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Introduction 
 
 

Verner Worm 
 
 
 
Forty years ago, Beijing was closed to the outside world. In 2008, 
however, Beijing opened up for one of the most celebrated interna-
tional events – the International Olympic Summer Games.  

China’s radical transition over the past forty years has surprised the 
global community – and attracted considerable media attention. 

Since 1978, China – with its population of 1.3 billion – has achieved 
an annual growth rate of almost 10 percent. It is about to overtake 
Germany as the third largest economy in the world. In 2007 China’s 
economic growth reached 11.4 percent. At current exchange rates, 
China accounts for approximately 6 percent of global GDP and has 
37.5 percent of the world population (Winters and Yusuf 2007). 

Despite China’s geographically uneven development – with a Gini 
coefficient of 0,47 in 2006 – one should not forget that China’s rapid 
economic progress has managed to lift an astounding 1.2 million peo-
ple out of poverty each month since 1990 (Forget the World Bank, Try 
Wal-Mart, 2006). The World Bank expects the high growth rate will 
continue until 2030 (Global Economic Prospects 2007).  

In terms of purchasing power parity (PPP), China has been the sec-
ond largest economy since 2005. Often referred to as the “conveyer 
belt of the world,” China has been ranked as the most attractive desti-
nation for foreign direct investment (FDI) in the world since 2002 
(Foreign Direct Investor Confidence index); 50 percent of all cameras 
and 25 per cent of washing machines sold in the world originate in 
China (Ideas are the King, 2007)  

With an annual total of approximately US$ 60 billion, China is one 
of the main recipients of FDI – rather uncommon for a developing 
country with an estimated annual per capita income of US$ 2000 in 
2006 (US$ 7700 in PPP same year). 

Roughly one third of China’s industrial production is made in for-
eign-invested companies. As of 2006, these companies account for al-
most 60 percent of China’s foreign trade (Market Profile on Chinese 
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Mainland). In 2007, China became the world’s second largest export 
nation: behind Germany and ahead of the U.S.A. and Japan. The label 
“Made in China” is no longer perceived to be substandard – a common 
perception during China’s planned economy era.  

According to Global Envision.org, 70 percent of Wal-mart’s prod-
ucts are made in China. Scandinavian firms are increasing their pro-
duction in China. Business with China is not limited to local produc-
tion, however. Investment also goes in both directions. In March 2008, 
China held the world’s largest foreign currency reserve of more than 
US$ 1.5 trillion (Market Profile on Chinese Mainland). Outward in-
vestment is increasing rapidly and China now ranks eighth in terms of 
outward FDI. For example, in Kalmar, Sweden 1,100 Chinese firms 
are now in the process of setting up a “window display” for their prod-
ucts in a 70,000 square meter building. To support this investment, 
1,400 apartments for Chinese staff will be built. The “window display” 
is planned to open in 2008 (Berlingske Tidende, Business, 24 July 
2007).With the scale of Chinese outward investment, the EU has be-
gun to take notice. In fact, German Chancellor Angela Merkel recently 
suggested that the European Union should use public funding to pro-
tect strategic industries and companies from buyouts by state-
controlled investors from China and other nations with significant for-
eign reserves (Williamson, 2007). The U.S.A. has similar restrictions 
against foreign buyouts.  

In summary, the above points underline why China has emerged as a 
focal point for the business community at large, as well as within the 
field of international business research.  

This focus on China has inspired this book. A collaboration between 
researchers within the Department of International Economics and 
Management at the Copenhagen Business School and with various ex-
ternal co-authors, the book focuses on different aspects of Chinese 
FDI: both inward and outward investment.  

In the first chapter, Niels Mygind looks at the main causes behind 
the impressive economic growth in China. Analysis is based on the in-
teractions between Politics, Institutions, and Economy. Niels Mygind 
discusses not only factors which have contributed over the past 30 
years to China’s high growth rate, but he also identifies potential 
threats to this development. 

In the second chapter, Kjeld Erik Brødsgaard explores the major role 
which FDI has played in China’s economic development. Based on 
statistics, Brødsgaard describes the development of FDI over time in 
terms of amount of investment, geographical location, etc. Brødsgaard 
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discusses how development creates a spillover effects to endogenous 
companies through the introduction of new technologies and manage-
ment skills as well as how development generates employment.  

In chapter three, Julie Marie Kjersem and Peter Gammeltoft specifi-
cally look at FDI in research and development (R&D) in multinational 
firms. They analyze R&D both from a Chinese and a Western political 
perspective, they investigate the motives behind these investments 
from Western companies, and they assess the socio-cultural implica-
tions for the international collaboration within R&D. The issues are 
presented through three case companies – all of which are R&D-
intensive firms 

Following the case studies of international management of R&D in 
chapter three, Jens Gammelgaard examines in chapter four the role of 
foreign-owned subsidiaries’ power in China and their dynamics 
through three cases from the coating industry (i.e. paint). Based on 
three case companies, Gammelgaard is able to focus his findings 
within the field of subsidiary-headquarter power relations.  

Chapter five, by Mette Bjørn and Verner Worm, develops the con-
cept of ‘guanxi’ capital and how it can contribute to sustainable com-
petitive advantage. ‘guanxi’ capital as a basis for competitive advan-
tage is developed by combining specific Chinese cultural and struc-
tural characteristics with more Western theories of social capital and 
the resource-based view of business. Recent economic development is 
discussed in light of the distinction between ‘guanxi’ and the increas-
ing amount of corruption in China. 

Bersant Hobdari, Marina Papanastassiou, and Evis Sinani turn to 
outward Chinese FDI in chapter six. Until recently, outward Chinese 
FDI had been unexplored. Based on a solid empirical data set, how-
ever, the authors manage to describe major characteristics of Chinese 
outward investments: including region, size of investment, form of in-
vestment, sector, etc. In conclusion, the authors show that outward 
Chinese FDI is mainly market- and technology-seeking, which fits 
well with German Chancellor Angela Merkel’s above remarks.  

In chapter seven, Michael Jacobsen questions how small- and me-
dium-sized enterprises (SMEs) in Southeast Asia are impacted by 
Mainland China’s economic development. Jacobsen argues convinc-
ingly that this question cannot be answered without considering na-
tional loyalties and the respective host countries’ preferences, since 
SMEs are forced to follow the rules of the host country. Jacobsen con-
trasts the SME situation with large, ethnically-Chinese MNCs in 
Southeast Asia. According to his research, these MNCs are able to 
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penetrate the Chinese market and capitalize from its growth based – at 
least partly – on cultural affinities. Jacobsen’s assertion seems appro-
priate, since the largest portion of FDI to mainland China stems from 
surrounding regions.  

In the final chapter, Can-Seng Ooi draws a picture of China’s out-
bound tourism by focusing on Chinese tourism to Denmark. Ooi con-
tends that although Chinese tourists seem to like Denmark, the Danish 
authorities are less enthusiastic about tourism in general and about 
Chinese tourism in particular. Ooi interviews a local Danish political 
leader, who states: “Tourists don’t vote,” and thus they become less 
important to focus upon from a political and a rights-protection per-
spective. Ooi’s article elucidates how Denmark repackages and re-
brands itself as a nation to attract more Chinese tourists, and how Chi-
nese authorities educate their tourists in host-country-appropriate be-
haviour, Chinese travellers are usually (i.e. 90%) business travellers. 
This dynamic and complex interaction between host and local (it could 
be foreign companies as well) are described. This is a perfect chapter 
to conclude a book focusing on China’s economic relations in a global-
ized world.  
 
Acknowledgement 
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book. Thanks also go to Enrico Canal Bruland and Can-Seng Ooi for 
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CHAPTER ONE 
 
 

Virtuous Circles in Chinese 
Growth – Can it Continue?  

 
 

Niels Mygind 
 
 
For several centuries China was the largest economy in the world. It 
even had higher levels of income than Europe from the 5th to the 14th 
centuries. Later, Europe had a higher per capita income, but because of 
its significantly larger population, China continued to be a larger econ-
omy for several centuries. China’s economy collapsed, however, be-
tween 1840 and 1940 due to foreign exploitation, military conflicts, 
and the Japanese attempt at conquest. At the start of the Communist 
rule in 1949 per capita GDP was less than 75 percent of the level in 
1820 (Maddison 2001). During the subsequent Mao period of rule, 
China’s economy began to grow again at rates of 5-6 percent per year. 
Its growth, however, was not without painful ups and downs – mainly 
due to political instability. Between 1950 and 1980 education levels in 
China improved significantly. Life expectancy increased from 40.8 to 
67.8 years (Fogel 2006). By the end of the 1970s, China was ready for 
an economic boom – provided the right institutional changes would be 
implemented. These changes were apparently made, evidenced by its 
high and stable growth rates of 8-10 percent per year since 1978. Some 
scholars have questioned the statistics (Summers and Heston 1994, 
Young 2003), but even with their suggested revisions, only 1-2 percent 
would be lost – which does not alter the overall picture of significant 
growth. According to Goldman Sachs (2003), continuing high growth 
will make China the largest economy in the world within the next 40 
years. Also the World Bank (2007) is optimistic on long run economic 
growth in China, and forecasts an annual growth rate of 8 percent up to 
2030.  
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This chapter aims to take a broader look at the main causes for 
China’s growth. It will analyze the dynamics from a holistic point of 
view; the paper not only looks at narrow economic causes, but it bases 
its analysis on the dynamic interaction between Politics, Institutions, 
and Economy (PIE). This dynamic can be viewed as a series of virtu-
ous self-enforcing circles amongst the three PIE elements. Thus, the 
two key research questions for this chapter are: 

  
 What are the main positive self-enforcing circles that have 

contributed to the exceptionally high and enduring growth in 
China since 1978? 

 Can threats be identified which might break some of these 
virtuous circles? 

 
The year 1978 marked the shift to market-oriented reforms in China 
with a gradual introduction of market-oriented prices, a gradual open-
ing up for international trade and FDI, as well as a gradual widening of 
the scope for private business activities. This process was lead by the 
political takeover of leading positions in the Communist Party by mar-
ket-oriented reformers led by Deng Xiaoping. These reformers initi-
ated a process of the gradual build-up of market-oriented institutions. 
This had a strong – positive – effect on the Chinese economy and thus 
led to consolidation of the power of the reform-oriented segment of the 
party.  

This political-institutional virtuous circle will be described with a 
focus on how the gradual reform process has reformed economic insti-
tutions, how this affected the economy and led to the consolidation of 
the reform wing. This section will look closer at the threats that may 
weaken this circle such as social tensions caused by increasing ine-
quality, and on factors that may enhance further growth like continuing 
reforms and restructuring of the financial sector. As a separate circle, 
China’s interaction with the globalization process will be emphasized 
in the openness circle. These two circles are closely related to the third 
circle – the catch-up circle – because institutional changes create the 
background for freeing productive resources, in particular the huge 
Chinese labour-force. Reformed institutions are also important for the 
high accumulation of capital which, from the time of low level per 
capita GDP, started a swift process of 'catch up' with developed coun-
tries. This swift growth has to a high degree been characterized by ex-
tensive growth based on high investments and moving labour from ag-
riculture to industry. The questions remain: how long can this catch-
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ing-up process continue? What are the future prospects for prioritizing 
intensive growth based on increasing total factor productivity? This 
analysis concludes with a summary of results which stresses the inter-
actions between the three circles in the PIE model. However, before 
delving into the dynamics and sustainability of these three circles, a 
short presentation of the theoretical framework of the PIE-model must 
be made. 

 
The PIE-Framework: Politics – Institutions – Economy  
Human beings devise institutions as constraints on human behaviour to 
shape human interaction (North 1980). The political and economic in-
stitutions of a society define the rules of the game for its citizens. In 
recent years, it has been widely recognized that high institutional qual-
ity is a main driver for growth and high per capita GDP (IMF 2005, 
WEF 2006). This is the reason why institutions – both formal and in-
formal – are included as a main box in the model of society given be-
low (see Mygind, 2007 for further details). The political institutions 
define the rules for how the political system functions through the con-
stitution. The economic institutions set the framework for the game 
rules in the economy. The informal institutions in the culture 'set' un-
written rules both for politics and for economy. The change of formal 
institutions is done through the political process – thus, arrows point in 
both directions between politics and institutions.  

The political process is based on the distribution of power, income, 
and resources to the citizens. Citizens can be divided into different so-
cial groups in relation to this distribution. Different cultures can also 
play a role e.g. in relation to different ethnic or religious groupings so 
there is also a connection between informal institutions and social 
groups.  

The economy is divided in two parts: flow variables, such as GDP, 
investments, consumption, inflation etc.; and stock variables, such as 
human resources (i.e. size and quality of the workforce), capital 
equipment in the production structure, technological quality of this 
capital, infrastructure, natural resources and geography. The economy 
is strongly influenced both by the economic institutions and by the de-
cisions for economic policy determined in the political process. At the 
same time, the economy lays the foundation for distribution between 
different social groups. The level of development in the economy also 
feeds back to the development of institutions. Therefore, the Figure in-
cludes arrows in both directions between the economy and the boxes of 
politics and institutions.  
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Politics 
power game between parties,  
government, presidency etc. 
 

Social groups 
distribution of: 
power, income, resources 
alliances/conflicts 

Economy 
flows: growth, investment,  
inflation etc 
economic policies, stabilization 
markets 
 
Resources (stocks) 
Created: human, infrastruc-
ture, production structure, 
technology 
Natural resources, geogra-
phy 

Institutions 
Political institutions: 
constitution, human rights 
Economic institutions: 
rules of the game, 
plan/market 
property rights, regulation 
etc. 
 Informal institutions 
(culture) 
values, religion 
norms, preferences 
social thrust

Surrounding world 

Figure 1:1 Dynamics of the PIE-Model 
 

 

 

 
 

 
 
 

 
 

 
Finally, is it important to include the influence from the surrounding 
world on all three boxes: International coercion and alliances influence 
politics. International pressure, benchmarks, and supervision influence 
institutions. International interaction through trade, FDI, and other 
types of economic cooperation strongly influences the economy. There 
is a feedback effect – like the effect China’s growth has on global oil 
prices. However, the different links in the model have different 
weights depending on the specific analysis, as exemplified in the fol-
lowing section. 

 
The Political-Institutional Circle 
The political-institutional circle in Figure 1:2 emphasizes the connec-
tion from politics to institutional change, then over the effects for the 
economy, and back to the consolidation of power of the reformers in 
the political system. This is illustrated by the circle with clockwise di-
rection of the main causality. 
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Figure 1:2 The Political-Institutional Circle in China 
 

 
The legitimacy of the communist monopoly of power and political sta-
bility to a high degree rests on the increase in living standards for 
China’s population. At the same time political stability has in China 
supported the continual upgrade of institutions and stable macroeco-
nomic policies which promote high growth. 

The disastrous Cultural Revolution which caused several years of 
low or negative growth was followed by some years of political insta-
bility and strong power struggles. This finally led to the consolidation 
of the position of Deng Xiaoping who promoted a pragmatic and mar-
ket-oriented change of economic institutions starting with the introduc-
tion of the responsibility system in agriculture from 1978. The system 
was based on small family units which, after delivering their produc-
tion quotas at fixed prices to the state, could sell the residual surplus at 
market prices. This created a strong motivation for increasing produc-
tion. In the following years, productivity in agriculture rose steeply to-

Politics 
failure of Cultural Revolution and 
strong power game in party  Deng 
Xiaoping and reform wing in power 
consolidation in the following period 
 
Social groups 
broad majority satisfied as long 
as incomes steeply growing 

Economy 
incentives  higher productivity  
surplus for investments and  
labour for industrialization, high 
growth 
 
Resources  
Mao period: basic human capital, 
after 1978 fast increase in cre-
ated resources both quantity and 
quality 

Institutions 
Political institutions, little 
change 
Economic institutions 
responsibility system agri-
culture 1978 
in industry 1984, dual price-
system 
market prices gradually 
more weight 
local ownership, TVE, 
gradually more private, 
SOE slow privatization 
openness, trade, FDI 
 

Informal institutions 
(culture) 
values, authoritarian? 
combined with local ini-
tiative

Surrounding world 
global integration  consolida-
tion 
demands: human rights  
environment 
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gether with a rise in the proportion of goods sold at market-based 
prices. This created a surplus of capital and labour in the local villages 
and was the foundation for swift industrialization (Naughton and 
McMillan 1992). The responsibility system was introduced to industry 
in 1984 and many new semi-private ownership structures – mainly so-
called township village enterprises – were established. In the following 
years, locally owned/semi-private enterprises based on market-oriented 
incentives made up a high and increasing part of the steeply growing 
manufacturing sector. The openness policy with increasing foreign 
trade and FDI (to be analyzed in the next section) is closely connected 
to this development. The entry of these new companies created in-
creasing competitive pressure on the old state-owned enterprises.  

These market elements coexisted with the planned economy with 
fixed quotas sold at state fixed prices, with a gradual shift in balance 
toward the market (Naughton 1994). Although state-owned enterprises 
continued to enjoy a privileged position in relation to the dominant 
State Owned Commercial Banks, they were forced to some market-
oriented restructuring. Late in the restructuring process many small 
state-owned enterprises were privatized under the principle 'keep the 
large and let the small ones go.' With the further transfer of township 
village enterprises to formal private ownership and with the continuous 
increase of foreign-owned enterprises, the private sector gained a sig-
nificant share of production (Sun 2002).  

When compared to the transition which took place in Eastern 
Europe, the Chinese institutional change was slower and more incre-
mental. The Chinese followed the principle 'crossing the river by feel-
ing for the stones under your feet.' Each step in the reform process was 
based on experiments of institutional change in a certain region. If 
successful in one region, the reform was spread to the rest of China or, 
spread step-by-step throughout the country (e.g. the gradual increase in 
the number of Development Zones open for foreign investments). 

There have been discussions and tensions within the Communist 
Party about specific institutional changes and the speed of implementa-
tion. Around the time of the 1989 massacre in Beijing, a discussion 
took place about possible democratic-oriented reforms. The hardliners 
won the struggle, however. Later tensions arose between a group espe-
cially focussed on the development in the coast regions – Shanghai – 
and a more Beijing-oriented group. The Shanghai group – with Jiang 
Zemin and Zhu Rongji dominated the 1990s. The current Chinese po-
litical leaders – Hu Jintao and Wen Jiabao – worked in poorer prov-
inces most of their political careers before consolidating their power in 
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the party at the beginning of the new millennium. They have empha-
sized regionally-balanced growth with more support to the Western 
provinces. In spite of these regional differences, there has been general 
agreement within the communist leadership about the prioritization of 
institutional changes to promote economic growth. Thus, in the Com-
munist Party the pragmatic line introduced by Deng Xiaoping has 
dominated since 1978. The party has transitioned from its Maoist 
communist principles to a more technocratic ideology with economic 
growth as the highest priority. Party leadership is currently dominated 
by engineers. In 1982 around 50 percent of the members of the Central 
Committee had university degrees. In 2002 this number had increased 
to 99 percent (Fogel 2006).  

The pragmatic line has been consolidated during the reform process 
because institutional changes created incentives that turned out to be 
successful for China’s economic development. The population has 
been satisfied with the increasing standard of living and, thus, there 
has been little cause for strong opposition to the ruling Communist 
party. Tensions within the party have been limited and the faction who 
supports further reforms in the direction of a private market economy 
has been clearly dominant. Some of the most recent steps toward a 
market economy based on private ownership include the 2002 sanction 
for private company owners – capitalists in Marxist terms – to become 
party members. In 2004 the constitution was amended to protect pri-
vate property rights (OECD 2005).  

The Communist party controls both the overall development of the 
economic institutions policies and it controls directly the state owned 
enterprises and the thereby 'the commanding heights' of the economy. 
The party exercises its power through the nomenclatura system and the 
continued existence of party factions in government organs and party 
cells/groups/branches/committee in enterprises. There have been only 
small changes in the political institutions over the period, however, 
Brødsgaard (2004) states that there have been some changes in recent 
years from a system directed by informal power relationships and 
processes to a system that is governed by formal rules and power rela-
tionships. He argues that China in recent years has undergone a proc-
ess of institutionalization and normativization that has been continued 
and perhaps even deepened in the Hu Jintao era. 

The question remains today whether there are forces in China’s fu-
ture development which might break the circle of political stability and 
support for further reforms? Will we see a continuation of the gradual 
reforms followed by further freeing of the productive potential and 
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continuing high growth and consolidation of the power structure? 
Threats to this political-institutional self-enforcing circle could include 
the increasing economic gap between the coastal regions and Western 
China overlapping with the gaps between rural and urban areas. The 
ratio between urban and rural incomes declined somewhat in the years 
after the introduction of the agricultural reforms which gave the rural 
population a strong lift. However, since the start of the 1980s the pro-
portion has increased from around 2.0 to 3.3 (Shane and Gale 2004). It 
can be argued that this is not itself a problem since rural areas also ex-
perienced a significant increase in living standards, although not as 
steep an increase as for urban populations. This change is according to 
Deng’s thesis of 'letting some get rich first,' with the implication that 
the increased standard of living will spread from the coast to other re-
gions. However, it can be argued that extreme differences between 
populations will create tension because some groups react against the 
increasing inequalities.  

During this period of development a dilution of the social security 
system in China – the so-called 'iron rice bowl' – with secured income, 
health care, and pensions through the municipality or through the state-
owned enterprises has occurred. In the new market system an increas-
ing proportion of the population pays these cost themselves from their 
own savings. In particular migrant workers – numbering more than 
100 million – who travel from rural areas to the coastal growth centres 
have limited rights according to the hokou registration system. Labour 
unions do not exist in China. This has created a paradox of a state lead 
by a communist party with weak rights for a large proportion of its 
workers. The question remains: will this inequality create enough ten-
sion to disturb China’s political stability and high growth rates?  

A possible – negative – scenario could be a social reaction with 
strikes and riots followed by a political reaction with strengthened 
state repression and increased regulation including a stop to further 
privatization and perhaps re-nationalization of some of the private en-
terprises. There were elements of such a development in 1989. How-
ever, in recent years the Communist Party has been rather sensitive to 
these kinds of social problems. Although there have been cases of re-
pression at the regional level, the central government has reacted with 
attempting to solve the social problems. Another scenario could be the 
development of policy with stronger social welfare elements. As noted 
by Blanchard and Giavazzi (2005), there is room for an expansion of 
the Chinese public sector with higher levels of spending on health 
care, education, infrastructure, social security, and pensions. This may 
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result in a fall in private savings, but might not hamper growth if in-
vestments are allocated more efficiently, see the following section.  

The current Party leadership has given higher priority to develop-
ment of the inner provinces. In 2000 the Party started a 'develop the 
West' campaign to push public and private investment into the poorest 
western provinces. In 2004, the central government announced that in-
creasing rural incomes should be given top policy priority (Shane and 
Gale 2004). In October 2006, the government set a 2020 target of 
building a more 'harmonious society' by promoting development in ru-
ral areas and implementing reforms in health care, education, finance 
and environmental protection (EIU 2007). 

Another threat to the continuing success of gradual institutional re-
form has been raised by Prasad and Rajan (2006) who argue that slow 
incremental reform has reached its limits because of the rising market 
orientation and increasing integration with the world economy. For the 
remaining upgrading of the institutional system cohesive and conse-
quent reforms are necessary. This is especially the case for the reform 
of the financial sector and for further privatization and reform of the 
state-owned enterprises. Such reforms imply that the state must give 
up the control also of the commanding heights of the economy and this 
may meet resistance within the Communist Party. However, also in the 
later years, the gradual approach has been successfully continued. The 
development in the financial sector is a good example. Following ac-
cession to the WTO in 2001 China was granted a five year period to 
reform and further open up the banking sector. From December 2006, 
foreign banks may be established in China with few restrictions. Since 
2001 three of the four big state-owned commercial banks have been in-
tensively reformed. The remaining and most problematic bank, the Ag-
ricultural Bank of China, lags behind in this process. Bad loans have 
been cleared and taken over by Asset Management Companies and the 
bank has substantial new capital so the share of non-performing-loans 
has fallen from 19.2 percent in 2004 to 9.5 percent in 2006. Substantial 
minority holdings have been sold in IPOs. China’s biggest bank – 
ICBC – held the world’s largest IPO in history of 19.1 billion USD in 
October 2006 (DB Research 2006). Foreign banks now own 10-15 
percent of this bank. The state has a cap for foreign ownership of 25 
percent, however. It is expected that the proportion of loans to the 
state-owned enterprises will fall and simultaneously the activities of 
foreign banks will increase steeply. Foreign-owned assets comprise 
now around 15 percent of the banking sector. Compared to Eastern 
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Europe’s 50-90 percent foreign-owned asset share, China’s is rela-
tively low.  

Continued deepening of the market, further liberalization of the fi-
nancial sector, and increased openness to the global economy may 
bring increased risks of the usual business cycles. The latest develop-
ment on the Chinese stock and housing markets indicates bubbles and 
risks of subsequent financial crises. On the other hand, China’s firm 
grip on fiscal and monetary policies (as well as more direct regulation) 
has thus far avoided overheating and high inflationary pressures. There 
are no political conflicts that point in the direction of looser policies in 
the coming years. However, the pressure for an appreciation of the 
Yuan currency may cause some negative effects of increasing unem-
ployment in certain sectors and thus may have a negative effect on real 
incomes for farmers selling at world market prices. This point will be 
further discussed in relation to the openness circle. 

The deeply-rooted Chinese network relations continue to play an 
important role in the judiciary system, which is far from the Western 
ideal for securing the rule of law. Nepotism and corruption play a 
strong role in Chinese business relations. However, the still-increasing 
level of FDI and the high level of internal Chinese investment do not 
indicate that this creates strong barriers for the continuing development 
of private business. Still, institutions and public service can certainly 
be much improved and the continued gradual upgrading of institutions 
can contribute to future growth.  

In summary, threats to the political-institutional circle do not seem 
to be strong enough to stop the positive effects of a continued gradual 
transformation of institutions. If China follows the political path of the 
most developed East Asian economies – South Korea, Taiwan, Singa-
pore, and Malaysia – we may in the long run see a shift from authori-
tarian regimes towards democracy. If China follows this path, a 
slightly higher degree of uncertainty and political change will not in 
themselves threaten the high growth path. Democratization will most 
likely go hand in hand with the growing wealth and confidence of the 
middle class; it will probably not be a strong tendency before China’s 
per capita income reaches a higher level. At this point in time, the most 
important factor for waning growth rates will probably be the end of 
the 'catch-up' process itself – a stage that is probably decades away. 
This will be further discussed in a following section, but first, the spe-
cific institutional change in relation to liberalization of economic ties 
to the outside world will be analyzed. 
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The Openness Circle 
An important part of the economic reforms in China has been its grad-
ual opening up to the world. This process is part of the political-
institutional circle as the reforms have positively affected economic 
growth and have consolidated the reformers’ political power. This has 
created space for further reforms. However, there are some particular 
dynamics connected to the openness circle which will be emphasized 
in this section. 

Like other reforms of economic institutions, the openness process 
was conducted gradually over a long period of time. Up until 1978, 
foreign trade was centralized and was minimal. In the 1980s, a gradual 
liberalization of trade followed, but by 1990, high tariffs were still in 
effect and about half of Chinese imports were regulated by licenses 
and quotas (Branstetter and Lardy 2006). During the WTO negotia-
tions in 1992, tariff levels were significantly reduced and the number 
of firms granted trading rights increased dramatically. The exchange 
rate regime went from a strictly administratively regulated system with 
an overvalued currency to a more open system based on a strongly de-
valued currency from 1995 – de facto fixed to the United States Dollar. 
FDI liberalization began already in 1979 with new legislation govern-
ing joint ventures and establishing four Special Economic Zones with 
preferential tax and more liberal regulation. From 1984 onward, the 
number of such development zones increased gradually – especially 
along the East Coast of China. From 1986 'foreign invested enter-
prises' were eligible for reduced tax throughout China and advantages 
were especially high for export-oriented and technologically-advanced 
foreign firms (Branstetter and Lardy 2006). In this way, FDI was 
gradually allowed into more sectors – including the financial sector in 
later years. Restrictions on foreign ownership loosened; what in the 
start could only be joint ventures with strong Chinese participation 
could later be 100 percent foreign-owned. In general China’s opening 
– especially in relation to the WTO commitments – has been more 
comprehensive and consequential than for other developing countries 
(Branstetter and Lardy 2006).  
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Both exports and imports rose steeply from the start of the 1990s and 
accelerated further after 2000 with surplus of trade reaching record 
levels in recent years. In July 2005 China unpegged the Yuan and went 
into a managed float exchange rate regime. Still, capital movements 
were under quite strict administrative control and the exchange rate 
was only allowed to appreciate around 5 percent in relation to USD 
over the following two years. Inward FDI took off during the 1990s, 
thus making China the biggest recipient of FDI in 2002. Note, however 
that as much as 30-50 percent of FDI came from Hong Kong. A con-
siderable part originated from mainland China, but was 'round-
tripping' to exploit tax advantages for foreign investments (OECD 
2005). Therefore, the numbers for FDI inflows to China are somewhat 
inflated. 



Virtuous Circles in Chinese Growth 

25 

The particular dynamics connected to the openness circle are illus-
trated in Figure 1:3. The first wave of FDI was factor seeking by tar-
geting the cheap and abundant labour power in China. This can be seen 
in the steep increase in exports connected to early FDI. Currently 58 
percent of exports (China Statistical yearbook 2006) originate from 
foreign-owned enterprises. With the exception of 1993, China has had 
a trade surplus every year since 1990 and that surplus has grown in the 
later years. However, increasing amounts of FDI are oriented toward 
the steeply-increasing domestic markets e.g. for mobile-phones, cars, 
etc. So on the one hand, FDI has been an important part of increasing 
production. On the other hand, more FDI is dependent on the high 
growth of the Chinese market. In this way the openness circle has its 
own self-enforcing process.  

China’s deeper integration into the global economy has also in-
creased the international pressure for upgrading institutions. WTO 
membership in 2001 was a logical consequence of China’s increasing 
share of world trade. At the same time the process has put pressure on 
China to open up further for trade and FDI including the liberalization 
of the financial sector, which was formally opened for foreign owner-
ship in December 2006 following a 5-year adjustment period. The in-
creasing economic integration with the world and the increasing mu-
tual dependency can also be expected to rise some pressure on political 
institutions. Foreign demands for improved human rights and democ-
ratization may eventually affect the Chinese political system. Such in-
stitutional convergence may also affect informal institutions. When 
more goods, capital, and people cross the cultural divide, both sides 
learn and partially adapt to each others’ cultures. 

The openness circle is closely related to the 'catch-up' process (to be 
further analyzed in the next section) since the training of labour used 
in foreign enterprises helps to upgrade the labour force and helps cre-
ate technological spill over e.g. in ICT and in the automotive industry: 
both of which help to upgrade the quality of capital. Productivity has 
grown most in sectors open to foreign competition (Farrell et al. 2004). 
The openness circle in this way interacts closely with the catch-up cir-
cle by improved competitiveness and increased allocative efficiency. 
FDI has undoubtedly helped China to expand production into rela-
tively advanced sectors with e.g. a high share of exports in electronics 
and information technology products (Schott 2006). However, Bran-
stetter and Lardy (2006) and others argue that the advances of Chinese 
production are not so impressive because most of this production is 
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simple assembly production. This is indicated by the very high volume 
of imports of intermediate goods in the advanced high export sectors.  

On the other hand, there are clear indications that Chinese producers 
are quickly upgrading. Chinese-owned companies have grown strong 
in this process, with some firms developing into multinational enter-
prises. Chinese companies have even been sourcing more developed 
technology through foreign acquisitions; Chinese-owned Lenovo’s 
takeover of IBM’s PC division and Nanjing Automobile’s purchase of 
the British MG Rover are illustrative examples (Serger and Widman 
2006).  

The openness circle can also be part of a global growth circle; high 
growth in China increasingly pushes growth of the world economy. At 
the same time, Chinese growth is dependent on the access to the large 
regional markets of the USA and Europe. 

Some important threats to the sustainability of the openness growth 
circle include slowed growth on the Western markets and the risk of 
Western protective measures. This was illustrated by the protective re-
actions by the USA and the EU on the end of the last quotas in the 
Multifiber Agreement which triggered significant growth in Chinese 
textile exports at the start of 2006. Such developments outside China 
could be a threat to the continuation of high export-driven growth. 
This is also closely connected to pressure from the USA and other 
Western economies for liberalizing the currency exchange rate, which, 
according to economists and investors, will lead to a further apprecia-
tion of the Yuan. Following the 2005 relaxation of the exchange rate, 
the Yuan experienced a small appreciation. But Chinese politicians 
have been hesitant to let the Yuan flow freely fearing a significant ap-
preciation which will result in falling competitiveness – especially for 
some of the less-effective state-owned enterprises – and thus will in-
crease unemployment. However, there is room for a relative fall in ex-
ports moving towards external balance of trade. This need not imply 
more internal imbalance of higher unemployment if the slow down in 
exports is accompanied of higher growth in consumption for the Chi-
nese population. Such a development can open up for a more balanced 
world economy and thus more sustainable growth in the long run. 
There is a risk of political protests from certain groups e.g. of employ-
ees in state-owned enterprises and also from Chinese farmers who may 
experience falling world market prices on certain food commodities 
measured in an appreciated Yuan. However, more balanced trade, 
more competitive pressure on the state-owned enterprises, further 
changes in the production structure with increasing productivity and 
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falling employment in agriculture are all foreseeable elements in the 
probable growth-path for the Chinese economy. These aspects will be 
further discussed in the following section: a closer look into the differ-
ent elements of Chinese growth. 

 
Catch-Up Circle 
There is an ongoing discussion concerning the sustainability of Chi-
nese growth in relation to the weight of extensive versus intensive 
growth. Growth is extensive when it is based on simple addition of fac-
tor inputs without improving factor productivity and intensive when 
productivity increases without increasing factor inputs. Krugman 
(1994) stressed that East Asian growth was to a very high degree based 
on extensive growth with extremely high investment rates and transfer 
of labour from low productivity sectors of agriculture to industry. The 
intensive growth with increases in allocative efficiency and level of 
technology – the increase in the quality of capital and labour – was, 
according to Krugman, of limited importance to East Asia. However, 
newer studies indicate that Chinese growth can be related to strong in-
vestments, the increase in labour in high productivity sectors, as well 
as the increase in total factor productivity based on new technology 
and skill upgrades of the labour force. In certain sectors like ICT one 
can observe 'leapfrogging' to the most advanced technologies: for ex-
ample, China’s use of the newest types of PC’s and mobile phones. 
Especially in these sectors, in fact, China now leads as a global pro-
ducer. In this way a high proportion of advanced technology is embod-
ied in investments.  

To identify the possible barriers for this type of growth, it is useful 
to split up the growth in various elements. Expressed in simple terms, 
growth can be defined as a function of the input of labour, the quality 
of this labour input, the input of capital, the quality/technological level 
of this capital, raw material inputs, and, furthermore, total factor pro-
ductivity based on the efficient use of these inputs. Total factor produc-
tivity is often defined including the quality of labour and capital. The 
allocative efficiency and incentives for investments in physical capital 
and upgrading of human capital depend on the quality of institutions. 
In this way, there is a close link to the political-institutional circle.  

Each of the growth elements will be discussed separately to consider 
their development thus far and to assess prospects for the future – in-
cluding an identification of barriers for the continuation of high growth 
rates and possible shifts in the weight of the various growth elements. 
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China’s population is still relatively young compared to populations of 
developed economies like the USA, Japan, and Western Europe. The 
average life expectancy in China steeply increased already during the 
Mao period. Furthermore, the successful implementation of the one-
child policy means that the increase in the working age population will 
stop around 2010-15 (DB Research 2006). Thus, there will be a steep 
increase in the dependency rate of the old age population in relation to 
the working age population. The proportion of the working age popu-
lation between 15-64 years reaches its maximum in 2010 at 72.2 per-
cent and will then fall to 60.7 percent by 2050. This means that 
China’s high growth rate will face an important barrier in relation to 
quantity of labour within the next 10 years. The participation rate of 
the working age population is among the highest in the world (82 per-
cent in 2005) and includes a high participation rate of women (OECD 
2007). Thus, unlike the situation in countries such as India and Brazil, 
it is unlikely that China can mobilize a larger part of the population 
into the labour market.  
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Although the total workforce may stagnate, a continued shift from 
agriculture to industry creates a buffer which can supply labour to 
manufacturing and services for several years. The share of employ-
ment in agriculture declined from 70 percent in 1978 to 45 percent in 
2005. The decline was faster in the 1980s and the first half of the 
1990s than recently; in fact, the percentage remained constant at 
around 50 percent from 1996 to 2002 (China Statistical Yearbook 
2006). This might be explained by the status of the hukou-policy of re-
strictions for migration to the cities. Currently this policy is being lib-
eralized and the result may be further migration and an additional shift 
in labour to manufacturing and services (Brooks 2004). This makes 
room for further growth based on sector shifts – also in the coming 
decades. The labour reserve of unemployed and underemployed work-
ers in state-owned enterprises adds to China’s potential for growth. 
The official Figures for urban unemployment are low: hovering around 
4 percent in recent years. However, these numbers do not include laid-
off workers from state-owned enterprises since they are still entitled to 
social welfare benefits from their company and thus cannot register 
themselves as unemployed. Surveys from the OECD estimate urban 
unemployment in the start of the new millennium in China to be 
around 12 percent (OECD 2005). 

Another buffer lies in the potential for upgrading China’s quality of 
labour. During Mao’s rule, China made a big step forward in primary 
education; illiteracy all but disappeared. In 1980, China led in gross 
enrolment ratios for primary school. Enrolment in secondary school 
has also increased steeply: especially in the 1990s. Tertiary level en-
rolment has also steeply increased, albeit from a very low enrolment 
level at the start of the period; it remains relatively low (Fogel 2006). 
According to OECD (2005) the average length of time spent studying 
has risen three months every year for the past decade, and the average 
schooling of new entrants to the labour force rose to eleven years by 
2006. At the same time those retiring from the labour force had on av-
erage only four years of education. Significant improvements are cur-
rently being made at the secondary and tertiary levels. Thus, an in-
creasing quality of labour will contribute to growth over the long term. 
DB Research (2005) estimates the average number of years of educa-
tion will increase in China by more than 30 percent from 2005-2020. 
The expected deceleration in the growth of the quantity of labour could 
be offset by a continuous increase in the quality of labour.  

Similar to other Asian countries, China has maintained a high level 
of savings both for households and for companies. The savings rate 
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has for many years hovered around 40 percent of GDP. The reasons 
behind this high level are manifold; other Asian countries have had 
similar long-term savings rates – some of which may be explained by 
the long-term perspective inherent in Asian culture. In China the un-
certainty and the need to save for pensions, health care, and education 
create additional reasons for high savings rates. The financial system 
offers few opportunities for securing financing for housing, cars, and 
other durable consumer goods. Moreover, it is difficult to secure fund-
ing for the entrepreneurial costs of starting new businesses. Thus, con-
sumers must save to get durables and entrepreneurs have to save to 
start a business and to enjoy the high returns which are possible in a 
booming economy (Blanchard and Giavazzi 2005). The favourably 
high proportion of the working-aged population – versus the group of 
young and old citizens who have negative net savings – also plays an 
important role in understanding saving patterns in China (DB Research 
2006). The swift growth in disposable income can, from a permanent 
income hypothesis, also be an explanation for high savings levels. 
Households realize that their permanent long run income has increased 
only after a certain delay. They increase consumption also after a delay 
and the result is higher savings. There have been few opportunities for 
reinvestment of the savings, which implies that nearly all savings have 
been deposited in banks at relatively low interest rates. However, in 
the years after 2000 savings have increased even more in China, not 
because of higher household savings, but because of the high savings 
taking place in the companies because of booming profits. The share 
of profit has increased and wages has dropped as a share of GDP from 
53 percent in 1998 to 41 percent in 2005 (Kuijs 2006). 

The sustainability of the high savings rate can be questioned for sev-
eral reasons: The future Chinese saver may be more influenced by 
Western culture and consumerism. The population will age, a dimin-
ishing segment of the population will have large amounts of personal 
savings, and the financial sector will offer better possibilities for loans. 
Wages may take a bigger share of the pie in the future. However, a 
slight decrease in savings may be an advantage in the long run for the 
Chinese economy. In fact there are strong arguments that a slightly 
lower savings rate can sustain a high growth rate and simultaneously 
secure long term macroeconomic balances. For several years, Chinese 
savers have financed excessive-consumption – primarily in the USA. 
The large US trade deficit to China has primarily been financed by 
selling US bonds to China. The Chinese current account surplus has 
risen to 7-8 percent of GDP in the later years resulting in mounting 




