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Good Medicine Tastes Bitter: The Imbalanced Economic Growth in China 
 

Few countries’ economic systems have attracted so much global attention as 

China’s has. Since 1978, the rapid economic growth in China has continued the rapid 

economic growth among East Asian economies in the 1970s. The growth, on the one 

hand, has supported the global revival after the global financial crisis in 2008 and, on 

the other hand, the growth has been criticized for the high share of investment and the 

small share of consumption in the total Gross Domestic Product (GDP). Thus, while 

some people believe that China’s model of growth is healthy and can be applied to 

other countries, others believe that the growth model is unsustainable. To further 

understand the difference among views towards China’s economic growth, we need to 

first understand the model of the economic growth in China. Then we can better 

understand where this imbalance came from and how it can affect both the domestic 

growth in China and the international economy. I argue that the imbalance growth is 

the natural product of the economic growth; however, the imbalance has been 

amplified by policies failure. 

China’s imbalance in growth can be divided into two parts. First, the rapid growth 

is mostly driven by national and foreign investment. The unconventional high share of 

investment led to the relative low share of consumption in GDP. Second, the 

concentration of resources in coastal cities led to the difference among provinces in 

urbanization level, income level, and social unrest. Both can be traced back to the 

origin of economic development. 



According to Fred Bergsten, an American economist, this imbalance can generate 

problems which have undermined and will harm sustainable growth in the future. 

First, the investment-driven growth model will lead to less efficient use of 

resources. According to Bergsten, the acceleration of investment growth has led to 

less efficient use of resources in the first few decades of reform. The multifactor 

productivity growth (MFP) is a critical contributor to economic expansion. In China, 

the MFP has dropped from 4 percent per annum in the first 15 years of reform to 3 

percent since 1993. Thus, as the investment share of GDP rose, the contribution of 

productivity improvement to GDP growth fell.1  

Second, the investment-driven growth model has led to the relatively small share 

of household consumption in the total GDP. If the share of household consumption in 

GDP in 2005 was equal to the number in 1990, the absolute value of consumption 

would be even higher. Though the per capita GDP of China was 2.5 times that of 

India, per capita consumption in China only exceeded that of India by two-thirds. 

Bergsten further argued that the problem resulted from deliberate suppression of 

labor.2 

To further understand the causes and the potential solutions to the imbalance, we 

need to explore how the origin of the growth model gradually led to the imbalance.  

Since the establishment of the People’s Republic of China in 1949, the Chinese 

government has been pursuing a development model that originated from the former 
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Soviet Union. Concerned with possible foreign involvement in domestic affairs, Mao 

decided to emphasize developing heavy industry to support the economic growth. 

Since heavy industry did not generate many job opportunities, a household 

registration policy was set up and people were only able to receive social services 

including support for education and welfare in their original hometowns. To facilitate 

growth, the government also controlled the price system.3 

Also, to support the domestic heavy industry, the government set agricultural 

products at very low price, but it still expected there to be enough products to feed the 

people. Cooperatives, and later communes (cooperatives of bigger size), were 

established to have people work together and generate high productivity. These were 

collective institutes where farmers worked during the day and the outputs were 

equally shared by everyone. Other than that, people could choose to work freely but 

they could only sell the products to the government at a very low price through 

procurement. At first, the cooperatives actually worked because people were allowed 

to freely join and quit the institutes. This rule ensured that people could leave once 

they felt that they were not earning much in the institutions. However, later seeing the 

positive outcome from setting cooperatives, the government decided to expand them 

into communes and changed the rule so that people were unable to quit the communes. 

People realized that no matter how hard they worked, everyone ended up with the 

same equal outcome distributed by the communes.4 This led to very low monetary 

reward and incentive towards the farmers, which comprised the majority of the 
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population.  

Though having provided China with a self-sufficient industrial base, the industrial 

policy from 1949 to 1979 led to low productivity, low per capita income, and low 

government revenue. These circumstances led to low satisfaction with the government, 

and reform was considered urgent. 

Starting in 1978, to maintain political stability and economic security, the 

government initiated reform under Deng Xiaoping by not only loosening control over 

the economic and social activities, but also gradually establishing institutions to 

facilitate these activities and connect them with the world market.  

On one hand, people were now able to work with incentives and rewards and 

could choose where to go to work.  

At first, cooperatives and communes were weakened, and people could work on 

their own land with contracts with the government. The government also reduced the 

amount of procurement and raised the procurement price. Consequently, for those 

who would like to stay on their farms and work as farmers, they could sell part of 

products to the government at a higher price and sell the rest of it to the market at the 

market price. Second, the household registration system was loosened, and laborers 

could migrate to other places for job opportunities. For those who would like to join 

the factories or enterprises, they could work in another place, preferably in a coastal 

area. Though still lacking the access to some social services due to the existence of 

the household registration system, migrant workers could choose to work in places 

where they could receive the highest income.  



The first measure partly solved the problem with peasants and agricultural 

production. However, as the technology evolves, the unit price of agricultural product 

decreases as the productivity grows. Since the peasant population grows with the 

growing total population, farmers can hardly have more income unless fewer people 

are working in the agricultural sector. That’s why what truly changed the peasants’ 

life and pushed the economic growth was the government’s decision to loosen the 

household registration. 

First, theoretically, loosening population control can facilitate labor concentration, 

which can produce positive effects on the long-term economic growth. According to 

Arthur Lewis’ model of economic development with unlimited supplied of labor, the 

transfer of “surplus” labor from rural activities to urban industries can lead to higher 

productivity, increased investment, and sustained rapid growth. In China’s case, when 

there was less control on mobility, some previous peasants as labor surplus could go 

to urban industries which usually have higher payment. Consequently, the increasing 

mobility becomes an invisible hand that will attract investment, promote productivity, 

and finally lead to rapid growth. Similarly, Paul Krugman proposed the principles of 

the “new economic geography”. He suggests that the concentration of labor and 

economic activity in urban area and regions could generate “agglomeration economies” 

or the additional productivity gains that come from specialization and economies of 

scale which then lead to rapid trade expansion.5 Traditionally, China has commercial 

ports along coastlines in the South and East China. People now prefer to move to 
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those well-established areas to seek higher income. Social-economically, these 

individual behaviors will expand the scale of economies and trade. Later, the actual 

development coincides with these theories. 

Second, the urbanization through concentration of labor and capital in coastal 

area has caused the small share of consumption in the total GDP. Through the 

concentration on labor, many previous farmers now come to the city for jobs. An 

illustration of a common individual case can be used to demonstrate the change in 

personal consumption. When a farmer used to work in his land, he could earn 10000 

US dollar (USD) a year. He only needed 1000 USD to maintain his land and he could 

use the rest of the money for personal consumption, with 7000 USD going to 

consumption and 2000 USD going to saving. When the reform initiates, he can now 

go to factories in coastal cities including Shanghai and Shenzhen. Assume now he has 

a job in Foxconn, a company which manufactures iPhone products. Currently he can 

produce outputs worth 60000 USD. Since much profit goes to the factories and other 

companies, he can only get 30000 USD as personal income, with 15000 USD going to 

consumption and 15000 USD going to savings. We can treat his consumption part as 

part of the household consumption and his working outputs as part of total GDP. Now 

his personal consumption has increased from 7000 USD to 15000 USD a year. 

However, if we calculate the ratio between household consumption and GDP, the 

value drops from 7000 / 10000 = 0.7 to 15000 / 60000 = 0.25. According to Yukon 

Huang, this process has repeated itself millions of times in China after 1978.6 This 
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explains the increase in per capita consumption and the decline in consumption in 

share of GDP. 

 

 
Figure 1: China’s Consumption Paradox. Source: World Bank World Development Indicators; calculated by 

Yukon Huang. 

 

How does labor migration influence national accountes? 

Farmer Factory Worker 

Value of wheat & rice = 10,000 USD Value added of iPhone = 60,000 

Income = 9,000 Wage = 30,000 

7,000 consumed, 2,000 saved 15,000 consumed, 15,000 saved 

Labor share of output goes from 90 % to 50 % 

Consumption share of GDP goes from 70 % to 25 % 

Figure 2: Migration and GDP implications. Source: Yukon Huang. 

Third, in comparison with other economies in the period of transition, in China, 

consumption fell more dramatically than that in other East Asian economies including 

Japan and the South Korea. A more comprehensive understanding of the household 



registration system can explain it. Since the ancient period, China has had a household 

registration system. The current registration system started in 1958, during the period 

of heavy government intervention on the economy. During that period, the Chinese 

government focused on development of heavy industry to get rid of possible foreign 

intervention. However, heavy industry, mostly in the urban areas, does not generate a 

lot of job opportunities. Thus, to maintain social stability, the government decided to 

divide the total population into rural population and urban population and people were 

only allowed to stay and work in their birthplaces with the only exception of 

government orders. This policy limited social mobility and prevented labor 

concentration. This policy was loosened during the reform, when people could find a 

job in other towns and cities. But there are still limits to those who are not working in 

their birth place. For example, they can’t enjoy the same health insurance as the locals 

do. Their children can only go to certain schools in the city. In order to enjoy the 

similar public service, they have to spend more money. What’s more, in comparison 

with other economies within the Organization for Economic Cooperation and 

Development (OECD), China has spent less budget on the public service, thus it is 

unable to guarantee public service for all. These facts may explain why the personal 

consumption as a share of GDP is lower. 



 
Figure 3: Trends in Consumption Shares. Source: World Bank World Development Indicators; National Statistics, 

Taiwan. 

By understanding the growth model and the use of economic tools, we can 

understand why Bergsten’s critique does not explain the whole story.  

First, the national and foreign investments have facilitated urbanization and 

helped to promote growth. Though we have seen MFP dropping since 1993, we need 

to examine if the increase in investment directly led to this decline. The incremental 

capital-output ratio (ICOR) is the ratio of investment to growth which is equal to the 

reciprocal of the marginal product of capital. The higher the ICOR, the lower the 

productivity of capital or the marginal efficiency of capital.7 A closer look at the 

historical level of a variety of countries can help us understand the effect of 

investment in China.  

 

Figure 4: Investment Returns Comparison. Source: World Bank World Development Indicators. 
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From the graph, we are seeing the ICOR of China has changed from 4, which was 

the lowest from 1995-2008, to 5, which went higher from 2008-2014. This suggests 

that about 4 additional units of investment can contribute to 1 additional unit of GDP 

from 1995 to 2005. This further implies that the use of investment in China before 

2008 has been relatively efficient. However, after 2008, more than 5 additional units 

of investment can contribute to 1 additional unit of GDP. This implies that the 

efficiency of investment after 2008 has been decreasing.  

 

Figure 5: Investment Returns Trends. Source: World Bank World Development Indicators. 

Another graph on the change of ICOR in China can further help us to understand 

the momentum behind the change. Before 2008, the graph appears to be downward 

slopping. This implies an increasingly efficient use of investment. However, after 

2008, the graph appears to be upward slopping. This implies a less efficient use of 

investment.  

A possible momentum behind this change is probably related to the global 

financial crisis. During the Global Financial Crisis (GFC), the world economy 

suffered greatly and required a force to boost the revival. Many countries looked to 

China, which has suffered relatively less due to its independence on the global 

economic stage. After the GFC, the Chinese government proposed a controversial 



economic stimulus package which worth 4 trillion RMB (China’s currency). This 

package, on the one hand, helped to construct the infrastructure in China and 

facilitated the revival of the world economy. On the other hand, due to the imperfect 

budget system in China, many local administrations went to banks for that money. 

This sudden and heavy amount of money led to low investment returns, and the 

state-owned enterprises have the most non-preforming loans. Thus, on the one hand, 

national and foreign investments have facilitated the dramatic growth. On the other 

hand, the recent rapid changing global environment makes the inadequate economic 

system in China unable to fully absorb pressure from outside. 

The low consumption share of GDP in China has been repeatedly mentioned. I 

want to argue that it worth more to think about if it is a temporary byproduct or an 

inherited outcome.  

 
Figure 6: Regional Disposable Income Shares. Source: National Bureau of Statistics of China; Li Taocai and Chen 

Shi, Tsinghua University Center for China in the World Economy. 

First, from a provincial perspective, the low consumption is not a direct result of 

repressed interest rate or an undervalued exchanged rate. According to the graph, 

there is significant difference on disposable income share among areas with different 

development level. In the most-developed East China, the income share drops 



relatively slower. In the least-developed West China, the income share drops 

relatively faster. If we expect the repressed interest rate or an undervalued exchanged 

rate to be the cause, we shall see the pattern across to be the same. In contrast, the 

urbanization and the migrant workers have led to the difference in pattern.8  

Second, according to Arthur Lewis’ model, after the initial drop in consumption 

share, the whole economy will come to a process of rebalancing. During the later 

process of urbanization, the pace of rural to urban migration will slow down and the 

urban workers will get a larger share of the value of industrial production. The labor 

will become scarce and wages will be bid up. At this level, most urban workers will 

move from manufacturing job to jobs in service. The point of rebalance is called the 

Lewis turning point. According to historical experience with other East Asian 

economies, economies will come to this turning point when the urbanization rate is 

between 70% and 75%. Currently, the number for China is 56%. This suggests China 

needs around 10 years to come to the rebalancing point. Recently we are seeing the 

share of consumption has been slightly increasing. In 10 years, the rate of increase 

will be more rapid. 

Thus, with evidence from provincial perspective and the support of theory, we 

found that the current low share of consumption in GDP is more likely to be the 

byproduct in the middle of the development. 

In conclusion, the imbalance in economic growth in China, with the high share of 

investment and low share of consumption, is the byproduct of the development. 
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However, to facilitate its fast urbanization which will lead to sustainable growth, the 

Chinese government needs to reconsider the household registration system and the 

fiscal policy on government expenditure. Adjusting the household registration system 

can better facilitate the urbanization process. On fiscal policy, the government can 

spend more (or even run deficit) on social service to boost household consumption 

given the current low spending. Furthermore, the government needs to promote the 

financial institutions to make the investment more efficient. 
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