I do not agree w�th the theory 
that ‘pr�mary d�str�but�on emphas�ses effic�ency, and red�str�but�on solves 
equal�ty’. rather, I bel�eve that equ�ty and effic�ency problems should be solved 
through the pr�mary d�str�but�on of wealth and that red�str�but�on should only 
complement th�s.

equ�ty and eff�c�ency can be real�sed s�multaneously by adopt�ng a 
comparat�ve advantage-follow�ng strategy for development. ‘comparat�ve 
advantage’ �s a term used by econom�sts, but wh�ch of ch�na’s �ndustr�es are 
really �n accordance w�th �ts comparat�ve advantage? ch�na’s factor endowment 
structure �s chang�ng and �mprov�ng. labour-�ntens�ve and cap�tal-�ntens�ve 
�ndustr�es are relat�ve concepts and there are large factor d�fferences between 
the reg�ons of ch�na: coastal reg�ons such as shangha� and shenzhen; �nland 
reg�ons such as Anhu�, J�angx�, hunan and hube�; and western reg�ons such 
as X�nj�ang, n�ngx�a and Gansu. how can development best ut�l�se comparat�ve 
advantage, tak�ng these vastly d�ffer�ng exper�ences �nto account? From the 
v�ewpo�nt of an entrepreneur, profits are more �mportant than the concept 
of comparat�ve advantage. Profits are determ�ned by the pr�ces of products 
and factors. develop�ng accord�ng to comparat�ve advantage requ�res a 
perfect pr�ce system rather than the development of �ndustr�es accord�ng 
to comparat�ve advantage. The pr�ce system must suffic�ently and flex�bly 
reflect the relat�ve scarc�ty of every factor �n the factor endowment structure. 
If a factor �s relat�vely r�ch, �ts pr�ce �s relat�vely low and v�ce versa. If the 
veloc�ty of a factor’s accumulat�on �s relat�vely large, �mply�ng that �t changes 
from be�ng relat�vely scarce to relat�vely abundant, �ts pr�ce w�ll decrease 
from relat�vely h�gh to relat�vely low, and v�ce versa. If such a pr�ce system 
�s establ�shed, entrepreneurs w�ll use relat�vely cheap factors to m�n�m�se 
costs and max�m�se profits �n compet�t�ve markets. consequently, sett�ng 
up a suffic�ently compet�t�ve market system �s v�tal. development follow�ng 
comparat�ve advantage leads to a h�gh veloc�ty of cap�tal accumulat�on. Through 
th�s, an upgrade of products and technolog�es leads to an upgrade of �ndustr�es 
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from labour �ntens�ve to relat�vely cap�tal and technology �ntens�ve. In th�s 
development process, �ncome d�str�but�on w�ll be �n labour’s favour.

The a�m of the reforms �n ch�na �s to set up a perfect soc�al�st market 
economy. Because ch�na has developed accord�ng to comparat�ve advantage, 
�t has been ma�nta�n�ng fast growth for more than two decades s�nce the 
beg�nn�ng of the reforms and the era of openness. In the era of the planned 
economy, the ch�nese government �gnored comparat�ve advantage and 
developed var�ous cap�tal and technology-�ntens�ve �ndustr�es. To set up these 
�ndustr�es, the government depressed factor pr�ces art�fic�ally, wh�ch led to a 
shortfall of cap�tal. The government then allocated scarce cap�tal to favoured 
�ndustr�es through adm�n�strat�ve measures. ch�na adopted a gradual process 
of reform from 1978 onwards. The government now prov�des some protect�on 
and subs�d�sat�on for �ndustr�es that have no comparat�ve advantage wh�le, 
at the same t�me, �t places some constra�nts on those �ndustr�es that have 
comparat�ve advantage and that enjoyed preferent�al pr�c�ng �n the past. 
consequently, econom�c stab�l�ty �s obta�ned wh�le the economy secures 
rap�d growth. At present, ch�na �s the world’s th�rd-largest trad�ng country 
and exports predom�nantly labour-�ntens�ve goods; however, as the economy 
grows and cap�tal accumulates, the cap�tal and technolog�cal compos�t�on of 
export products �s �ncreas�ng. Th�s �s the necessary stage of development that 
follows on from comparat�ve advantage.

The gradual process of reform also creates some �ssues. Thus far, ch�na �s yet 
to set up a suffic�ently compet�t�ve market system. The government cont�nues 
to �ntervene �n the allocat�on of certa�n resources. Th�s �s a hangover from the 
era of protect�on and subs�d�sat�on prov�ded to �ndustr�es w�thout comparat�ve 
advantage. The d�stort�ons lead�ng to these �ssues are d�scussed below.

d�stort�ons of financ�al structures 

Before the reform per�od began, there were no banks or stock-markets �n ch�na. 
After the reform, the government began to develop and perfect the financ�al 
system; however, the ma�n task of the financ�al system dur�ng that per�od was 
to serve large firms. The process of appropr�at�ng funds from government was 
replaced by bank loans �n 1983, mean�ng that firms could no longer appropr�ate 
nat�onal publ�c finance but �nstead had to secure loans from banks at low �nterest 
rates. The low-�nterest loans played the role of subs�d�sat�on. To meet the large 
firms’ needs, the government kept depress�ng �nterest rates. meanwh�le, the 
government set up large state-owned banks to prov�de subs�d�es for the large 
soes. The current financ�al system �n ch�na, wh�ch has �nher�ted aspects of 
the prev�ous system, compr�ses ma�nly the four large state-owned banks. The 
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amount of rmB held by these four banks as a proport�on of total rmB used 
�n the financ�al system �s 75 per cent. These four banks prov�de loans to the 
large firms. In add�t�on, the stock-market has begun to develop. of course, the 
firms that had the capac�ty to enter the stock-market were the larger firms �n 
the market. labour-�ntens�ve firms ut�l�s�ng comparat�ve advantage are ma�nly 
small and m�ddle-s�zed. Under th�s h�ghly concentrated financ�al system, small 
firms cannot access finance from banks through loans, wh�ch restr�cts the�r 
development, and th�s �n turn reduces employment opportun�t�es. All of these 
factors lead to the follow�ng four wage problems.

F�rst, a large number of m�ddle-s�zed and small firms �n labour-�ntens�ve 
�ndustr�es, such as manufactur�ng and serv�ces, cannot rece�ve financ�al 
support. Accord�ng to the results of an �ndustry survey �n 2004, there were 39.2 
m�ll�on �nd�v�dual firms �n ch�na. Today, however, the number has fallen to 25.8 
m�ll�on. The drop �s due partly to the fact that some small and med�um-s�zed 
firms exper�ence normal closures, mergers and transfers. A large proport�on 
of these f�rms, however, d�sappear because they cannot access enough 
finance. second, almost all rural households cannot obta�n financ�al support. 
As a result, the problem h�ghl�ghted above �s equally prevalent �n rural areas. 
develop�ng modern agr�culture requ�res financ�al support. sett�ng up a plast�c 
canopy costs 10–20,000 yuan and a modern henhouse costs more than 100,000 
yuan. Peasants do not have these sums of money and have great d�fficulty 
obta�n�ng loans from banks. Therefore, �ndustr�es that should be able to profit 
from comparat�ve advantage cannot access the necessary financ�al support. 
meanwh�le, cap�tal �s over-abundant, wh�ch means that the allocat�on of cap�tal 
�s �neffic�ent. Th�rd, employment creat�on �s relat�vely �nsuffic�ent. on one 
hand, there are h�gh rates of unemployment �n rural areas; on the other, a large 
number of excess rural labourers cannot transfer out. Th�s �s the ma�n reason 
for the growth �n �ncome �nequal�ty w�th�n c�t�es, and between c�t�es and rural 
areas. Fourth, cap�tal �s over-�ntens�ve. The firms able to borrow money from 
banks are generally the larger, former state-owned enterpr�ses and large pr�vate 
bus�nesses that emerged after the reforms began. These firms can borrow 
money at a fa�rly low cost (the current �nterest rate for loans �n ch�na �s 6 per 
cent, wh�ch �s lower than �n �ndustr�al�sed countr�es). These firms w�ll naturally 
�nvest cap�tal �nto cap�tal-�ntens�ve �ndustr�es, wh�ch �s also the ma�n cause 
of the over-�ntens�ficat�on of cap�tal. s�nce suffic�ent employment cannot be 
real�sed and those w�th excess cap�tal (the r�ch) �nvest w�th subs�d�es, �ncome 
d�str�but�on suffers. G�ven th�s, s�nce the marg�nal propens�ty of consumpt�on 
(mPc) of the r�ch �s low wh�le the mPc of the poor �s h�gh, the economy w�ll 
suffer from �nsuffic�ent consumpt�on due to poor �ncome d�str�but�on.
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many soc�al phenomena are related to �ncome d�str�but�on �nequal�ty. If 
the banks’ cap�tal �s over-concentrated, �t �s easy to see a ‘wave phenomenon’ 
�n �nvestment because �n �ndustr�al econom�es, �t �s not easy to judge wh�ch 
�ndustr�es w�ll be profitable. As w�th the case of the Internet �n the 1990s, 
everyone bel�eved �t would be profitable and cap�tal flowed �nto all types of 
Internet bus�nesses. Th�s led to overblown pr�ces and the bubble finally burst, 
w�th dramat�c effects. Th�s phenomenon occurs every one or two decades by 
acc�dent �n �ndustr�al�sed countr�es. develop�ng countr�es can, however, avo�d 
these shocks to the system by learn�ng from the exper�ences of �ndustr�al�sed 
econom�es, and us�ng them as a gu�de. Th�s means that large amounts of money 
are �njected �nto part�cular �ndustr�es and �nvestment tends to concentrate �n 
that �ndustry. Th�s cont�nu�ng �nvestment bu�lds on �tself w�th�n the �ndustry, 
thus form�ng the wave phenomenon. d�stort�ons �n the financ�al structure can 
be a b�g problem and, �f not adjusted, the problems of �ncome d�str�but�on 
m�ght also rema�n unresolved.

d�stort�on of pr�ces of resources

In ch�na’s formerly planned economy, the pr�ces of cap�tal and resources were 
depressed art�fic�ally. once the reform process began, ch�na set about adjust�ng 
these pr�ce d�stort�ons; however, only some d�stort�ons have been dealt w�th. 
dur�ng the 1990s, fees and taxes on resources, when taken together, accounted 
for 1.8 per cent of resource pr�ces. Th�s has led to two problems. F�rst, the 
deregulat�on of resource pr�ces, part�cularly for coal, petroleum, copper and 
�ron ore, resulted �n convergence w�th �nternat�onal pr�ce levels. These pr�ces are 
therefore much h�gher than before. As the resource sector �ncreased �n value, the 
fees and taxes as a proport�on of resource pr�ces fell to 0.5 per cent. The second 
�ssue �t that wh�le m�n�ng firms were once state-owned, �n the m�d 1980s the 
sector was opened up to pr�vate and fore�gn-owned compan�es. As a result of 
h�gh resource pr�ces and relat�vely low taxes, the resource sector has become 
h�ghly profitable. Wh�le the value of the explo�tat�on of a resource can be upwards 
of 10 b�ll�on yuan, the cost of secur�ng these r�ghts from ch�nese author�t�es �s 
only tens of m�ll�on yuan, wh�ch equates to about 1 per cent. consequently, those 
who rece�ve these r�ghts can reap substant�al profits. several concerns ar�se from 
the d�spar�ty between the h�gh pr�vate earn�ngs of resource compan�es and the 
low �ncomes der�ved from them. F�rst, �ncome d�str�but�on �s further skewed �n 
the d�rect�on of �nequal�ty. second, as local governments dec�de on resource 
explo�tat�on r�ghts, soc�al values are damaged and adverse rent-seek�ng act�v�t�es 
are common. F�nally, corrupt pract�ces and corner-cutt�ng �n the m�n�ng �ndustry 
tend to lead to poor pract�ces and frequent acc�dents. 
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The adm�n�strat�ve monopoly

market monopol�sat�on poses some ser�ous problems for the ch�nese economy. 
monopol�sat�on tends to be exerc�sed ma�nly by soes �n sectors such as 
electr�c�ty serv�ces, telecommun�cat�ons and, �n some cases, educat�on. revenue 
der�ved from monopol�st�c act�v�t�es �s reta�ned by firms and not passed on to the 
nat�onal treasury. Th�s has a d�stort�onal effect and further contr�butes to �ncome 
d�spar�t�es. Where pr�mary d�str�but�on does not solve the equ�ty problem, the 
ch�nese government lacks the �ncent�ve or ab�l�ty to undertake red�str�but�on 
to close �ncome gaps. Th�s has come about because reform �s �ncomplete and 
because development strateg�es that defy comparat�ve advantage have been 
followed. If ch�na �s able to �mprove �ts reform strategy, equ�ty and effic�ency 
can be real�sed through pr�mary d�str�but�on. The rema�n�ng �ssues, such as 
�ncomplete markets, asymmetr�cal �nformat�on, econom�es of scale and soc�al 
secur�ty, can be solved through red�str�but�on.

Specific measures

What are some of the ways �n wh�ch ch�na can ach�eve equ�ty and effic�ency 
s�multaneously through pr�mary d�str�but�on? F�rst, reform of the market 
economy needs to be deepened and, most s�gn�f�cantly, the f�nanc�al 
structure must be �mproved. market econom�es ach�eve product�v�ty through a 
comb�nat�on of cap�tal and labour. ch�na’s most compet�t�ve �ndustr�es tend to 
be labour �ntens�ve, generally �n manufactur�ng or serv�ces. The proport�on of 
the tert�ary, or serv�ces, �ndustry as a part of ch�na’s GdP decreased from 40 per 
cent �n 2006 to 39.5 per cent �n 2007, due ma�nly to �nsuffic�ent cap�tal support 
to the serv�ces �ndustry. moreover, the large number of rural households that 
cannot obta�n financ�al support and thus modern�se the�r agr�cultural pract�ces 
contr�butes to the slow�ng of the tert�ary sector.

From the exper�ence of �ndustr�al�sed countr�es, �t �s clear that banks tend to 
beg�n small and, as development takes hold, �ncrease �n s�ze. In the early stages 
of econom�c development, labour-�ntens�ve �ndustr�es dom�nate the market and, 
as a result, small and med�um-s�zed banks serv�ce small and med�um-s�zed 
firms. As development progresses and cap�tal �n the economy �ncreases, so 
does the scale of firms, as banks and stock-markets emerge. ch�nese reform 
has, however, been predom�nantly top down, mean�ng that the state has set up 
large-scale soes, wh�ch are served by state-owned banks and stock-markets. 
The trouble �s that there are no small or med�um-s�zed financ�al �nst�tut�ons 
to serv�ce the loans of smaller enterpr�ses. To overcome th�s problem, ch�na 
must develop �ts small and med�um-s�zed financ�al sector to encourage the 
growth of small firms. At present, the ch�nese government has begun to allow 
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the establ�shment of small rural banks, wh�ch �t �s hoped w�ll meet the needs 
of rural households. Th�s represents a healthy step forward for the ch�nese 
economy (l�n et al. 2006).

There are, however, �ssues ar�s�ng from the des�gn of th�s pol�cy. F�rst, 
the threshold cond�t�ons for sett�ng up a small bank are too low—set at just 
rmB500,000. moreover, one of the key art�cles of regulat�on states that any 
new bank must jo�ntly operate w�th an ex�st�ng commerc�al bank wh�ch must 
hold at least 20 per cent stock shares of the new bank. Th�s �s d�fficult to real�se 
�n pract�ce. It �s certa�nly prudent to ensure that new banks are well backed; 
however, �t �s st�ll d�fficult for rural households to access loans because of the 
cont�nued reluctance of the commerc�al lenders to prov�de rural loans. The 
regulat�ons demand that commerc�al banks buy 20 per cent of the shares �n the 
new bank, wh�ch means that these larger banks take on a cons�derable financ�al 
respons�b�l�ty �n the performance of the smaller, rural-focused banks. Th�s 
erodes any �ncent�ve to lend to rural households. As a result of the leg�slat�on, 
the goal of sett�ng up a small bank�ng sector �s comprom�sed. For the sector 
to funct�on properly, two th�ngs must change. F�rst, the entry threshold must 
be ra�sed by between rmB10 and 50 m�ll�on. Th�s could be coupled w�th a 
requ�rement that each loan be backed by greater collateral �n the form of assets. 
second, str�ct superv�s�on should be �mposed on the sector.

The second spec�fic measure that ch�na should undertake to ach�eve 
effic�ency and equ�ty through pr�mary d�str�but�on �s to �mpose a s�gn�ficant tax 
on resources. As ment�oned above, the taxes and fees on resources amount 
to only 1.8 per cent. In the Un�ted states, however, such royalt�es account for 
12 per cent of resource pr�ces and tax on petroleum dr�lled from Us waters 
�s set at 16 per cent. In add�t�on, quant�ty �mpos�t�on of tax must be replaced 
by an ad valorem system: when the pr�ce of a product r�ses above a certa�n 
level, a h�gh rate of profit tax should be �mposed to keep profits reasonable. 
There are, however, d�fficult�es �n des�gn�ng an appropr�ate pol�cy to ach�eve 
th�s because the former state-owned m�n�ng compan�es bear a heavy soc�al 
burden, propped up by government subs�d�es prov�ded through lower taxes and 
fees. In contrast, there �s a range of pr�vate firms that have no soc�al burden. 
The most effect�ve solut�on to th�s �mbalance �s for the ch�nese government 
to shed the soc�al respons�b�l�t�es from state-owned enterpr�ses and �mpose 
resource taxes accord�ng to the law of the market economy.

F�nally, the ch�nese government should focus on cancell�ng adm�n�strat�ve 
monopol�es and should beg�n strengthen�ng superv�s�on of monopol�st�c 
�ndustr�es �nto wh�ch compet�t�on cannot be �ntroduced. once compet�t�on �s 
�ntroduced �nto monopol�st�c �ndustr�es, pr�ces w�ll go down and profits w�ll 
be lower. In those �ndustr�es �n wh�ch compet�t�on �s not su�table, such as the 
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electr�c�ty �ndustry, the government must strengthen �ts superv�s�on of pr�ces, 
costs and revenue allocat�on.

If these three aspects can be ach�eved successfully, ch�na w�ll be able to 
real�se equ�ty and effic�ency s�multaneously �n pr�mary d�str�but�on. Income 
d�fferences between urban and rural reg�ons w�ll decl�ne once a complete 
market system �s fully �n place. The ma�n reason for the superabundance of 
l�qu�d�ty �s that small firms are unable to secure loans and large firms have a 
great deal of unut�l�sed cap�tal due to restr�ct�ons on �nvestment. Furthermore, 
as the number of m�ddle-s�zed and small banks �n ch�na �ncreases, the �ssue 
of superabundant l�qu�d�ty w�ll decl�ne, �ncome d�str�but�on w�ll become more 
equ�table, the marg�nal propens�ty of consumpt�on w�ll �ncrease and �ncent�ves 
for �nvestment w�ll decrease.

Functions of the government under a development strategy that 
pursues comparative advantage

If ch�na follows a strategy of comparat�ve advantage, �ndustr�es w�th comparat�ve 
advantage can produce for export wh�le the products of �ndustr�es w�thout 
comparat�ve advantage can be �mported. Th�s w�ll balance �nternat�onal and 
domest�c markets. Under such a strategy, protect�on of �ndustry w�ll no longer 
be requ�red because ch�nese firms w�ll be compet�t�ve �n world markets. Th�s 
w�ll also reduce rent-seek�ng act�v�t�es and reduce adverse effects on soc�al 
values. The government w�ll st�ll have an �mportant role to play. The ch�nese 
government should focus on the act�v�t�es that are generally undertaken by 
market economy governments, as well as attend�ng to certa�n un�que funct�ons 
that are essent�al for develop�ng-economy governments. 

F�rst, the ch�nese government should take respons�b�l�ty for educat�on 
serv�ces. If the economy develops through a pol�cy of explo�t�ng comparat�ve 
advantage, the veloc�ty of upgrades �n the �ndustr�al and techn�cal structures 
w�ll be fa�rly h�gh. Th�s has been the case for certa�n east As�an econom�es that 
have transformed from poor agr�cultural econom�es to modern�sed econom�es 
w�th�n one or two generat�ons. Th�s has been coupled w�th an �ncrease �n per 
cap�ta �ncomes, wh�ch now r�val those �n �ndustr�al�sed econom�es. To meet the 
needs of rap�d upgrades to the �ndustr�al and techn�cal structures, ch�na must 
produce greater numbers of sk�lled workers and adm�n�strators who can adapt 
to changes �n the market. To ach�eve th�s, �t �s essent�al that the government 
�nvests more �n educat�on.

second, greater attent�on needs to be d�rected towards �mprov�ng the 
qual�ty of ch�nese �nst�tut�ons. The relat�ve backwardness of a develop�ng 
country �s not represented only by �ts level of econom�c development; �t �s 
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judged aga�nst the level of development of �ts �nst�tut�ons, part�cularly �ts legal 
and financ�al �nst�tut�ons. Improvements �n �nst�tut�onal qual�ty have expl�c�t 
pos�t�ve external�t�es. Th�s �mpl�es that firms w�ll apply sub-opt�mal quant�t�es 
of resources to th�s object�ve; therefore, to ach�eve econom�c development, the 
government should seek to �mprove �nst�tut�onal structures and frameworks 
step by step. 

Th�rd, ch�na must develop a soc�al secur�ty strategy of sorts. In every 
economy, there are those who represent a net cost to the economy, such as the 
aged, ch�ldren and those �nd�v�duals w�thout fam�l�es to support them. G�ven 
that these groups cannot always enter the workforce, the�r surv�val depends 
on government support. Through the process of rap�d �ndustr�al�sat�on, people 
are more prone to change jobs. dur�ng per�ods of trans�t�on from one form of 
employment to another, those w�thout work w�ll also depend on government 
support to surv�ve, and th�s m�ght come �n the form of unemployment 
benefits.

In add�t�on, market fa�lures occur as a result of asymmetr�cal �nformat�on, 
wh�ch requ�res proper government �ntervent�on. For example, one m�ght ask the 
quest�on: why does bank�ng requ�re superv�s�on? The answer �s that there �s a 
problem of �nformat�on asymmetry between the suppl�er and the purchaser of 
cap�tal. W�thout superv�s�on of the system, explo�tat�on �s �nev�table. look�ng 
further afield, external�ty �ssues �n areas such as env�ronmental protect�on w�ll 
also requ�re government superv�s�on.

F�nally, ch�na’s government must focus on macroeconom�c �ssues because 
of the volat�l�ty �n domest�c and overseas markets. Th�s �s a s�gn�f�cant 
respons�b�l�ty for government generally. The phenomenon of ‘waves’ of 
�nvestment was d�scussed above—th�s happens occas�onally �n �ndustr�al�sed 
econom�es and frequently �n develop�ng econom�es. An �mportant role for 
government could be to prov�de s�gnals on the level of �nvestment �n part�cular 
�ndustr�es, thus gu�d�ng further �nflows of cap�tal. Th�s would reduce the sever�ty 
of over or under-�nvestment. Further areas of government gu�dance �n the 
economy should be the sett�ng of �ndustry standards, superv�s�on of sectors, 
such as bank�ng, and sett�ng thresholds for �nvestment.

Conclusions

It �s problemat�c to suggest that pr�mary d�str�but�on emphas�ses effic�ency, and 
red�str�but�on solves equal�ty, partly because there are problems w�th how we 
understand effic�ency. It �s unreasonable to define effic�ency as ch�na’s ab�l�ty 
to compete �n �ndustr�es �n wh�ch �ndustr�al�sed countr�es have an establ�shed 
market share. Furthermore, try�ng to ach�eve th�s type of effic�ency fa�ls to 
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recogn�se that ch�na’s �nterests are best served by pursu�ng �ndustr�es that 
make use of comparat�ve advantage. Fa�l�ng to follow comparat�ve advantage 
pr�nc�ples w�ll lead to �nsuffic�ent employment and the w�den�ng of �ncome gaps. 
meanwh�le, �f ch�na attempts to solve �ts equ�ty problem through red�str�but�on, 
�t runs the r�sk of plung�ng �nto the ‘lat�n Amer�ca trap’. consequently, ch�na 
should real�se equ�ty and effic�ency s�multaneously �n pr�mary d�str�but�on 
to promote rap�d and healthy econom�c development. The focus should also 
be on br�dg�ng the �ncome gap w�th�n c�t�es, and between c�t�es and rural 
areas, by l�ft�ng employment rates. In do�ng so, ch�na w�ll be able to avo�d 
the development pattern that concentrates on resources, avert damage to the 
natural env�ronment and real�se the ‘five balanced aspects’, �nclud�ng un�ficat�on 
of markets at home and abroad, and creat�ng a harmon�ous soc�ety.
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