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T

he drivers that have delivered China’s impressive growth
over the past several years – the country’s demographic
dividend and prior reforms – appear to be nearing their
limits. Stimulus measures through monetary expansion
can offer temporary help, and have been used extensively since
the onset of the global financial crisis, but it is increasingly clear
that fundamental reforms are urgently needed to secure strong
growth that is sustainable in the longer-term.

opportunity for streamlining at many levels. Some parts of the
central level government still remain highly bureaucratic, with
a number of ministries holding overlapping responsibilities
for important regulatory and enforcement functions. This
frequently results in added burden and reduced efficiency
for enterprises that have to comply with either duplicative or
contradictory regulations, and may give rise to instances of
corruption.

For China’s economy to succeed in the 21st Century, the
government will need to adjust its level of involvement in the
economy through a combination of strengthening certain
roles while relinquishing other responsibilities. In some areas,
the government is too absent from the market and needs to
strengthen its capacity to formulate top-level regulations while
enforcing existing regulations in a transparent and fair manner.
In other areas, the government is too dominant and needs
to step back in order to strengthen market forces, primarily
through institutional reforms to the financial system and to
the role of State-owned Enterprises (SOEs), as well as through
the reduction of industrial policies and costly subsidies that are
distorting markets.

In some cases, there is a conflict of interest due to the government
being both a regulator and service provider, resulting in a
typical principal-agent problem. Government, business and
society would benefit from a more independent government.
A strong regulator needs to be free from commercial influence.

Encouragingly, at the China Development Forum in Beijing in
late March 2014, Vice Premier Zhang Gaoli hinted at reforms
aimed at freeing up market forces on the mainland which
would result in a reduced role for government. Market forces,
depicted as an ‘invisible hand’, would play a bigger role, while
the government, viewed as the ‘visible hand’, would use its
powers more effectively and transparently.
Reforms for better governance and new roles for the
‘visible hand’
The drive towards a more effective state was already evident in
May 2013, when the State Council abolished or decentralised a
number of administrative approval items, reduced the number
of ministries and commissions under the State Council from 27
to 25, and merged several agency-level regulators in order to
reduce overlapping and conflicting responsibilities. Two other
symbolic steps were taken in July 2013: the People’s Bank of
China took additional measures, including the elimination of the
lending rate floor for commercial loans, towards a liberalisation
of interest rates; and the State Council announced the creation
of the Shanghai Integrated Free Trade Zone, though that zone
is still lacking details and direction.
While these are positive steps, this is only the start of a long and
difficult process to strengthen the regulatory system to better
suit an increasingly complex economy. There is significant
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Despite a sound framework of regulations for the business
environment in most areas, problems still remain due to
weak and inconsistent enforcement of existing regulations. A
lack of enforcement at local levels of government and a lack
of punishment for regulatory violations hinder the valuable
legislative efforts of the central government.
As the economy becomes more complex and in order to meet
growing societal needs, greater focus should also be given to
developing guidance to assist business compliance. Business
welcomes consultation with the government, including through
its participation in international fora in order to benefit from
international best practices and to ensure business understands
and complies with the eventual decisions. A strong government
is an open government.
While the government should be inclined to simplify premarket approval processes by devolving some self-regulatory
and risk management powers to companies, at the same time
there should be a strengthening of the government’s role in
terms of regulatory impact assessments to ensure appropriate
implementation of supervisory standards. A successful
economic transition must be preceded by a regulatory transition
in which the government finds its proper role in an increasingly
modern economy. Regulating a huge and complex economy is
an extremely difficult task. The government therefore needs to
increasingly focus its efforts and resources on building up the
regulatory capacity that is required to foster a vibrant market
economy.
The case for structural reforms and increasing the role of
the ‘invisible hand’
Equally important to better governance is leveraging the
contributions that business can make through greater structural
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reform. For China to achieve its goal of moderately fast growth
in the new era, new catalysts for economic growth need to be
identified - and already have been - through reforming the
state-led development model. This includes implementation of
reforms to financial services, industrial policy, SOEs, and market
access.
The government is currently not only setting and enforcing the
rules of the game, but also carrying out commercial activities
through SOEs and directing the flow of investment through
control over the financial system and industrial policies.
While this model enabled incredible growth through massive
fixed-asset investments and export-oriented practices, it
has generated a reliance on capital injections and is causing
resources to flow to inefficient areas of the economy. This has
led to market-distortions, mispriced capital and overcapacities,
stifled consumer demand and innovation, local and corporate
debt, and other undesirable results.

“Until China creates the sort of market access
to its markets that it receives elsewhere in the
world - and particularly in OECD countries it will not be seen by other countries as an
equal and fair player”

governments. However, due to the government’s goals
to become a global leader in various strategic sectors,
to develop ‘national champions’ and, in some sectors,
to reach target market shares for its domestic industry,
China’s industrial policies often function in practice as
protectionist measures and serve to favour SOEs.

Financial reform
China’s financial system, and the privileged relationship
between the State-owned banks, SOEs and local
governments that it serves, means that household savings
are used to subsidise lending, much of which is directed
at marginal investment projects to prop up unproductive
SOEs and to finance inefficient local government projects.
This results in risk being built up in bank, corporate and
local government leverage. Financial reform should give
banks the freedom and incentives to fulfil their intended
role in evaluating returns on investment and directing
capital to productive areas of the economy, free from
political interference from local governments and SOEs.

These policies include various and vast forms of subsidies
in particular to domestic heavy industries and the
manufacturing sector, which have resulted in a large
number of companies becoming reliant upon government
support. Local government implementation of industrial
policies usually serve to support SOE ‘local champions’
as well as companies that are major local employers in
pillar industries. Local governments have provided direct
and indirect subsidies, as well as favourable treatment to
local companies in a number of sectors into which the
Chinese government has encouraged significant financial
investment. This is a major cause for market inefficiencies
and overcapacity in many of these sectors.

The use of market price signals - in particular in more flexible
interest rates - would also serve to reduce the current high
levels of credit growth and incentivise economic efficiency
by requiring borrowers and banks to reassess marginal
investment projects. This would also create a more level
playing field for credit allocation to private industry and
end financial repression of household savings, potentially
leading to a more equitable distribution of wealth and
increased domestic consumption spending.

SOE reform
SOEs can play an important role by providing public goods
and services at affordable prices in sectors where demand
is not sufficient to generate an efficient or effective
market-based response from the private sector. SOEs can
also play a role in sectors of special strategic interest to
the government, though should not be protected from
competition or enjoy special privileges to the detriment
of the private sector, or at a significant cost to Chinese
taxpayers.

Industrial policy reform
The government uses a plethora of interventionist
measures to attempt to develop domestic industries.
Such industrial policies are practical tools used by most
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However, the reality in China is that SOEs’ privileged
position has inevitably led to preferential treatment and
subsidies, and a vast amount of the state-led investment
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on which the economy has come to rely is directed through
SOEs.

implications and can negatively affect the perception of its
domestic companies abroad.

This system has also created inefficiencies as it provides
a mechanism to provide inefficient cycles of economic
support from household savings in the banking sector to
value-destroying companies, overcapacity sectors, and
to support the often narrow aims of local governments,
meaning that poorer services and higher costs are
frequently transmitted to the Chinese end-user.

Until China creates the sort of market access to its markets
that it receives elsewhere in the world - and particularly in
OECD countries - it will not be seen by other countries as
an equal and fair player. Protectionist domestic policies
could therefore generate additional obstacles to the
internationalisation of Chinese companies due to the trade
tensions they generate with China’s major trading partners
and the growing calls for reciprocal treatment against
Chinese companies abroad.

SOE reform and orderly privatisation has the potential
to unleash a wealth of innovative potential and
efficiency in key sectors currently dominated by SOEs
that constitute the foundation of China’s economy,
including telecommunications, energy, financial services,
transportation, logistics and construction. Allowing equal
competition and greater opportunities for all could bring
considerable societal dividends and economic growth
through boosted productivity, more efficient allocation and
utilisation of capital, increased tax revenues, strengthened
regulatory capabilities and decreased corruption.
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China’s degree of openness to foreign business will
therefore increasingly have implications for the interests of
Chinese business on a global stage, especially as Chinese
firms are stepping up their overseas investments, in
particular in OECD countries. Reforms for open markets
should be viewed as a two-way street.
The potential benefits of an opening of markets, in which all
companies – public and private, domestic and foreign – can
compete fairly, would bring about increased competition
and would lead to increased efficiencies, innovation and
greater economic development, ultimately to the benefit
of consumers in China and the rest of the world.

China’s sustainable economic development and economic
rebalancing relies upon private enterprises being able to
fully develop alongside SOEs in an environment of fair
competition. As the SOE reform process develops, the
result would be greater opportunity for the private sector.
Indeed, a number of government ministries have issued
guidelines over the last couple of years to permit private
investment into a number of heavily state-controlled
and monopolised sectors, including telecoms, financial
services and health care.

The voice of the private sector
Recognising that China’s success in the 21st Century will depend
to a large extent on enabling the market to play a bigger a role,
it is essential that the needs and views of the private sector can
be heard through effective mechanisms for consultation and
dialogue.

Market access reform: a two-way street
It is concerning that most government pronouncements to
encourage ‘private capital’ only include Chinese capital and
not foreign investment. As the country’s growth rate slows
during its economic restructuring, Chinese companies will
increasingly need to go global to ensure sustained growth.
China’s domestic policies have important international

At the international level, the BIAC China Task Force supports
China-OECD co-operation by providing OECD business
expertise and advice. The OECD, equipped with its extensive
knowledge on structural reforms and good policy practices,
is uniquely well-placed to work with China and the business
community to ensure strong and sustainable growth going
forward. ■
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