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Abstract

Economists have long understood that economic policies are determined in the political
market. Research on the political process of policy formation is essential to predict future
policy directions. This paper focuses on China, the largest transitional economy in the
world, and the political economy of its trade liberalisation. Under its opening-up policy
and foreign pressure for market access, China has pushed for trade liberalisation. Its infant
industry strategy, however, conflicts with its industrial interests. The outcome is that
industries that received priority under central planning have been given high protection.
This paper argues that if trade reform in China is to succeed, it must be a part of
comprehensive reform to the domestic economy and government restructuring.

Abbreviations

APEC Asia Pacific Economic Cooperation

CAAC Civil Aviation Administration of China

CGE computable general equilibrium

FDI foreign direct investment

HS Harmonised System

MFA Multifibre Arrangement

MOFTEC Ministry of Foreign Trade and Economic Cooperation

NTBs non-tariff barriers

SEMDs Specialised Economic Management Departments

SOEs state-owned enterprises

WTO World Trade Organization
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The political economy of trade liberalisation in China

Economists have long understood that economic policies are determined in the political
market. A policy is an equilibrium outcome of that political market (Becker 1983, Magee
et al. 1989, Hillman 1989, Grossman and Helpman 1994). Research on the political
process of policy formation is essential to predict future policy directions. Such research
on transitional economies is of particular importance as these economies undergo
profound economic and political changes. This paper focuses on China, the largest
transitional economy in the world. In particular, the political economy of trade
liberalisation in China is examined.

China has pursued an ‘opening up’ policy for two decades now. It has made
remarkable progress in trade liberalisation in recent years as it attempts to meet the
requirements of the World Trade Organization (WTO) and Asia Pacific Economic
Cooperation (APEC). Since the adoption of the Harmonised System (HS) code in 1992,
there have been four rounds of significant tariff cuts. The average tariff rate was reduced
from 43.2 per cent in 1992 to 17 per cent in 1997 (He 1996:22). At present it is about 13
per cent, close to the average level for developing countries. The Chinese government
has promised to continue to cut tariffs. It is estimated that the average tariff on industrial
products will be about 8 per cent by 2005 if the planned reform is implemented
(Development Research Centre 1998).  However, the overall downward trend in tariffs
does not reveal the changes in tariff structure, which continue to favour certain
industries; nor does it say much about the political forces underlying these changes and
likely future policy changes.

Several empirical studies have shown that trade liberalisation in the form of unilateral
tariff reductions has generated substantial welfare benefits for China (Yang 1996,
Anderson 1997, World Bank 1997, Wang 1997, Development Research Centre 1998).
There is little doubt that Chinese consumers have benefited enormously from trade
liberalisation and that Chinese industries have become much more efficient. Though trade
reform has been continuous, a distortionary tariff structure remains. The explanation for
this lies in the characteristics of the Chinese political market. Welfare gains from trade
liberalisation are seldom distributed evenly throughout the whole economy; nor are the
adjustment costs evenly borne by various sectors of the economy. This is probably more
the case in China than in most other countries. Thus interest groups emerge to lobby for
their desired policy outcomes. Policy formation is therefore a process of political
bargaining, and the outcomes of that process are more often influenced by interest groups
than national economic objectives. This applies to both capitalist and socialist economies.

Understanding why trade liberalisation in China is a long process involves looking
at how the adjustment costs associated with trade liberalisation are distributed
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throughout Chinese society. These adjustment costs occur because factors displaced
from sectors where protection has been reduced have to move to other sectors of the
economy. Specifically, losses occur when firms restructure their capital stock, and
workers may have to forego income and incur other costs while they search for
employment elsewhere or undergo retraining.

The emergence of interest groups

After the founding of the People’s Republic, China followed a self-reliance industrial
policy and developed a complete industrial system with help from the then Soviet Union.
Under central planning, imports were necessary only when substitutes could not be
produced domestically, although import substitution was the ultimate objective. Extensive
trade planning and foreign exchange control were used to minimise imports (World Bank
1993). Since the economic reforms, trade planning has been weakened, and quantitative
restrictions and tariffs have become the primary instrument for import regulation. Initially,
tariffs were high and quantitative restrictions were extensive. In 1986, the average tariff
level was ranked the sixth highest among developing countries, and even at the beginning
of 1992, the import-weighted average tariff rate was 43 per cent (Wu 1996).1

Non-tariff barriers (NTBs) such as quotas, import licenses, state monopolies, sanitary
and phytosanitary measures, government procurement policies, and quality inspection of
imports of machinery and electronic goods have been widely used as instruments of
protection.2 At the end of 1992, there were 1247 items subject to NTBs. These NTBs
covered US$47.6 billion worth of imports, or 47 per cent of total imports. In 1997, the
number of NTBs stood at 384, covering 10 per cent of total imports (State Commission for
Restructuring Economic Systems 1997).

Through tariff and non-tariff barriers, China has developed an escalating protection
structure. Most raw materials and inputs have relatively low protection (Table 1). Under
import substitution, low tariffs for raw materials are used to assist import-competing
industries, because they mean higher effective protection for manufacturing industries.
Tariffs on semi-manufactured goods are somewhat higher while those on final consumption
goods tend to be the highest. Under the old regime of central planning, the interests of
consumers were completely ignored. Tariffs on processed food, textiles, clothing and a
range of other consumption goods have therefore been high. Two decades after the
beginning of economic reforms, this situation has hardly changed.

Like most socialist countries under central planning, the Chinese government made
decisions on what should and should not be imported. Producers had little influence on the
decision process and simply carried out production according to government instructions.
Consumers had no influence over the process, and were told to save hard-earned foreign
exchange for the importation of only those goods essential to the country’s development.
Over time, however, consumers became increasingly aware that they were being deprived
of consumption choice. The government, nevertheless, did try to provide urban residents
with essential commodities at fixed and often subsidised prices.
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As enterprises are increasingly forced to be accountable for their performance and
market mechanisms play a more important role in resource allocation, interest groups have
emerged rapidly among producers. In contrast, consumer groups have developed more
slowly, although they too have become more assertive as their economic and political
freedoms expand and shortages of commodities disappear.

The consistent pattern of protection over time is a reflection of the development of
interest groups. While the overall protection level has been reduced substantially in
recent years, the broad pattern of protection has remained (Table 1). The highly
protected industries have tended to maintain high tariffs. In particular, the automobile,
beverages, tobacco and processed food industries had the highest protection in the early
1990s. It is not surprising that the pre-reform pattern of protection was retained in the
early years of reform, as producer interest groups were still weak at that time. However,
even in recent years, some of these industries have been subject to less-than-average
tariff reductions. This indicates that the weight of these industries in the Chinese
political equilibrium continues to be high.

High protection in these industries has generated widespread smuggling, especially in
cigarettes and cars. Comparisons between domestic and border prices indicate that the
smuggling of cigarettes has almost made tariffs on these products redundant. While the
smuggling of cars is less prevalent, it is still a serious problem. Recent government
crackdowns on smuggling reflect the political pressure from those industries adversely
affected as well as a response to public outcry over widespread corruption.3

The increases or very slow tariff reductions for agricultural and food products reflect
partly the conversion of NTBs to tariffs, and partly rising concern over food security as
China continues to lose its comparative advantage in land-intensive products. Ministries
and other government departments in charge of internal trade, and their affiliated
companies are the most vocal opponents of trade liberalisation in agriculture. They see
trade liberalisation as a threat to their monopoly over the domestic grain market.
Agricultural bureaucrats and scientists have on the whole lent their support to
agricultural protection. In addition to their concern over the level of funding to the
agricultural sector, they argue for agricultural protection on the grounds of national
security, and this has gone down well with policymakers who believe that China should
maintain a food self-sufficiency policy (Yang and Huang 1999). Ostensibly, farm
incomes are also a concern, but it is the potential social unrest that may arise from
stagnant incomes that is the ultimate concern of the government.

The major players

The process of policymaking on trade issues involves several government departments.
Before the government restructuring of March 1998, there were eight departments in
charge of trade policy, of which three were responsible for tariffs.4 The Tariff Code
Committee is in charge of stipulating specific tariff codes. The General Administration of



The political economy of trade liberalisation in China, Jianming He and Yongzheng Yang, CEP99-1 7
© Asia Pacific Press 1999

Table 1 Nominal and effective rates of protection, 1992–96  (per cent)

 Nominal rate of protection Effective rate of protection
1992 1994 1996 1996

1 Crops 3.0 4.36 4.2 94.0
2 Forestry 29.0 29.3 24.3 26.2
3 Livestock 15.9 16.1 14.7 21.7
4 Other agriculture 26.0 25.0 17.0 19.0
5 Fishing 25.0 8.6 8.2 8.1
6 Coal mining 15.0 12.0 6.0 -2.1
7 Crude oil 3.0 1.6 1.5 -4.8
8 Ferrous ore mining - - - -14.2
9 Non-ferrous ore mining 0.3 0.6 0.2 -11.6
10 Quarrying 17.7 16.0 11.3 8.5
11 Salt mining 3.2 14.1 7.0 3.3
12 Logging 5.0 3.0 2.3 -5.8
13 Food processing 32.2 24.8 55.2 122.1
14 Beverages 83.2 77.4 59.5 339.7
15 Tobacco 107.2 57.5 48.0 93.7
16 Forage 7.2 6.1 3.7 -27.0
17 Textiles 71.8 59.7 31.8 83.9
18 Clothing 74.3 65.5 41.5 100.4
19 Leather 38.7 32.1 21.4 35.4
20 Sawmills 19.4 18.3 17.0 33.2
21 Furniture 71.6 61.6 41.2 140.1
22 Paper 23.9 21.8 16.6 25.6
23 Printing 38.4 32.1 31.9 80.3
24 Cultural goods 65.4 49.3 34.9 76.3
25 Electric power 3.0 3.0 3.0 -2.0
26 Petroleum refining 9.6 9.2 8.1 23.5
27 Coking 6.0 6.0 5.4 0.3
28 Chemicals 21.5 21.0 14.9 23.0
29 Medicines 18.4 15.6 12.0 9.7
30 Chemical fibres 32.4 26.4 17.9 28.0
31 Rubber 44.3 34.6 21.7 25.4
32 Plastic 49.7 40.1 26.8 67.1
33 Building materials 36.4 32.7 23.7 45.8
34 Iron and steel 13.2 12.8 9.4 11.9
35 Non-ferrous metal products 14.0 15.2 8.9 15.9
36 Ferrous metal products 44.3 32.4 18.8 46.9
37 Machinery 25.8 21.6 16.5 26.5
38 Rail vehicles 8.8 7.3 6.4 -5.6
39 Road vehicles 115.5 89.7 72.0 293.1
40 Ship building 8.2 8.7 8.1 -5.3
41 Aircrafts 7.2 17.8 11.3 2.8
42 Electric machinery 36.6 25.9 18.6 36.9
43 Electronic machinery 34.0 27.7 18.5 31.5
44 Instruments 13.5 12.8 11.9 9.3
45 Other industry 81.0 69.8 41.6 109.9

Source: State Commission for Restructuring Economic Systems (SCRES), 1997. China's Tariff Policy in
Transition, SCRES, Beijing.
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Customs is involved in the management of tariff and non-tariff barriers. The Ministry of
Foreign Trade and Economic Cooperation (MOFTEC) takes some responsibility as well.

Figure 1 shows the process of the making of trade policy. State-owned enterprises
(SOEs) and foreign direct investment (FDI) firms directly lobby the relevant Specialised
Economic Management Departments (SEMDs). These firms may also ask their local
government for help, particularly if the matter involves local welfare. Policymakers in the
central government consider requests put to them by the SEMDs, local governments and
other government agencies.

China’s one-party political system means that the political process of policy
formation differs from that in multi-party democracies. In a democracy, it is often the
free-rider problem that prevents effective opposition to protection. In China, as there is
only limited freedom of expression and association, political lobbying takes different
forms, usually with no transparency. Intensive bargaining between the policymakers and
the affected parties (normally local governments and SOEs or their SEMDs) occurs
behind the scenes. Only limited policy debates are allowed before policymakers make
their decisions. Once the policy is formulated, no further public debate is allowed, even
if the policy has obvious flaws.5 The major players usually include SOEs, SEMDs, local
governments, industry groups and consumer groups. In what follows, we try to clarify
the position of each of the major players in this process, as well as the overall economic
and political environment and external factors.

Figure 1 The political process of policymaking in China

Domestic firms FDI firms

   SEMDs

  POLICYMAKERS     Local governments

External forces Consumers

Source: Authors' compilation.
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The big picture and external factors
It is widely accepted among Chinese policymakers that an open economy improves economic
efficiency. Trade liberalisation stimulates export growth, facilitates technological progress,
improves industrial structure, increases economic welfare and reduces corruption. The
government has elevated ‘opening up to the outside world’ to the status of a cardinal national
policy. This has lent much political support to trade liberalisation over the past twenty years and
will continue to do so in the future.

One of the main forces driving trade liberalisation is China’s desire to satisfy the
requirements of the WTO and APEC. This desire stems from political and diplomatic
considerations as much it does from economic ones. China wants to be seen as a major
player in international affairs. Being a member of these two organisations gives China the
opportunity to exert influence on world trade issues. It also gives Chinese leaders the
opportunity to show their statesmanship. In this regard, Chinese leaders are no different
from their Western counterparts. The strength of this external factor varies greatly with
domestic politics. At times when the domestic economy is performing strongly and
Chinese leaders wish to be noticed on the international scene, the external factor seems to
work more effectively. It is not a coincidental that major tariff cuts in recent years were
announced or occurred when senior Chinese leaders were at international metings or about
to make important international visits. Since China’s failed attempt to become the
founding member of the WTO in 1994, and particularly since the onset of the East Asian
crisis, the desire to show more statesmanship has given way to greater domestic pressures.
Trade reform has been slowed to minimise the social instability arising from SOE reform.
Since 1998, there have been no major trade reform initiatives except for the recent offers
to the United States in relation to China’s WTO accession. Those offers, however, have
come under heavy criticism from domestic interest groups. The bombing of the Chinese
embassy in Belgrade has only intensified such criticisms. Thus, it is perhaps not entirely
surprising that Zhu Rongji’s report on his recent visit to the National People’s Congress
was not passed by the deputies, effectively nullifying his WTO offers to the United States.

State-owned enterprises
Over the past two decades, the importance of the SOE sector in the economy has
declined. However, SOEs still dominate many key industries. At present, they account
for nearly 100 per cent of production in railways, civil aviation, post and
telecommunications and 75 per cent in financial services, electrical power, coal,
petroleum and metallurgical industries. In the machinery, textile and food industries,
SOEs account for around 30 to 40 per cent of production (State Statistical Bureau
1997:424). In addition, most automobile manufacturers are joint ventures between
foreign investors and SOEs. These industries tend to be the ones that the state wants to
monopolise or can exercise significant control over. This gives SOEs enormous
bargaining power with respect to national security and strategic industries. Despite their
declining importance in national output, SOEs are almost always the focus of
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government policies. Their attitude towards trade liberalisation largely determines how
far and how fast China’s trade reforms can advance.

Most SOEs are now concentrated in industries where China has comparative
disadvantage. These industries tend to be located in older industrial bases where they are
vital to the local economies. It is for this reason that SOEs are by and large a force against
trade liberalisation.

Trade liberalisation is only one factor contributing to the current financial difficulties
of SOEs. Poor management is widely regarded as the main contributor. Such management
is often the result of vague property rights and the so-called soft budget problem (Kornai
1980). The state is the residual claimant for SOEs. The relevant SEMD is the
representative of the state. The SEMD is under no pressure to maximise profits, as it can
always transfer losses to the state treasury. Nor are SOEs fully responsible for their own
profits and losses. When SOEs are in trouble the state bails them out. Without political
transparency and checks and balances, the SEMDs and their subordinate SOEs have only
limited incentive to improve their performance.

To be fair, the situation of SOEs is no fault of their own. They perform many social
functions that should be the role of the state.6 SOEs are like small societies. They not only
employ workers, but also extend to them such services as housing, health, education and
pensions. Some Chinese towns and cities (for example, Daqing in Heilongjiang province)
are based on a single enterprise. The erosion of local government revenue because of tariff
reductions has a direct impact on the welfare of these towns and cities. In a sense it is
legitimate for SOEs to ask for government help given that they perform the functions of
the government. Nevertheless, this is a very inefficient system. The system does not assign
clear responsibility to either SOEs or SEMDs. There is no clear delineation between
business and social functions within SOEs.

This unique circumstance has enabled some SOEs and local leaders to blackmail the
central government, albeit implicitly. When a plant is to shut down, the managers have few
concerns. Providing they have the right connections, it is not difficult for them to find a
similar job elsewhere—they are, after all, so-called state cadres. If the workers protest, it is
a problem for the local government and their SEMD to deal with. Thus, when an SOE is in
trouble, its bargaining power does not diminish, and when it is in good shape, its
bargaining power would increases as it likely contributes more to the local government
budget and the welfare of the SEMD which oversees it.

Recently, many FDI companies have joined SOEs in lobbying for protection. They
have incentives to request protection in order to gain an advantage over their
competitors outside China, or simply to seek rents from protection.7 Initially they are
free-riders.8 When declining levels of protection begin to affect their profits, they
become part of the force against trade liberalisation. Many FDI firms in China have
entered the Chinese market behind high border protection and are aimed at the domestic
market (Yang 1993). For example, Santana, the car manufactured by Shanghai
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Volkswagen, was exclusively aimed at the domestic market, charging a price much
higher than would have been possible without high border protection. In addition, the
company has succeeded in making the Shanghai government forbid other cars from
entering the Shanghai taxi market. Thus, cars such as Daihatsu Charade, made in
Tianjin, are blocked from the Shanghai market though a capacity limitation policy in the
name of promoting technological progress.9

The specialised economic management departments
SEMDs are the institutional interest groups in charge of specific industries on behalf of the
central government (Table 2). They control SOEs via direct or indirect measures, such as the
supervision of asset operations, the assessment of financial performance and the appointment
and removal of main enterprise leaders (managers and party officials). The SEMDs have a
dual role in their relations with SOEs. On the one hand, they are the branches of the central
government. In this role, they implement government policy and regulate SOEs. On the other
hand, they own or run their own enterprises, directly or indirectly. In this role, they have
incentives to lobby for policies that maximise the profits of their own enterprises and of
those they regulate. Since the commencement of economic reform, and especially in the
1990s, the SEMDs have established numerous enterprises of their own. Officials from
SEMDs are often assigned to run these enterprises. Profits from these enterprises are
supposedly submitted to their departments, and the SEMD officials running these enterprises
are not allowed to appropriate them. The profits are used as departmental resources to
improve the welfare of SEMD staff. In practice, cost padding by SEMD-run enterprises is a
serious problem. Most of the profits are converted into fringe benefits at the enterprise level
(Huang and Woo 1998). When these enterprises make losses, the SEMDs bale them out.

In the Chinese system, there is no clear delineation of public service and business.
Under such a system, conflicts of interest are inevitable. The problems are exacerbated by
a lack of transparency and checks and balances. One such case of conflict of interest
occurs in the civil aviation industry. The Civil Aviation Administration of China (CAAC)
continues to retain a stake in its airlines, as well as other aviation businesses. Its business
activities conflict with its role as a regulator. Chinese airlines cannot develop their own
computerised reservation systems. They need to go through a company run by the CAAC,
with sole rights to negotiate with foreign suppliers (Forney 1998:47). The rents earned by
this company are used to improve the welfare of CAAC staff.

In addition to conflicts of interest, the SEMDs have strong incentives to protect their
own industry. The performance, and hence the chance of promotion, of the senior leaders
of SEMDs is largely determined by the performance of the industries they supervise.

The bargaining power in the policy formation process varies considerably among
SEMDs. Under the Chinese political system, if one powerful leader in the central
government is promoted from a particular department, that department’s bargaining power
also increases. Other factors that determine the bargaining power of a particular SEMD
include its position in the national economic development strategy, the revenue
contribution to government budget, the size of the industry, its employment share and so
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on. Due to the poor tax capabilities of the central government, import duties have become
an important source of revenue.10 They typically account for more than 10 per cent of total
budget revenue (He 1996:23). The greater the contribution of an SEMD or industry in
terms of tariff revenue and profits, the more power it has in seeking protection. Higher
protection yields higher profits and hence greater political power.

Local governments
Under the current delineation of duties, the interests of local governments are bound to
clash with those of the central government. The central government’s trade policy has
several objectives. These include maximising social welfare, promoting indigenous

Table 2 SEMDs and their subordinate industries

SEMDa Industries

Ministries of agriculture Paddy rice, wheat, non-grain crops, wool, other
livestock, fisheries

Bureau of grain administration Grain circulation

State bureau of forestryb Forestry

State Administration of coal industryb Coal

State Administration of petrochemical industryb Oil, chemicals, rubbers, plastics

State Administration of metallurgy industryb Primary ferrous metals, nonferrous metals, fabricated
metal products, other manufacturing, iron, steel

State Administration of light industryb Processed rice, meat products milk products, other food
products, beverages, tobacco, leather, lumber, pulp, paper

State Administration of textile industryb Textiles and clothing

State Administration of machine-building industryb Machinery and equipment
Transport equipment industries

Ministries of construction Construction

State administration of internal trade Trade and transport equipment

State power industry corporation b Electricity, water and gas

Ministry of information industry Electronics and telecommunications

Notes: a Current government departments. b These organisations have department or ministry-ranking before
restructuring in March 1998.
Source: 1998. ‘Reform programs for state council departments’, Beijing Review, 41(17):20–2.
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industries and raising government revenue. Although these objectives may not be
mutually consistent, the overall trend of central government policy has been towards
trade liberalisation because it believes in the long-term benefits of an open economy.
However, unlike in most other countries, in China the adjustment costs associated with
trade liberalisation are initially borne by firms themselves. In the Chinese enterprise
system, once a firm employs a worker, that firm is obliged to look after the worker
throughout his entire life. The firm must provide him with social benefits as well as
living allowances if he is out of work. Many of these costs are eventually borne by local
governments, which have to deal with unemployment, retraining and so on. In the case
of state enterprises that suffer financial losses, the local governments may have to bale
them out. In contrast, the benefits of trade liberalisation tend to come in the long run and
are thinly distributed. Thus, in the short run at least, local governments see no direct
benefit from trade liberalisation, and therefore have no incentive to support it.

In some regions, the unemployment problem has become very serious. This has
generated considerable opposition to further trade liberalisation. Despite government
suppression, workers have been able to protest by demonstrations.11 The problem is
especially acute in regions where capital-intensive industries concentrate, especially in the
Northeast provinces (World Bank 1997).12 Massive lay-offs have occurred in these old
industrial regions as a result of industry restructuring, and re-employment has been slow
because the service industry in these regions is not well developed.

It is widely believed that about one-third of the labour in SOEs is redundant
nationwide (Wu 1998). It is reported that 12 million urban SOE employees were laid off
in 1997, accounting for around 10 per cent of the SOE workforce and 7 per cent of
urban workers (Meng 1999). In 1998, a further 20 million workers—about 10 per cent of
the total urban labour force—were to be laid-off (State Council 1998).13

Local governments are likely to continue to bear the bulk of financial burdens from
the massive lay-offs. The central government has been unable to raise enough revenue to
establish an adequate social security system. From 1978 to 1996, the ratio of
government revenue to GDP fell from 35 per cent to 10.8 per cent (He 1996:23). In the
past, the government has frequently had to seek resources from state-owned commercial
banks to fund projects that otherwise should have been covered by the state budget.
Meanwhile, the banking sector is suffering serious problems. Non-performing loans
have increased to alarming levels. In 1997, non-performing loans accounted for 24 per
cent of total loans issued by the four state-owned commercial banks (6 per cent bad
debts and 18 per cent overdue loans) (Huang and Yang 1998). All state banks are
significantly under-capitalised. In the long run, to make these banks viable, the
government has to re-capitalise them through its fiscal revenues.

With the deepening of SOE reform, unemployment is going to be a long-term
problem for local governments. Despite the massive re-employment programs initiated
by some local governments the rate of re-employment has been low (10 per cent of
those laid-off). Some cities, like Shanghai, have imposed an employment tax on rural
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migrant workers. Similar taxes have not been levied on urban workers. These taxes
are used to finance retraining programs14 and to subsidise urban dwellers in housing,
education, childcare, pensions and medical services (Chen 1998). Because these
benefits all come from their enterprises and local governments, the urban unemployed
do not go beyond their local areas to search for or take up jobs; if they do they may
lose these benefits.15 This is in stark contrast to millions of farmers who have
(temporarily or permanently) migrated to urban areas in search of jobs despite China’s
much tighter restrictions on rural-urban migration (Meng 1999).

The consumers
Consumers are obvious beneficiaries of trade liberalisation. Like in other countries,
however, their support of trade liberalisation is limited. First, the group is so large and
dispersed that the effect of a particular policy is spread thinly across individual
consumers. There are some organisations which protect consumers from poor products
and services, but they have little influence over trade policy. Chinese consumers have
traditionally been very weak in the country’s political processes (Branstetter and
Feenstra 1999). This results partly from the legacy of central planning and partly from
political repression of non-official interest groups. Under central planning, the
development of industries was the ultimate objective of the government’s policies; the
welfare of consumers was secondary. Chinese consumers themselves are quite
heterogeneous. Urban employers are less interested in trade liberalisation because they
often believe that trade liberalisation reduces the profits of their enterprises, and hence
their prospects for jobs, higher wages and social benefits. With the massive lay-offs in
recent years, this perception has become increasingly prevalent. Rural residents, on
the other hand, have little political influence in Chinese politics and their awareness of
trade policy is at best limited. Unless there is the threat of social unrest in rural China,
the government generally does not take farm interests seriously.16

The automobile industry: a case study

Before the mid 1980s, the majority of investment in the automobile industry was by
the central government. Since 1985, foreign multinationals have rushed into the
automobile industry. Now most large automobile manufacturers are joint ventures
(Table 3). The total output of automobiles reached 1.5 million vehicles in 1995. The
output (value-added) of the industry was about 1 per cent of GDP in 1996 (State
Statistical Bureau 1997:440).

Despite its small contribution to national income, the automobile industry has received
high protection and other forms of government assistance. The government adopted an
import substitution strategy for the industry. The tariff rate on automobiles was set at 200–
220 per cent in 1986. At the same time, quotas, foreign exchange controls on imports and
exports, government purchase policies17 and monopoly over marketing in the domestic
market were introduced. According to the ‘Provisional Measures for the Regulation of
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Machinery and Electronic Products’ and the ‘Catalogue of Quotas’, 89 items of
automobile products are subject to quotas. These include complete cars, engines, cabins
and chassis (Yi and Tang 1998:108). Government procurement policy requires that senior
government officials only use domestically produced cars. Only certain ports are
designated for automobile imports. More recently, in order to curb price competition, the
government has stipulated price floors.

The mercantilist approach to foreign trade among Chinese policymakers provided an
easy platform for the automobile industry to lobby for high protection. It was not difficult
to convince policymakers that the automobile industry is capital and technology intensive
with high inter-industry linkages. Japan and Korea were cited as success models to follow.
In particular, the industry argued that Japan and Korea have become two of the largest
automobile producers in the world through high protection. So, it was argued, it is possible
for China to build up its automobile industry behind high protection.

China’s automobile industry began in the 1950s and its car industry in the 1980s. In
this sense, China’s car industry is indeed an infant industry. The automobile industry
argued that since there are economies of scale in car manufacturing and the world car
market is monopolised by a dozen or so companies in Japan, the United States and
Europe, the only way in which China could emerge as a competitive automobile producer
was via import substitution. It was reasoned that this would enable Chinese car
manufacturers to gain a large share of its potentially huge domestic car market and
eventually become a competitive exporter, just as Japan and Korea had done.

This lobby effort has paid off. The government introduced the ‘Industrial Policy for
the Automobile Industry in the 1990s’. Under this policy, the industry has become
China’s ‘pillar’ industry, and car factories have flourished. By 1996, there had been
established 120 factories producing complete vehicles, 600 factories rebuilding vehicles
and 2,400 factories producing components and spare parts. However, the national output

Table 3 Output and ownership of China’s main automobile manufacturers

Company Output (‘000) Ownership

Shanghai Volkswagen 150 joint venture
Tianjin Charade 60 joint venture
Beijing Jeep 50 joint venture
Canton Peugeot 40 joint venture
The first Automobile Volkswagen 30 guarantee
Changan Otto 30 joint venture

Source: Yi, X. and Tang, X., 1998.
, China Central Translation Press, Beijing.
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of cars in 1996 was only 1.1 million vehicles, less than the annual output of a moderate
scale automobile company in an industrial country (Yi and Tang 1998:79). The high
tariffs and quantitative restrictions have led to widespread smuggling, and high profits
have induced the entry of shoddy car producers (Yi and Tang 1988).

Over the 1990s, the automobile industry has gained powerful influence in trade
policy. The tariff on cars was 160 per cent in 1992, 100–120 per cent in 1996 and 80–
100 per cent in 1997. This rate of tariff reduction is much slower than the average tariff
level. In 1997, when tariffs were reduced by 35 per cent on average, tariffs on cars were
cut by only 25 per cent. The industry has formed a coalition which aims to keep
overseas competitors out of the Chinese market. Ironically, most multinationals have
already entered the Chinese market. Continuous protection merely allows these foreign
multinationals and Chinese producers to profit at the expense of Chinese consumers. For
instance, in 1997 the cost, insurance and freights price of a Toyota with cubic capacity
2.2 litres was US$14,850, whereas the domestic price was US$38,000—2.6 times the
border price.

China’s protection of its car industry has been a stumbling block in its
negotiations for WTO accession. The automobile industry has succeeded in arguing
for preferential treatment. China has so far resisted demands from industrial
economies for substantial reductions in automobile tariffs and for the elimination of
quantitative restrictions over a short period of time. Given the current difficulties with
SOEs and the strong bargaining power of the automobile industry, the government is
unlikely to give in to international pressure easily.

Structural adjustment in a general equilibrium framework

Our earlier analysis has shown that variations in sectoral protection have not been reduced
significantly. We have argued that this is an outcome of the political market as sectoral
interest groups have been able to influence the trade liberalisation process. Trade theory
tells us that uniform tariff reduction would have been more beneficial to China (see Falvey
1988). If the past is any indication, it is unlikely that China will reduce its border
protection uniformly. Experience in other countries suggests that once a sector receives
high protection, it is difficult to remove due to political resistance. The textiles and
agriculture sectors in many industrial economies are two such examples.

Should China continue to liberalise its trade in the manner in which it has been doing,
there could be significant welfare implications as the variations in tariff protection may
widen further. This not only lowers the benefits of trade liberalisation but also does
nothing to solve the current stalemate on China’s WTO accession. It would further slow
the trade liberalisation process and give vested interests more opportunity to influence the
trade liberalisation process. Some Chinese economists have recognised this potential
outcome and argue strongly against special sectoral policies. The Development Research
Centre (1998:35), for example, has noted that
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For sectors which have already been highly protected for a long time but are
still unable to compete internationally, China has sacrificed the interest of its
export sector because a trade protective policy at home may face the same kind
of response from China’s trading partners. With globalisation of many
intensively competitive sectors, mergers are taking place worldwide. This
makes the concept of so-called national industry out of date.

In this section, we use a global computable general equilibrium model, GTAP, to
analyse two issues.18 First, we examine the most likely outcomes of a trade
liberalisation scheme given the political economy of trade liberalisation in China. We
compare this scenario with other possible, albeit less likely, schemes of trade
liberalisation. Second, we quantify the order of magnitude of industrial restructuring
by estimating the possible changes in sectoral output and employment. Our hypothesis
here is that sectoral interests tend to over-estimate or exaggerate the impact of trade
liberalisation on their own industries because they typically look at the issues from a
partial equilibrium perspective.

We use a 3x10 version of the GTAP model. The three regions in the model are
China, less developed economies and industrial economies. The ten industries/
commodities can be found in Table 4. In simulating the impact of trade liberalisation, we
allow the trade balance to be determined endogenously. Labour and capital are perfectly
mobile across industries, but not across regions. Land and natural resources, on the other
hand, are specific to the agricultural and mining industries, respectively, and are not
fully mobile across industries. For China, we assume that the real wages of unskilled

Table 4 Sectoral impact on output and employment of various tariff cut schemes, 1995
(per cent)

Smaller cuts for 50 per cent cut Deeper cuts for
heavy industries across the board heavy industries

Industry Value Employ- Value Employ- Value Employ-
added ment added ment added ment

Agriculture 0.9 1.4 1.3 2.0 1.7 2.6
Mining 0.4 1.1 0.6 1.5 0.7 1.9
Food processing 0.2 2.7 0.6 3.6 0.9 4.6
Textiles and clothing 4.8 7.1 7.4 10.3 10.2 13.9
Metal and products -0.1 2.6 -1.0 2.3 -1.8 2.2
Machinery 0.8 3.3 0.8 3.9 1.1 4.9
Transport equipment -10.8 -8.4 -23.6 -21.0 -35.3 -32.7
Chemicals 0.6 3.3 0.1 3.4 -0.3 3.8
Other manufacturing -0.3 2.0 1.3 4.2 3.0 6.6
Services 1.5 4.4 2.1 5.7 2.7 7.3

Source:  Simulation of the GTAP model, version 4.
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labour remain constant in response to trade liberalisation given large existing
unemployment. For the other two regions, we assume that employment is fixed while
wages are flexible. All results are counterfactual and comparative static for 1995.

Three experiments are carried out. First, we simulate a scenario where tariffs on all
industries are reduced by 50 per cent from their 1995 levels except for the following
industries: metals, transport equipment (this includes the highly protected automobile
industry), machinery and chemicals (for ease of exposition, we shall call them heavy
industries). For these industries, tariffs are cut by only 25 per cent. This is our benchmark
scenario. As the first alternative to this mostly likely trade liberalisation scheme, we simulate
the impact of a 50 per cent across the board tariff reduction. Finally, we experiment with the
possibility that the transport equipment, machinery and chemicals industries face a deeper
(75 per cent) tariff cut than other industries (50 per cent). Some of the aggregate indicators of
the impact of these three tariff cut schemes are reported in Table 5.

All three schemes of tariff cuts lead to substantial welfare gains to China. Under the
first scenario, where all tariffs are cut by 50 per cent except for a 25 per cent cut for heavy
industries, each Chinese resident is about US$9 better off. As tariffs for heavy industries
are cut further, the welfare gain increases. If tariffs in these industries are cut by 75 per
cent (the economic rationale being that these industries have higher tariffs on average), the
welfare gain is 50 per cent larger than when tariffs in these industries are cut 50 per cent
less than in other industries. If China is to pursue a trade policy which favours heavy
industries because of their greater bargaining power, it will forgo a substantial welfare gain
that would be attainable under more efficiency-oriented tariff cut schemes.

Underlying the substantial welfare gains from trade liberalisation is the significant
increase in GDP. Trade also expands. When imports increase more than exports, the trade

Table 5 Macroeconomic impact of various tariff cut schemes in China, 1995 (per cent)

Economic variable Smaller cuts for 50 per cent cut Deeper cuts for
heavy industries across the board heavy industries

Equivalent variation (US$bn) 10.5 13.2 15.4
      Allocative efficiency 9.0 11.4 13.2
      Employment 5.7 7.3 9.3
      Terms of trade -4.2 -5.5 -7.1
GDP 2.1 2.6 3.1
Employment 2.4 3.0 3.8
Exports 12.0 16.8 22.1
Imports 14.3 20.3 27.2
Trade balance (US$bn) -3.3 -5.3 -7.9
Terms of trade -2.1 -2.9 -3.7

Source:  Simulation of the GTAP model, version 4.
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surplus falls. Trade expansion leads to a considerable deterioration in the terms of trade for
China, but even this cannot prevent China from reaping large overall welfare gains from
trade liberalisation. As welfare decomposition shows, large welfare gains from improved
allocative efficiency and the expansion of employment overwhelm the deterioration in the
terms of trade.19 Employment increases significantly as a result of tariff cuts.

As expected, the output and employment gains are not shared by all industries (Table 4).
Transport equipment and metal products are the only two industries which experience a
consistent contraction in output.20 Furthermore, only the transport equipment industry suffers
large contractions. The contraction of employment in this industry is somewhat smaller, as
labour—especially unskilled—substitutes for capital. Due to our assumption that real wages
for unskilled labour remain constant in the wake of tariff cuts, unskilled labour becomes less
expensive than skilled labour and capital. However, the significant increase in the
employment of unskilled labour means that the overall value added by unskilled labour does
not decline relative to skilled labour and capital. Nominal value added by unskilled labour
increases by about 2 per cent, compared to 2 per cent by skilled labour and 1.5 per cent by
capital. Value added by natural resources increases by 7.3 per cent.

The key issue is the re-employment of workers released from the transport equipment
industry. In terms of employment, this is a very small industry. Despite the large estimated
reductions (in the worst case, one-third as shown in Table 4), this should not present a major
problem as long as overall employment expands. Presumably, the skilled workers shed from
the transport equipment industry would not find it too difficult to re-employ themselves. It is
the unskilled labour that may have to undergo retraining before re-employment. Fortunately,
this industry traditionally has the best educated labour force, as the government has tended to
assign better trained workers to heavy industries. Thus, the critical obstacle for structural
adjustment in this industry is the political power this industry has gained in the past. If the
government continues to give this industry pillar status, and if the industry has the support of
foreign investors, its lobbying power can be formidable.

The structural change in the transport equipment sector falls mainly on the automobile
industry because the tariffs in shipbuilding, aircraft and railway equipment manufacturing are
quite small.21 Large firms accounted for 45 per cent of total employment in the automobile
industry in 1992 (with small firms accounting for the remaining 55 per cent) (Yi and Tang
1998:104). The small enterprises, which mainly produce parts using more labour-intensive
technology, employ more workers and tend to have lower profit margins as a result of relatively
low protection. Among enterprises producing parts, production costs tend to be higher in small
firms than in large firms. Thus, small firms may face greater adjustment than large ones.

Conclusion

China has made a remarkable transition from a centrally planned economy to a largely
market-oriented one over the past two decades. As planning gradually gives way to price
mechanisms, tariffs and quantitative restrictions have emerged as the main policy
instruments for regulating imports. With direct government subsidies declining over time,
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these policies have become increasingly important to the welfare of various interest
groups. However, the transition has not led to any significant change in the pattern of
industrial protection. The current configuration of interest groups will probably make
future changes even more difficult.

Under its opening-up policy and foreign pressure for market access, the central
government has pushed for trade liberalisation. Its infant industry strategy, however, jibes
with industrial interests. The outcome is that industries that received priority under central
planning have been given high protection. The resultant pattern of protection is now firmly
in place with the concerted support of the major players in the political market.

Facing increasingly desperate financial difficulties and being concentrated in the
highly protected heavy industry, SOEs as a group are opposed to further trade
liberalisation. Their position is not only supported by their employers, but also by their
regulators—the SEMDs—and local governments. Increasingly, they receive support from
foreign investors. This is a formidable coalition given the mercantilist approach the central
government has taken to trade liberalisation and the exceptionally weak influence of
consumers in a political process which has little transparency.

The perpetuation of a highly variable protection structure means that China has not
been able to reap as much benefit from its overall tariff reductions as would have been
possible had tariff peaks been removed. The latter approach would entail great adjustment,
but the extent of adjustment is probably exaggerated by interest groups, who view it from
their partial perspectives. Our simulations using a general equilibrium model show that
moves towards a more uniform tariff structure substantially improve the benefits from
trade liberalisation and are unlikely to lead to severe contraction of industries, except for a
few highly protected ones, most notably, the automobile industry.

Trade liberalisation is also shown to expand job opportunities over time and this makes
the adjustment of contracting industries less painful. Overall income and employment
expand more if the most protected industries are subject to deeper tariff cuts. There will still
be pain for some industries, probably felt more strongly in cities and towns which are based
on a single or a small number of SOEs. Retraining of workers, especially unskilled ones, and
regional policies may be necessary for restructuring of local industries. To reduce resistance
to trade reform, China needs more than retraining. In particular, the central government has
to assume greater fiscal responsibility for social security arising from structural adjustment,
and to eliminate conflicts of interest in SEMDs. This of course requires that trade reform be
a part of comprehensive reform to the domestic economy and government restructuring.

The consequence of retaining high protection in heavy industry would be to perpetuate
the inefficiencies in this sector. This postpones the necessary adjustment in the short run, but
if China is to join the WTO, it must liberalise further, as indicated by the stalled negotiation
process. Until this is done, China’s SOE reform and opening-up policy will be incomplete.
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Notes
1 As recognised in the literature, import-weighted average tariffs underestimate the extent of protection and
their welfare impact (see, for example, Corden 1975 and Dixon 1978). This bias is particularly significant
for China as variations in its tariff levels are large.
2 Such inspections are not often carried out on similar domestic goods.
3 Smuggling has become a political problem for the Chinese Government. It is alleged that enterprises
affiliated  with the People’s Liberation Army in south China have smuggled huge quantities of oil and
automobiles in recent years (see 1998, ‘The changing face of China’, Jane’s Defense Weekly, 30(24):20–2.
Customs officials, including those in charge of anti-smuggling, are allegedly also involved in smuggling.
The director of the anti-smuggling office in Dongguan, Guangdong province, was sentenced to life
imprisonment for accepting bribes from smugglers (See 1998. ‘Regional Brief’, Fareast Economic Review,
161(52):16.
4 Government ministries have been extensively engaged in business in the market they regulate. The
restructuring is intended to eliminate the ‘power abuse’ arising from the inseparability of government and
business. It is not clear at this stage whether the program will achieve its objective.
5 The recent grain marketing policy change illustrates this point. In May 1998, the central government
decided to re-monopolise grain marketing due to concern over farm incomes and the financial losses sustained
by state grain agencies. However, this market-unfriendly policy has run into trouble. Remarkably, no public
criticism of the policy is allowed. See Yang (1999) for details.
6 This does not necessarily mean that SOEs are discriminated against. On the contrary, they are probably
favoured on balance by the various subsidies they receive (see Perkins 1998).
7 FDI companies have recently succeeded in pressuring the government to re-install tariff exemptions on
their machinery and equipment imports.
8 A tariff creates a public good for all firms in the industry, whether or not they contribute to the effort of
creating that tariff.
9 The implicit, dubious assumption here is of course that the manufacturing of larger cars requires better
technology.
10 Some commodities with large import volumes and low demand elasticities were exempt from recent tariff
reductions in a deliberate move on the part of policymakers to preserve the revenue base.
11 There were several demonstrations of textile workers in Nanchong, Sichuan province, Taiyuan, Shanxi
province, and Hefei, Anhui province earlier in 1997 despite tight restrictions on such activities. In January
1999, hundreds of workers from the Changde Textile Mill in Hunan province protested against the redundancy
of 30 per cent of workers in the mill. The protest caused a three kilometre traffic jam on a national highway.
See No 408, Huaxia Wenzhai (China News Digest), 22 January 1999. The textile industry has been plagued
by over-staffing and over-capacity partly due to import restrictions in major industrial economies under the
Multifibre Arrangement (MFA). These restrictions are likely to continue for China even though they will be
phased out for most other developing countries by 2005 (Yang 1999).
12  In Benxi, about one-fifth of the workers lost their jobs in 1997 alone. See Yatsko (1997).
13 This included workers who would lose their jobs but still maintain some nominal relationship with their
former employers in order to receive a subsistence salary and other benefits such as housing or health care.
14 Such training does seem to be important since a high proportion of the redundant workers are those who
acquired little education or skills during the Cultural Revolution (1966–76).
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15 Apart from the attachment to their former employers, the household registration system, a legacy of
central planning and political control, still restricts labour mobility.
16 The agricultural reform that began in the late 1970s was one such response to the threat of starvation and
social unrest in rural China. A similar but earlier response occurred during 1963–65, when individual and
economic incentives were allowed in farming after the devastation of the Great Leap Forward (1958–62).
17 Audi, produced by the No. 1 Automobile Company, based in Changchun, Jilin province, has won the right
to provide cars to senior government officials.
18 Readers interested in the details of the GTAP model and its database should refer to Hertel (1997) and McDougall
et al. (1998).  The model is solved using the GEMPACK software suite (Harrison and Pearson 1993).
19 For details of welfare decomposition in the GTAP model, see Huff and Hertel (1996).
20 There may be aggregation biases in these results.  This means that some industries within the broad industry
categories may also experience output contractions if industries in the mode were further disaggregated.
21 Employment in the transport equipment industry was close to 3.5 million in 1992, or 5 per cent of total
industrial employment (State Statistical Bureau 1997:412).
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