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DATE: January '.- 10, 19-94 

TO: DISTRI.BtitlON,•:· 

FROM: Zafer <Ecevit:l · Acting Director, EA2 ;!. "J-] · ~ ' 

EXTENSION: 84072 

SUBJECT: CHINA CS,P -. Minutes of the President's Review Meeting 
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1. A:ttAch~d -please find the minutes of the President's Review Meeting, 
chaind by: Mr\ ' S·andstrom on December 3, 1993. 
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DISTR!BUTION: 

Messrs.JMmes. · .. Preston, E. Stern, Sandstrom, Kalantzopoulos (EXC); Shihata 
(LEGVPH Linn {FPRVP); Eccles (CTRVP); Jaycox (AFRVP); Kaji (EAPVP); Wood 
(SASV.P}; Thaltiitz (ECAVP); Husain (LACVP); Koch-Weser (MNAVP); Bruno (DECVP); 
Kashi"'\Jaya (-CFSVP); Rajagopalan (OSPVP); Messenger (PAAVP); Ryrie (CEX); Iida 
(MIGEX); R~y (D~G), Th~hane (SECGE); Rischard (FPDVP); Serageldin (ESDUP) 

EA2 Ma~agement Team: 

Messrs. /Mmes. Kimura, Cardoso (EA2DR); Goldberg (EA2AG); Newfarmer (EA2IE); 
Stott (EA2TP); Bhargava (EA2HR); Sierra (EA2EU); Bottelier (EA2CH) 

SJ.Burki::. eca 



CHINA COUNTRY STRATEGY NOTE: 
Minutes of Meeting, December 3, 1993 

China country strategy note was discussed in a meeting chaired by Mr. 
Sven Sandstrom. The meeting was held on December 3, 1993 and was attended by 
Messrs Kaji, Burki and Bottelier. 

The meeting opened with three statements by the region . Mr. Kaji said 
that China had been successful in pursuing the gradualist approach to reform. 
The country had covered some significant distance in moving toward market, 
including the reform of the state owned enterprises. In view of the 
experience of East Europe and countries of the former Soviet Union, Mr. Kaji 
thought that the Chinese paradigm was the only one that had established a 
record of success. 

Mr. Kaji reminded the meeting that the question of World Bank lending to 
state owned enterprises was discussed at length in June 1992, at a meeting 
chaired by Mr. Preston to discuss the Country Strategy Paper . The 1992 CSP 
discussion had led to the preparation of a strategy paper on World Bank 
lending for enterprise reform. The region's approach was approved by the 
President. 

The region was now proposing to adopt a somewhat different approach 
toward SOE lending. The focus will be on creating a supporting environment 
within which enterprises could be restructured and reformed. 

Mr. Bottelier spoke about the problem created by the rapid urbanization 
of China's cities, particularly those along the coast. The rapid development 
of the industrial sector, increased government support of the service sector, 
and the easing of controls on rural-urban immigration had brought about an 
explosive growth of cities. Mr . Bottelier thought that China's rapid 
urbanization offered an opportunity for the Bank to undertake both analytical 
and lending work. 

Mr. Burki provided an update on the economic situation in China 
indicating that the 16 point program of stabilization and structural reform 
adopted by the authorities in July had checked the rate of increase in 
inflation and reduced the rate of growth in investment. He also summarized 
that main features of the comprehensive economic reform program adopted by the 
Communist Party in a meeting held in mid-November. The program aimed at 
bringing about a profound structural change in the Chinese economy by 
addressing the problems posed by non-performing state owned enterprises, a 
financial sector that had not developed to keep pace with the real sectors of 
economy, a fiscal system that had resulted in reducing the share of central 
government in public revenue, and a monetary system over which the central 
bank had only a weak control. While the program was comprehensive in scope it 
was by no means clear that political will had developed for implementing it 
fully. It was probably to win political support for the program that Beijing 
had allowed some relaxation in monetary controls. That was a worrying 
development, one toward which Mr. Kaji had drawn the attention of a number of 
senior leaders during his recent visit to China. 

A number of comments were made on both the CSN and the evolving economic 
situation in China. A speaker indicated that while it was not difficult to be 



impressed with China's economic performance in recent years, the region should 
develop a "low case" based on its assessment of downside risks. A number of 
speakers wondered whether it was an appropriate strategy for the region to 
commit a sizeable proportion of Bank's lending to assisting state-owned 
enterprises. One speaker, taking a different view was of this opinion that 
the Bank cannot afford to ignore the state sector but should be closely 
involved in clearing an enabling environment for the reform of SOEs. The 
objective of these reforms should be to commercialize these enterprises, to 
eliminate efficiency loss caused by them. Another speaker emphasized the need 
for developing the legal structure in China without which it would not be 
possible to successfully move toward market. 

There was a brief discussion of the size of the lending program proposed 
by the region. It was indicated that on the basis of current projections of 
overall IBRD lending envisaged over the next decade or so, the region's 
program for China would exceed exposure limits in the first dace of the 21st 
century. The chairman indicated that, in the medium term, more attention 
should be given to ensuring that exposure limits not be exceeded. It was 
agreed that this can be handled in a low key and pragmatic manner over time. 
This would also help ensure that "headroom" is preserved to assist China if 
other sources of finance fall away . It was also noted that the scaling down 
of IDA lending planned by the region was appropriate. 

In summary, the meeting concluded that: 

• while the region's analysis of the Chinese economic situation was 
appropriate, the CSP, to be prepared in 1994, should examine down­
side risks and factor them in lending program projections; 

• the lending program proposed by the region, including the 
allocation for IBRD and IDA was appropriate; and 

• it was correct for the region to shift emphasis from direct 
lending to SOEs to the creation of an enabling environment for the 
reform and restructuring of state enterprises. 

'c :\wpSl\Burki\China.CSP 
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As we discussed, the overall strategy set out in the CSN is appropriate. Close 
attention will be paid to the implementation of our assistance strategy for reform of state­
owned enterprises, which was prepared earlier this year, to ensure that our assistance does 
not unintentionally perpetuate or introduce distortions that work against the private sector. 

The proposed FY94-96 lending program, including the phase-down of IDA, is 
endorsed. Beyond this period, attention must be given to the program to ensure that 
exposure limits not are exceeded around the tum of the century. 

As we also discussed, there are certainly grounds for optimism with regard to 
China's economic performance. However, macro-economic developments must be followed 
closely and we should continue to provide intensive analytical support to Chinese officials in 
their efforts to avoid a "hard landing". 

cc: Messrs. Preston, Karaosmanoglu, Stem, Bruno, Choksi, Husain, Jaycox, 
Kashiwaya, Koch-Weser, Linn, Rischard, Serageldin, Shiliata, 
Thalwitz, Wood, Ryrie, Iida, McHugh, Burki, 

Mmes. Fox, Kalantzopoulos 
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DATE: December 6, 1993 08:46am 

TO: See Distribution Below 

FROM: Mark Baird, DECVP ( MARK BAIRD) 

EXT.: 31666 

SUBJECT: China CSP Updating Memorandum 

TO: 
TO: 
TO: 
TO: 
CC: 
CC: 

The review of the China CSP Updating Memorandum, chaired 
by Sven Sandstrom, was held on Friday. The discussion 
focussed on the following issues: 

- Enterprise reform. The Region reported that there 
had been progress on the legal basis for 
privatization and bankruptcy. The Government was 
considering liquidating some public enterprises. 

- Macro policy. The Region took the view that 
inflation was under control and the prospects were 
good for a soft landing. 

Downside scenario. The Region noted that a downside 
scenario had been presented in last year's CSP and 
this would be done again next year. The base case 
was described as "guarded optimism". The major 
downside risks were political, including the risks to 
national unity. 

- Bank lending. The Region confirmed that they would 
not lend for projects (eg in the infrastructure 
sector) when private financing was available. 

DISTRIBUTION: 
F. Desmond McCarthy 
I.J. Singh 
Klaus Schmidt-Hebbel 
Shahid Yusuf 
Michael Bruno 
Phi Anh Plesch 

F. DESMOND MCCARTHY) 
I.J. SINGH) 
KLAUS SCHMIDT-HEBBEL 
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THE WORLD BANK/IFC/MIGA 

OFFICE MEMORANDUM 

DA TE: December 3, 1993 

TO: Mr. Ernest Stern 

FROM: Michael Bruno ~ 

EXTENSION: 33774 

SUBJECT: China: ECO for Yangzhou Thermal Project 

We have no objection to the proposed ECO guarantee, to facilitate commercial financing 
of the Yangzhou Thermal Power Project. 

We have not seen any documents on the proposed Bank loan of $350 million. At today's 
meeting on the China CSP, the Region indicated that it did not intend to lend for projects where 
private financing was available. Why is that not the case for this project? 

cc: Messrs. Sandstrom 
Baird 
McCarthy 
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MONTHLY INFLATION RATES 
3-MONTH CENTERED MOVING AVERAGES 
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1991 1993 
1992 

D SEASONALLY ADJUSTED + NOT ADJUSTED 

Urban Cost 
GDP Growth Industrial Output of Living 

First quarter 14 . 0% May 27 . 3% 19.5% 

Second quar t er 14 . 2% June 30.2% 21 . 6% 

Third quarter 13.3% July 25.1% 2 3.3% 

Fourth quarter 12 . 0% August 23.4% 22.2% 

1994 13 . 2% Septe mber 19.1% 20 . 7% 

October 16 . 3% 
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O riice o f the President 

To: Distribution 

THE WORLD BANK 
Washington, D.C. 20433 

U.S.A. 

December 2 , 1993 

Attached for your information are the Issues for 
Discussion of the China Country Strategy Paper. The review 
meeting will be held on Wednesday, December 3 at 2:30 p.m. 
in the Conference Room in E-1227. 
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CHINA -- COUNTRY STRATEGY PAPER 

President's Review Meeting Agenda 

Friday, December 3, at 2:30 p.m. 

The Macroeconomic Framework 

1. Reforms underway in the monetary and fiscal areas have 
brought about some improvement in macroeconomic demand 
management. However, fiscal accounts remain weak, and the quasi­
fiscal deficit persists, as macroeconomic management continues to 
rely on administrative measures rather than indirect instruments 
and austerity measures are frustrated by opposition from the 
public enterprise sector. 

Is the pace of reform appropriate to avoid macro 
instability and a hard landing in the near term? What 
are the principal macroeconomic risks at this stage? 

Can the proposed reform of center-local fiscal 
relations, which are the core of long term fiscal 
reform, be carried through? 

The structural Reforms 

2. Examples from around the world demonstrate that ownership 
does matter. Yet, the China strategy implies that public 
enterprise reform could be achieved through corporatization and 
marketization. 

Will corporatization measures, without fundamental 
change in ownership, be sufficient to achieve financial 
discipline and increase efficiency in the public 
enterprise sector? 

How will the slow progress in privatization affect the 
viability of China's long term macroeconomic 
performance and structural reforms? 

3. Labor reform is a crucial corollary of public enterprise 
reform. 

What are the principles guiding fixed-term labor 
contracts for enterprise workers? 

What practical progress is being made in housing and 
pension reform and how does this affect the pace of 
enterprise reform? 

4. Trade and exchange reform are parts of the reform agenda. 

What is the status of the dialogue in trade reform and 
exchange parity unification? 



The Composition of Bank Lending 

5. China has received good commercial risk ratings and as a 
result has become a major recipient of private capital inflows in 
the past few years. 

How can the Bank complement and support rather than 
crowd out private investment in infrastructure, oil 
etc. where the Bank is expected to be an active lender? 

Would it be more appropriate to limit Bank investment 
lending to projects with long gestation periods that 
may not easily attract funds from other sources, and/or 
in areas of regulatory policy reform? 

6 . The CSP advocates a continued strategy of minimizing the 
role of public enterprises. Yet, Bank lending data seem broadly 
inconsistent with the stated strategy, with the Bank in part 
financing the government's expansion of public enterprises while 
an adjacent private sector develops on its own, largely without 
Bank support. 

Is this a correct interpretation of the data? Is the 
Bank's program consistent with the stated strategy of 
containing the public enterprise sector? 

7. China currently has a very low rate of private automobile 
ownership. Nonetheless, congestion is high in the cities and 
major arterial highways. 

How should the Bank advise the government in dealing 
with the difficult choice on whether to promote or 
consurain the potentially rapid growth in private 
automobile ownership? 

Access to IDA and IBRD Exposure 

8. The IDA lending volume for 
current LAR at 780 million SOR. 
private capital has continued to 
important role in human resource 
poorest regions and localities. 

FY95-96 is proposed under the 
Even though China's inflows of 
swell, IDA financing plays an 
and rural development in China's 

Is the proposed phase-out of IDA lending appropriate? 

9. While China's IBRD exposure will not be significantly 
affected by the decision on IDA, the lending program outlined by 
the CSP implies that IBRD's exposure to China would rise from 4% 
in 1993 to about 10% in the year 2000, and would continue to 
increase after the year 2000. 

Is this an appropriate lending strategy? 



A L L - I N - 1 N O T E 

DATE: 01-Dec-1993 10:26am 

TO: Orsalia Kalantzopoulos 

FROM: F. Desmond McCarthy, DECVP 

EXT.: 31362 

SUBJECT: China - CSP Updating Memorandum 

( ORSALIA KALANTZOPOULOS) 

( F. DESMOND MCCARTHY) 

1. The Country Strategy Updating memorandum for China raises a 
number of issues that might be usefully discussed at the 
President's Review. Following discussion with Michael Bruno, our 
revised suggestions for the agenda. 

SOE Reform 

2. We feel that we would like an update by the Region on 
progress with the SOEs. In view of the discussion at the 
President's Review of the CSP last year (June 12, 1992) to what 
extent has the Region been instrumental in contributing to SOE 
reform through its operations and what progress can be reported. 

Macro Situation 

3. Presently there is some concern about the overall approach 
to transition adopted by the Chinese. There are a number of 
reforms underway in the monetary and fiscal areas as well as in 
the SOEs. However, fiscal accounts remain weak in part because 
of the inelasticity of the tax base, in part because of 
continuing outlays on SOE deficits. In addition to the SOE 
deficit financed through budget allocation there is also the 
invisible (quasi-fiscal) deficit which is financed from Central 
Bank operations. Inflation is now expected to reach 15% this 
year and the authorities must still largely depend on 
administrative measures while the SOEs continue to absorb more 
than their proportionate share of investment funds. 

4. Is the pace of reform fast enough to avoid macro 
instability, and especially the prospect of a hard landing in the 
near term, and indeed is the overall approach in fact 
sustainable? What are the main risks the Region envisages at 
this stage? 

Bank Lending 

5. Presently China is the main borrower from the Bank. On 
what basis is it reasonable to continue lending to a relatively 
successful country at such a level, especially the IDA component? 
While it is always preferable to see funds being used in a 
generally effective way would it be more appropriate to channel 
our lending to: (a) projects with long gestation periods that 



CC: 
CC: 
cc: 
CC: 
CC: 

may not easily attract funds from other sources--education, 
health; (b) areas where we can be reasonably effective in 
improving the policy climate--possibly infrastructure pricing. 
Is it perhaps less appropriate to lend in such areas as 
telecommunications, energy and oil sectors? 

ESW 

6. Would it be possible to have ESW better integrated with the 
lending program and more forward-looking? In particular could it 
try to analyze areas for prospective operations? Work is needed 
to help suggest what type of reforms for the SOEs, for instance 
may be best in the Chinese context. Similarly the civil service 
reforms that were tried in Africa are unlikely to be any more 
successful in China. 

7. Would it also be desirable to have some work done on the 
regional/global implications of further Chinese economic 
expansion? The effect of Hong Kong integration, expansion of 
Pacific trade ties, the role of some of the FSU states bordering 
China (especially in the energy sector), and the implications of 
Chinese membership in GATT. 

Michael Bruno ( MICHAEL BRUNO) 
Mark Baird ( MARK BAIRD ) 
Shahid Yusuf ( SHAHID YUSUF) 
I.J. Singh ( I.J. SINGH) 
Klaus Schmidt-Hebbel ( KLAUS SCHMIDT-HEBBEL ) 
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CHINA - CSP Updating Memorandum 

1. The President's review of the China CSP is scheduled for Friday, 
December 3, at 2:30 pm in E-1227. This briefing discusses the current situation in 
China, the last CSP done in April 1992, and the proposed CSP Updating 
Memorandum. 

2. Further details are provided in: (a) Shahid Yusuf's November 23 memo 
to Mark Baird; (b) Klaus Schmidt-Hebbel's memo to Lyn Squire of November 12; 
and (c) I.J. Singh's memo of November 22 to F. Desmond McCarthy. Selected 
tables from Shahid Yusuf's back-to-office report of November 19, 1993 are attached. 

Current Situation 

3. GNP. GNP grew by 13% in 1992 and even though it seemed to 
accelerate further in early 1993 it is now projected to result in around 13 % for 1993 
due to a modest slowdown in recent months. For 1994 a growth rate of 10% is 
projected. This growth is driven by strong investment demand especially by State­
Owned Enterprises (SOEs) but more recently by consumption. Around half of 
investment is going to real estate. 

4. Public Finance. Public finances in 1993 on the revenue side continue to 
have to deal with a relatively inelastic tax base while on the expenditure side the 
authorities face overruns in administrative spending and large losses of SOEs. The 
16-point program calls for cuts in administrative spending, strengthening tax 
administration, reducing wage bonuses of SOEs and review of capital expenditure. 

5. Monetary. This is an area of major concern. Inflation is showing signs 
of increasing to 15% in 1993. Here the authorities continue to be faced by structural 
weaknesses so that typically they have to resort to administrative measures. In the 
past this has resulted in a "bang-bang" form of control. Now the intention is to move 
to more indirect measures so that open market operations might be used to affect 
interest rates, for example. Presently both the IMF and the Bank are providing 
technical assistance in these areas. However this needs to be complemented by 
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market-based measures to control aggregate demand. On the institutional side this 
would be accompanied by a streamlining of the Central Bank (peoples Bank). Some 
recent measures to increase interest rates and stricter control of loans for more 
speculative purposes may preclude a hard landing. 

6. Exchange Rate. Presently there are two principal rates: (a) the 
administrative rate; and (b) the swap rate (there is also a blackmarket rate). The 
differential has decreased from 70% earlier in the year to around 50% at present due 
to a combination of administrative measures and official intervention. It is now 
expected that rates will be unified during the coming year. 

7. Investment/Savings/FD I. In recent years gross national savings rates 
have been over 35 % of GDP so that there has been little difficulty in financing gross 
domestic investment levels of a similar magnitude. While the high level of 
investment is commendable there are some concerns about its composition. Much of 
it is not driven by market forces and the SOEs in particular have been one of the 
fastest growing users of investment. In recent times real estate has accounted for 
about 50% of total investment but the authorities are presently adopting some 
measures to tighten lending in this area. China has been particularly successful in 
attracting FDI estimated at about US$13 billion for 1993. This is a significant share 
of total global flows to developing countries. It reflects confidence among 
international investors and is strengthened by traditional ties among Chinese 
communities in other countries. 

8. Current Account. Following surpluses from 1990 to 1992 the current 
account turned negative in 1993 (US$10 billion). It is also expected to continue to be 
negative in 1994. This is perhaps a little surprising as the external environment 
continues to be favorable. The trade account deteriorated as import demand remained 
strong while export growth slowed. The latter may be due in part to some diversion 
of goods to the booming domestic market. 

Previous CSP (1992) 

9. A principal concern was the reform effort and whether the proposed Bank 
lending would bring us to a ceiling on exposure but where only partial and ultimately 
unsustainable reforms were achieved. DEC, in particular, felt that there was a need 
for a clearer linkage between SOE reforms and the Bank lending program. The 
Region agreed to prepare an Enterprise Reform Strategy Paper. It was agreed that 
four areas of reform would be emphasized: (a) housing and social security; (b) 
financial sector; (c) SOEs; and (d) commodity pricing and marketing. 

Present CS Updating Memorandum 

10. The present CSN is a relatively short document that proposes to continue 
the strategy outlined in the previous CSP with Bank lending at essentially the 1992 
base case. While this may be appropriate in most instances there is a problem of 
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emphasis. More recently the question of overheating of the economy and the 
associated possibility of a hard/soft landing has come to the fore. This, in tum, has 
moved the issues of monetary policy to center stage. The question of reform and a 
foniori the pace of reform of the SOE's needs closer examination. How critical is the 
need to curtail losses or low productivity levels here. In view of the relative success 
of the Chinese authorities there is also the question of what the financing needs are 
and also how much and what form future bank lending should take. The 
concessionary component is particularly important. 

Macro Situation 

11. It would be useful to provide more detail here. In particular, is the 
gradualist approach still considered adequate, sustainable, or can some macro 
instability be expected? What are the risks envisaged and how might they be 
weighted? To what extent is it dependent on continuing supplies of labor from the 
agriculture sector? Will this supply continue? What are the concomitant needs, e.g. 
for education, health, social security? 

12. The SOEs are generally viewed as not too efficient. However there is no 
attempt to indicate just how much they affect the overall macro situation and whether 
the present pace of reform will be sufficient to contain any major repercussions. Is 
their privileged access to investment funds (which continues to grow above average 
investment growth levels) reaching critical proportions? What are the political 
implications of major change here? 

13. Monetary control had been primarily by administrative controls. There 
are ongoing efforts to move to market-based instruments, open-market operations. Is 
this being moved forward quickly enough? What are the critical factors at present 
that will determine the possibility of a hard/ soft landing? 

Bank Lending 

14. The document does not indicate what the total external financing needs 
are for China for the next few years. The debt-service ratio has been rising over the 
last few years but in 1993 is estimated at only 12 percent. While this ratio is low it 
may not be appropriate for the overall total to grow much higher than its present 
level of around US$73 billion. 

15. Loan commitments by the Bank in FY93 were US$3.17 billion making 
China our largest borrower. As it now approaches the portfolio limit of 10% a few 
questions arise. Should we continue lending at such a high level to a country that 
seemingly has adequate access to other sources of finance? If we do then should we 
offer so much concessionary funds (about US$1 billion) in 1993. 

16. One may argue that on the one hand China does seem to make very 
effective use of our lending and is indeed steadily addressing its poverty problem: 
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about 80 million people are estimated below the poverty level. On the other hand if 
China can fund its projects from other sources then why not use our funds in other 
needy countries. 

17. It would seem that we should continue funding in areas where it may not 
be easy for the authorities to obtain funds elsewhere: projects wit ong gestation 
periods, education, health. We might also ·nvest in areas where we see a need for 
policy reform and where our input may be able to impact the situation; pricing in 
various infrastructure ventures. There is probably a weaker case for investments in 
telecommunications, power and oil sectors. 

ESW and Projections 

18. The document could benefit from some projections indicating perhaps a 
base and high case scenario. This could be used to give some indication of the likely 
impact of reforms in the SO Es, fiscal and monetary. It would also be desirable to 
have some estimate of the likely impact of the unification of exchange rates expected 
next year. 

19. The overall ESW seems rather general and, at this stage, does not seem 
to be fully integrated with either the country or the Bank's needs. I feel the 
comments by Shahid Yusuf would be useful here (see para 4 of his memo). 
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SUBJECT: China - CSP Updating Memorandum 

( ORSALIA KALANTZOPOULOS) 

( F. DESMOND MCCARTHY) 

1. The Country Strategy Updating memorandum for China raises a 
number of issues that might be usefully discussed at the 
President's Review. Following discussion with Michael Bruno, our 
revised suggestions for the agenda. 

SOE Reform 

2. We feel that we would like an update by the Region on 
progress with the SOEs. In view of the discussion at the 
President's Review of the CSP last year (June 12, 1992) to what 
extent has the Region been instrumental in contributing to SOE 
reform through its operations and what progress can be reported. 

Macro Situation 

3. Presently there is some concern about the overall approach 
to transition adopted by the Chinese. There are a number of 
reforms underway in the monetary and fiscal areas as well as in 
the SOEs. However, fiscal accounts remain weak in part because 
of the inelasticity of the tax base, in part because of 
continuing outlays on SOE deficits. In addition to the SOE 
deficit financed through budget allocation there is also the 
invisible (quasi-fiscal) deficit which is financed from Central 
Bank operations. Inflation is now expected to reach 15% this 
year and the authorities must still largely depend on 
administrative measures while the SOEs continue to absorb more 
than their proportionate share of investment funds. 

4. Is the pace of reform fast enough to avoid macro 
instability, and especially the prospect of a hard landing in the 
near term, and indeed is the overall approach in fact 
sustainable? What are the main risks the Region envisages at 
this stage? 

Bank Lending 

5. Presently China is the main borrower from the Bank. On 
what basis is it reasonable to continue lending to a relatively 
successful country at such a level, especially the IDA component? 
While it is always preferable to see funds being used in a 
generally effective way would it be more appropriate to channel 
our lending to: (a) projects with long gestation periods that 
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may not easily attract funds from other sources--education, 
health; (b) areas where we can be reasonably effective in 
improving the policy climate--possibly infrastructure pricing. 
Is it perhaps less appropriate to lend in such areas as 
telecommunications, energy and oil sectors? 

ESW 

6. Would it be possible to have ESW better integrated with the 
lending program and more forward-looking? In particular could it 
try to analyze areas for prospective operations? Work is needed 
to help suggest what type of reforms for the SOEs, for instance 
may be best in the Chinese context. Similarly the civil service 
reforms that were tried in Africa are unlikely to be any more 
successful in China. 

7. Would it also be desirable to have some work done on the 
regional/global implications of further Chinese economic 
expansion? The effect of Hong Kong integration, expansion of 
Pacific trade ties, the role of some of the FSU states bordering 
China (especially in the energy sector), and the implications of 
Chinese membership in GATT. 

Michael Bruno ( MICHAEL BRUNO) 
Mark Baird ( MARK BAIRD ) 
Shahid Yusuf ( SHAHID YUSUF) 
I.J. Singh ( I.J. SINGH) 
Klaus Schmidt-Hebbel ( KLAUS SCHMIDT-HEBBEL ) 



THE WORLD BANK/IFC/MIGA 

)FFICE MEMORANDUM 

DATE: November 24, 1993 DRAFT 

To: Ms. Orsalia Kalantzopoulos 

FROM: F. Desmond McCarthy, DPG 

EXTENSION: 31362 

SUBJECT: CHINA - CSP Updating Memorandum 

1. The Country Strategy Updating memorandum for China raises a 
number of issues that might be usefully discussed at the President's Review. 

Macro Situation 

2. Presently there is some concern about the overall approach to transition 
adopted by the Chinese. There are a number of reforms under way in the monetary 
and fiscal areas as well as in the SOEs. However, there is some deterioration in fiscal 
accounts due to the relative inelasticity of the tax base on the revenue side and 
overexpansion on the expenditure side; inflation is now expected to reach 15 % this 
year and the authorities must still largely depend on administrative measures , the SOEs 
continue to absorb more than their proportionate share of investment funds. 

3. The question is whether the pace of reform is fast enough to avoid 
macro instability and especially the prospect of a hard landing in the near term and 
whether the overall approach is in fact sustainable. What are the main risks the 
Region envisages at this stage? 

Bank Lending 

4. Presently China is the main borrower from the Bank. On what basis is 
it reasonable to continue lending to a relatively successful country at such a level, 
especially the IDA component. While it is always preferable to see funds being used 
in a generally effective way would it be more appropriate to channel our lending to: 
(a) projects with long gestation periods that may not easily attract funds from other 
sources--education, health; (b) areas where we can be reasonably effective in 
improving the policy climate--possibly infrastructure pricing. Is it perhaps less 
appropriate to lend in such areas as telecommunications, energy and oil sectors. 
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ESW 

5. Would it be possible to have ESW better integrated with the lending 
program and more forward-looking? In particular could it try to analyze areas for 
prospective operations. Work is needed to help suggest what type of reforms for the 
SOEs for instance may be best in the Chinese context. Similarly the civil service 
reforms that were tried in Africa are unlikely to be any more successful in China. 

6. Would it also be desirable to have some work done on the 
regional/global implications of further Chinese economic expansion. The effect of 
Hong Kong integration, expansion of Pacific trade ties,the role of some of the FSU 
states bordering China (especially in the energy sector), and the implication of Chinese 
membership in GA TT. 
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FROM: Mark Baird, DPG ( MARK BAIRD) 

EXT.: 31666 

SUBJECT: China CSP 

Many thanks for your comments on the China CSP. We will 
send you the brief for Michael which is due out today. 
You are also invited to the briefing with Michael on 
Tuesday, November 30 at 5.00pm. I hope you will be able 
to attend. 

DISTRIBUTION: 
TO: I.J. Singh 
TO: Klaus Schmidt-Hebbel 
TO: Shahid Yusuf 
CC: F. Desmond McCarthy 
CC: Phi Anh Plesch 
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Comments on China CSP 

A short updating memo cannot go beyond a few brushstrokes 
so I am being a little unfair in wanting a fuller picture. My 
principal concern is with the direction and depth of the China 
Department's ESW. I worry that unless the Region devotes more 
resources to finer grained analysis, we will be less effective 
in guiding the Chinese as they move into deeper waters. 

The China Program 

It bears repeating that lending to China is not only the 
Bank's largest single program, but it is also important for 
several other reasons: the money is quickly disbursed and 
efficiently spent in developing the world's most populous 
country; the government trusts the Bank's advice and relations 
are very close; among the Bank's clients, China is near the blue 
chip end of the spectrum and this helps our portfolio; and 
lastly, the China program is a valuable source of learning for 
the Bank. 

This is a competent CSP updating memorandum but it makes 
little attempt at fresh thinking and is a trifle heavy on 
self-congratulation. Let me touch briefly on several items 
where the Region may need to reconsider its position or provide 
more of an explanation. 

The Macro Story 

(1) Is China headed for a "hard landing" if it does not heed 
our advice fully? I have three points. First, there has been 
only one hard landing -- in 1989-90 -- and the tough 
deflationary action which brought it about was triggered by very 
unusual circumstances. There is a tiny likelihood of a repeat, 
as has become amply obvious since late October, when Deng Xiao 
Ping intervened to moderate Zhu Rongji's policies. The center 
simply does not have the political wherewithal to do it. 
Second, the small doses of correction administered in June-July 
of 1993 worked very quickly and the economy is slowing after 
a spell of overshooting (this is not brought out fully in pages 
6-7). It would take very little trying to bring growth down to 
a "sustainable" 9-10 percent. Third, hard landings in China are 



not especially troubling because the economy continues to grow 
at 6-7 percent. 

I found the macro story to be rather thin and incomplete. 

Reforms 

(2) There is a tendency to claim that all manner of reforms 
support growth with stability (SOE reform is mentioned). This 
may often be the case but the development of the real estate 
market in 1992-93 has been particularly destabilizing. It has 
stimulated credit expansion, massively increased investment 
(thereby pushing up prices of building materials) and encouraged 
speculation. Some of this was anticipated, but China is simply 
unequipped to conduct the regulation required. 

(3) The CSP makes much of corporatization but it is unclear how 
the process described of issuing shares and appointing BODs, is 
going to make SOEs into efficient, competitive entities. China 
still has not instituted a company law and the ownership refos ms 
that would define "rights," wlrtch BODs and managers would 
enforce, are still far from clear. Further, it is difficult to 
believe, given international experience, that BODs are likely to 
be a solution in the next five years at least. 

We have tended to draw comfort from the supposed TFP gains 
registered by SOEs in the latter half of the 1980s. But always 
shied away from explaining the continuing weak profitability of 
the sector as a whole in spite of accounting biases that 
exaggerate the share of profits. No one is expecting a rapid 
improvement even after price reforms that should help many of 
the lossmakers (30 percent of all SOEs) in the energy sector. 

Tnis lack of understanding is worrisome and the Region should 
give priority to its work on SOEs. 

ESW 

(4) In identifying reform priorities and associated sector 
work, the CSP skates over some key areas. 

(i) The desired degree of macrostability is likely to 
hinge on fiscal reform, which contains or reduces the 
budget deficit. Although limited progress has been made 
with the VAT, other aspects of tax reform and reform of 
center-local fiscal relations are again bogged down. 
Until a way can be found out of the current impasse, 
macropolicy will remain hamstrung. Fiscal weakness will 
affect initiatives on other fronts as well. 

(ii) SOE reform depends on the ability of more autonomous 
managers to lay-off workers. Well over a year ago, the 



government launched a major experiment aimed at shedding 
redundant employees from a sizable number of large SOEs 
after a year's breathing spell. The success of this 
experiment will be a litmus test of how reform is 
proceeding. Aside from referring to the increasing use 
of fixed-term labor contracts (p. 10) which has been 
ongoing since 1986, the CSP neither comments on this 
issue nor identifies sector work on the urban labor 
market. 

(iii) The importance of administrative reform has been 
long recognized. But such reform entails much more than 
"reducing the overall size of the bureaucracy and 
reorienting its activities" (p. 9). Cutting the central 
government's bureaucracy won't diminish interventionism 
because much of its is by provincial bureaucracies. 
Further, China has done rather well in spite of such 
intervening. In fact, bureaucratic capitalism has been 
fundamental to coastal development. 

If we believe that bureaucrats are getting in the way of 
reform, that the quality of central and provincial 
bureaucracies is declining and that government agencies 
need to acquire a different set of skills, the case ought 
to be presented and the matter studied through ESW. 

(iv) The CSP seems to imply that identifying the 
desirability of central bank autonomy and putting Zhu 
Rongji in charge is sufficient to achieve the goal. That 
is unlikely and what we should be doing through our ESW is 
to show the Chinese in some detail what it takes to become 
autonomous. There is a lot of international experience 
and what it shows convincingly is that effective autonomy 
is the outcome of a many-pronged effort. 

(v) I have some minor points on why deposit rates but not 
lending rates are raised (p. 5) (fiscal implications 
through SOE deficits); and issuing IOUs to farmers (p. 6). 
They are still doing so on a reduced scale and paying 3 
percent interest. 

(vi) My final point is on the content of the ESW, which 
is critical to the supply of "innovative products'' (p. 13) 
and contributing to the new generation of reforms. 
Several of the proposals are difficult to relate to the 
major issues highlighted in the CSP, e.g. 

Municipal Finance 
Quasi Fiscal Deficit 
GNP/National Accounts 
Regional Patterns of Development 
Higher Education Efficiency 
Agricultural Marketing {which is about fruits 

and vegetables) 



Likewise, the region has to consider whether it and the 
Chinese derive much mileage from short strategy papers 
that do not break new ground, offer general and well-known 
recommendations and are of limited, if any, help in 
charting the sectoral lending program. 

In my view, ESW should go more deeply into the problems of 

Labor Markets {linked to work on retraining) 
Commercial Banks 
Fiscal Reform 
Corporate Governance in China 
Central Bank Autonomy 
Administrative Reform 

(5) The CSP talks about a new generation of reforms and about 
the need to provide "nuts and bolts" advice which I take to mean 
detailed guidance on how to design and implement reforms. Under 
the circumstances, it is not obvious that the "quick response" 
capability being created in the Resident Mission is appropriate. 
The short order cooks, some of whom are generalists, may have 
difficulty providing a suitably well considered response to some 
very complex questions. China's reforms have advanced beyond 
the stage where brief notes garnished with back-of-the-envelope 
calculations can be deemed acceptable. In order to sustain a 
relationship based on the government's respect for our 
expertise, we need to enlarge the analytical capability at 
headquarters. Transferring resources to the field depletes this 
critical mass. 

Infrastructure 

(6) When an economy, where the growth targets are in the 6-8 
percent range, grows at higher rates for fifteen years, it is 
difficult to claim that infrastructure bottlenecks are choking 
expansion. Over the past year, when growth has averaged 13 
percent as against a planned 6-7 percent, port and railway 
capacity has been under great strain. This is to be expected 
because such demand is totally unexpected and transport capacity 
takes years to expand. 

If the region sees China growing at 8-9 percent over the 
medium run then: 

{i) Bottlenecks will ease and anticipated levels of 
spending on infrastructure should accommodate demand. 

{ii) In the coastal areas, growth of transport and energy 
infrastructure is much higher than elsewhere so national 
averages overstate the degree of scarcity and the slowness 
with which capacity is increasing. 



(iii) No matter what we do, railway capacity will expand 
quite gradually because of constraints on building new 
lines, electrification and double tracking. 

(iv) If the reform of transport/electricity tariffs lives 
up to expectations, not only will it lead to more 
efficient usage, but more importantly, it should provide 
these sectors with resources to finance much of their 
capital spending. 

(v) China's telecommunications sector is expanding at 
terrific speed (18 million lines currently and 75 million 
projected for the year 2000). There is little evidence 
that funds cannot be found. 

In short, the infrastructure bottleneck argument for Bank 
lending is somewhat overdrawn, although I would not deny 
that such investment yields high returns, which are 
becoming apparent to provincial authorities and foreign 
investors alike. 

CC: F. Desmond McCarthy ( F. DESMOND MCCARTHY) 
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DATE: November 22, 1993 07:lSpm 

TO: F. Desmond McCarthy 

FROM: I.J. Singh, PRDTM 

EXT.: 37473 

SUBJECT: RE: CHINA CSP UPDATING MEMORANDUM. 

Desmond, 

/ 
/3 !] 

F. DESMOND MCCARTHY 

I.J. SINGH 

I just returned from mission last Thursday to find a copy of the Chin 
on my desk with your note asking for my comments "as the PRD person o 
China". I have not had time to give it a very careful reading having 
only looked it over very quickly during the weekend. My comments per 
reflect this. 

This is a well written CSP and covers many of the issues that are 
relevant and important. It deals with a country that has had a great 
of success with reforming a socialist system and in its own way at th 
The CSP focuses correctly on many of the central issues facing the 
economy, though it is somewhat over optimist in its assessment and 
understates the structural problems of a half reformed system. 

I intend to comment only on selected issues given the time constraint 

1) Macroeconomic instability: The overheating-austerity, boom-brake 
cycles of macroeconomic instability in China are not just short term 
as stated in the CSP, but a major recurring issue, that is the natura 
outcome of a half reformed system. This link between partial reform 
the macro instability is not spelt out in the CSP. I believe it is 
crucial. 

China is currently trying to cool down an extremely overheated econom 
but this is not the first time this has happened. The problem lies in 
un-reformed financial, fiscal and enterprise systems among others. 
Although recent measures have been announced on reforming both the ba 
sector and the tax system, it remains to be seen if the announced mea 
will be actually implemented. Banks are neither independent nor are t 
run on a commercial basis. A very large share of the loans go to the 
sector. Loans are given on the basis of guanxi (connections) and not 
basis of economic criteria. The banking sector remains in the hands o 
provincial interests and is not subject to direct control from the ce 
Tax systems are negotiated all down the line and everywhere. 

Reforms have been announced. The Central Bank is to be made truly 
independent and banks are to be allowed to be banks and not check wri 
agencies for provincial and local authorities. Major tax reforms have 
been announced, but it remains to be seen how far they will be 
implemented. There are already press reports indicating that some of 



investment and credit curbs may not be implemented. Thus a hard landi 
or renewed inflationary pressures are still a likely outcome. 

China's macroeconomic instability will be a recurring problem as long 
the system remains only partially reformed. The CSP shpould spell th 
out more fully and also argue for more complete reforms as the remedy 

2) SOE Reform: This is a large subject that merits further debate th 
will no doubt be part of CSPs for years to come. The current approac 
SOE reform remains, in my opinion, problematic at best, because it av 
the central issues. 

The reform of state-owned enterprises (SOE) is a key issue on which t 
Chinese have been dragging their feet for a long time - and so has th 
Bank. We have said our lending would be conditional on satisfactory 
approach to this issue. Not withstanding the fair performance of the 
the fact is that they take a very large share of the investment funds 
the economy, while they are being out performed by a factor of two or 
three by the non-state industrial firms, whihc could use more of thes 
scarce funds. There is thus a massive mis-allocation of scarce -
investment and working- capital resources in the economy. 

SOEs suffer from other problems that the CSP spells out. 

However the current approach to SOE reforms spelled out in the CSP 
(actually in the SOE reform paper) is minimalist at best. It suggest 
only partial and ameliorative measures - corporatization of SOEs wit 
Board of Directors, creation of share-holding companies, separation o 
taxes from profits, diversification of share holding by allowing 
cross-ownership by other, again state-owned (not private) funds or 
agencies etc. These are useful measures and may even improve the 
performance of SOEs somewhat at the margin; but they deny the main pr 
- the lack of clear property rights and the incentives for performanc 
the possibility for exit for failing and unproductive firms that such 
rights would create. 

Comparative experience from East Europe suggests that many of the 
remaining incentive and principal/agent problems that restrict the 
performance of the SOEs- and in fact of the non-state sector also, th 
to a lesser degree - cannot be finessed by such marginal reforms. Th 
is a now a need to bite the bullet and develop clear property rights 
undertake ownership reforms in the industrial sector. Indeed no clea 
property rights exist even for the non-state sector, which too suffer 
this account. 

As an alternative, a more comprehensive and bolder reform agenda for 
enterprise sector could include like the following items (I have mark 
these bolder items not included so far in the current approach to SOE 
reforms in the CSP with an (*) at the end: 

a) move rapidly as possible on corporatization of all SOEs and its 
completion; 

b) clarify property rights and ownership for both SOEs and the non-st 



sector, even if these are to be held by state or public agencies at 
various levels; (*) 

c) set up a clear legal framework for a system of property rights and 
corporate governance including bankruptcy and contract law and make S 
subject to the same laws as the non-state sector firms (*); 

d) privatize most small manufacturing firms - the tail end accounting 
50% of the firms and some 20 % of the output, and do this through a 
distribution of shares locally to workers, managers and local governm 
( *) ; 

e) keep only very large SOEs (top 5 % in size accounting for say 30 % 
output) and carefully limited key "strategic" sectors under direct st 
ownership, but regularize their ownership and governance and provide 
autonomy and accountability and incentives for performance, with clea 
penalties for failure and rewards for success (*); encourage entry by 
private investors even in key sectors (*); 

(This would not require mass privatization as being done in Eastern E 
- that is the entire state-owned sector is being privatized in some 
countries. Indeed, in many key sectors - utilities, infrastructure, 
defense etc. - the state owned firms could continue to play a major, 
dominant, though not monopoly role. But even in these key sectors ent 
private firms would be permitted and even encouraged (*) ;) 

f) for the rest of the SOEs - the middle 40-50% of the size distribut 
and half the output - consider clarifying ownership under central or 
provincially owned funds, value assets, set up shares and distribute 
shares widely to banks, holding companies, enterprise groups, current 
local or provincial owners, workers and managers - to diversify owner 
later allow secondary private markets for these shares and allow thei 
public purchase (*); 

g) de-link all loans from state ownership; instead back "strategic" 
industries if needed by direct budgetary allocations for investments; 
other SOEs compete with the rest of industry for loanable funds on a 
competitive capital market at market rates (*); 

h) phase out all subsidies and material supplies to SOEs in 2-3 years 
force firms to operate on a hard budget and profit-loss basis;(*) 

i) allow firing from and even closure of loss making SOEs in a phased 
manner; ( *) 

j) reform the delivery of services and welfare to workers - housing, 
welfare, social security - by de-linking them from SOEs and placing t 
in the hands of local governments; pay employees the equivalent costs 
tax equivalent to local governments to provide these services. 

Though some of these measures are included, a more comprehensive appr 
to industrial sector and SOE reforms, including the issue of ownershi 
property rights needs to be addresssed. Unless they are, the 
inefficiencies and problems associated with the SOEs will remain a ma 



issue. 

The CSP also is also silent on a number of other issues that one woul 
expect in such a document devoted to a discussion of strategic issues 

3) Pace of Reforms: This CSP - and others prior to this - say littl 
about the pace reforms and the costs of delayed or set aside reforms. 
general thrust of the CSP is that the Chinese are undertaking reforms 
successfully, their reforms are generally in the right direction and 
further they are being carried out at the right pace. 

But is this in fact so? Were all the reforms past CSPs said would b 
carried out,actually carried out? And in the time frame we said they 
would be in previous CSPs? Were there any deviations and were there 
costs associated with these deviations and delays? 

Most of the problems which have been the subject of many past CSPs -
liberalization, exchange rate unification, financial reforms, fiscal 
reforms, banking reforms, infrastructural bottlenecks and their 
alleviation - seem to appear all over again in this CSP, despite repe 
assurances that the Chinese are pursuing reforms vigorously and solvi 
these problems. After over a decade and half of reforms, and ''dialo 
many of the same issues remain; and each year one is told that furthe 
reforms are under consideration in each of these areas. Is there no c 
to delay? or does it not matter? 

What is missing is any sense of correlation between what was expected 
what was anticipated say last year or the year before and what was 
actually done and not done or delayed, and for how long. The slow pa 
reforms and the fact that many reforms have been inordinately delayed 
nullified or set even aside and at what cost if any is never even 
mentioned! The CSP is silent on all these issues. 

4) Rationale for Bank Lending and IDA: It is hard to see what, if an 
the rationale for Bank lending and for IDA allocations for China. Th 
does not make a convincing case in my opinion. 

a) Let us start with IDA. Here is my problem, one that has plagued m 
ever since I started work on China. How can a country that started 
the same place as India in per capita GDP terms around 1960's (around 
$200-250 in the sixties) with a GDP growth of around 9 % in real ter 
for the past 15 years (compared to India's 3 %) and a population rate 
lower than India's, end up at about the same level of per capita GDP 
the 1990's? (The WDR shows GNP/capita of $330 for India and $370 for 
China in 1991) 

The answer everyone says is the error due to the Atlas method. We can 
agree with that. 

But what an error ! We have looked at some figures on the ratio of 
PPP/Atlas figures for India, some East Asian countries and also some 
socialist comparators. While the ratio for east Asian countries is a 
2.7 and for India around 2.7-3.0 all through the '60s, '70s and '80s, 
ratio for China is around 9.0 ! Thus the error in using the Atlas in 



of the PPP figure is three times for China than for all other countri 
looked at. (See Gelb, Jefferson, Singh, "Can Communist Economies 
Transform Incrementally? ", WPS 1189, October, 1993) 

So while the Atlas figure understates the per capita GDP levels for a 
countries it does so for China by a factor of three ! ! Even if we adj 
and use PPP figures, China would not fall in the same category as oth 
IDA countries. 

Is IDA then justified due to poverty? The CSP says that China has 10 
million poor (actually around 90 million) and so is a poor country. 
surely it is not the absolute number of poor but the incidence of pov 
(less than 10 % by all counts in China compared to say 30 % + in Indi 
even as high as 50 - 60 % for some sub-Saharan IDA countries) that ma 
more sense as a justification for IDA. Further rapid growth in China 
lower this incidence even further and faster. 

The real issue is not whether China does or does not qualify for IDA 
real per capita terms it probably does not fall in the same category 
other IDA countries), but whether we should be giving these scarce gr 
funds to the really poor and desperate countries that have little 
prospects for improved growth performance and which cannot get any ot 
source of development funds from international capital markets, nor c 
they repay their loans. If economic justification are to be used, we 
not give IDA to China. May be there are political imperatives. 

b) Again regarding IBRD funds, China is hardly a "needy" country. Gr 
at 12-13 % per annum, it also has$ 100 billion of foreign direct 
investments committed this year of which$ 40 b. will probably be use 
has a healthy surplus of trade with many major trading partners ($ 10 
with the US alone) and reserves that are growing in the medium term. 

It can also easily get plenty of funds from the global capital market 
several China based mutual funds are in the offing. In terms of tota 
foreign flows, Bank lending is very small - say no more than 4 % this 
- while in terms of its total investments our funds are miniscule. 

So what is the economic justifications for Bank lending to China, whe 
China can get whatever funds it needs, although at a slightly higher 
and which it can afford? 

There can be only two reasons in my opinion: 

a) We do innovative, catalytic or unfundable projects: 

We are doing projects that either cannot be financed otherwise (no pr 
in my opinion falls in this category), or we are doing projects in an 
innovative way. That is Bank projects, via Bank involvement, help C 
do projects in ways that projects would not otherwise be done. 

May be this is the case, but the CSP has to make this case. I do not 
believe it does this. It does not tell us how Bank involvement change 
projects such that they are either innovative, different or even 
catalytic. If there is a case is to be made that our projects are 



innovative, catalytic or cannot be otherwise funded, the CSP has not 
it. 

b) We are lending for policy dialogue and so encouraging innovative 
reforms that would not occur without this lending : 

We lend because our policy dialogue through our project lending and o 
high quality ESW assists China to make policy changes that it would n 
have made otherwise, or not have made at least at a faster pace. 

This is also a case that the CSP does not make, for it would suggest 
the Chinese follow, and we lead and are the cutting edge on reforms a 
reform issues. Experience suggests that we can only get the Chinese 
what they have already decided to do on their own; indeed we seldom t 
up any reform issue that may seem controversial to them and which we 
suspect they would rebuff us on. (Ownership reforms, more rapid pric 
reforms and an independent banking sector are just few of the cases i 
point). 

As a point of fact it could be argued, that most of our so called pol 
dialogue and our project related conditionalities are either 
restatement of measures and reforms that the Chinese have already car 
out before the loans are even approved or they are often ignored int 
implementation once loans are approved. (Energy price reforms on whic 
have been having a ''dialogue" for nearly a decade and whose reforms w 
condition in some of our loans and loan discussions, still remain 
distorted and un-reformed, for example). 

It would be hard to make a case that the Bank, through its lending an 
dialogue, has made the Chinese carry out reforms that they would not 
otherwise have carried out. Nor can it be argued that our ESW is at t 
cuttting edge of dialogue on reforms. A case could be made, but the C 
does not make it. 

If it is dialogue, policy or more innovative and radical reforms, are 
really getting our money's worth in terms of these goals? Would it n 
make more sense to push the Chinese to consider a faster and perhaps 
radical pace of reforms? 

Thus what remains of the rationale for Bank lending to China? If it 
political, then the argument ends; but then these considerations shou 
stated clearly and up front. 

There are other points, but some of these can be taken up later if PR 
to be included in any follow up discussions on this CSP and other Chi 
work that DEC has to comment on. 

I apologize for this delay in getting this note to you. 

I hope that in the future we will have more lead time to read and ref 
before commenting on documents sent to us for review. My feeling is 
if it is worth doing, it is worth doing well. For this one needs time 
follow up discussions. 



I am sure that as the new review process is set in place by PRD and D 
this will not be a problem. 

Regards, 

I.J. 

CC: Lyn Squire 
CC: Alan Gelb 
CC: Mark Baird 
CC: Klaus Schmidt-Hebbel 
CC: Institutional ISC Files 

LYN SQUIRE) 
ALAN GELB) 
MARK BAIRD) 
KLAUS SCHMIDT-HEBBEL 
INSTITUTIONAL ISC FIL 
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SUBJECT: China CSP~ For Bruno Briefing Tuesday. 11/30, 5 p.m. 

Please see attached 
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OFFICE MEMORANDUM 

DATE: 

TO: 

FROM: 

EXTENSION: 

SUBJECT: 

November 12, 1993 

Mr. Lyn Squire, Director, PRDTM 

Klaus Schmidt-Hebbel, PRDTM kC:.-tJ. 
37453 

China CSP Updating Memorandum: Review 

1. The China CSPUM is a well-reasoned, well-written, and concise 
document. It could be strengthened in two ways: by emphasizing more 
strongly the downside risks of macroeconomic management and overall 
reform slippage and by better justifying, in the light of the downside 
risks, the Bank's medium-term lending program. 

2. China's macroeconomic management is going through a critical 
phase, which requires taking restrictive fiscal and monetary measures in 
order to reduce excessive growth in monetary aggregates and aggregate 
demand observed in 1992-93. The downside risks of inadequate macro 
management are substantial and are derived from institutional features 
of policy making in China . First, the size of the initial public sector 
imbalance is huge the 1992 CEM estimates public sector borrowing 
needs at 9% of GNP . Second, the share of quasi-fiscal deficits -­
which are typically harder to control than central government deficits -
- in the total public sector deficit is rising. Third, due to weak 
macroeconomic monitoring capabilities and the current fear of stopping 
market reforms (as observed during the preceding clamp-down in 1989), 
restrictive policies could come too late, putting into serious jeopardy 
monetary and external stability and, when finally implemented, could 
lead to a strong reduction in growth . The CSPUM could gain by 
emphasizing more strongly these downside risks . 

3 . The approach followed in Eastern Europe and the FSU in dealing 
with the Gordian knot of SOE losses, fiscal deficits, and insolvent 
state banks has been by resorting to swords of varying sharpness, 
implementing fast reforms at the cost of significant output losses. 
China has followed hitherto a very different approach, postponing public 
sector and enterprise reform while relying on spectacular growth of the 
non-state sector. At this juncture of China's required reforms it seems 
difficult to postpone further SOE reform/privatization, macroeconomic 
stabilization (including elimination of quasi-fiscal deficits), and 
state bank recapitalization and restructuring. While this should not 
lead to negative output growth as observed in EE and the FSU, it could 
lead to a temporary but significant decline in overall growth. The CSP 
could also gain by assessing this scenario. 

3. Given these downside risks, the projection of the Bank's medium-
term lending program for China seems bold . In particular the projected 
doubling of China's DOD share from 4.9% in 1995 to 9.9% in 2000 warrants 
a stronger justification. 

Enclosures 

cc . A. Gelb, W. Easterly (PRDTM). 
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DATE: October 22, 1993 10:26am 

TO: See Distribution Below 

FROM: Orsalia Kalantzopoulos, EXC 

EXT.: 82636 

SUBJECT: China: Country Strategy Paper 

( ORSALIA KALANTZOPOULOS) 

You are invited to a meeting chaired by Mr. Preston to review the 
China Country Strategy Paper on Friday, December 3, 1993, at 2:30 
p.m. in the Conference Room in E-1227. 

DISTRIBUTION: 
TO: Michael Bruno 
TO: Armeane Choksi 
TO: Gautam s. Kaji 
TO: Johannes Linn 
TO: Jean-Francois Rischard 
TO: Ismail Serageldin 
TO: Ibrahim Shihata 
TO: Shahid Javed Burki 
CC: S. Shahid Husain 
cc: Edward V.K. Jaycox 
CC: Wilfried Thalwitz 
cc: caio Koch~Weser 
CC: D. Joseph Wood 
CC: Koji Kashiwaya 
cc: Attila Karaosmanoglu 
cc: Sven Sandstrom 
cc: Ernest stern 
CC: Patricia O'Hara 
cc: Nonna Ponferrada 
cc: Sununta Prasarnphanich 
cc: Marva Angus 
cc: Brenda Turner 
cc: Institutional ISC Files 

( MICHAEL BRUNO) 
( ARMEANE CHOKSI) 
( GAUTAM KAJI) 
{ JOHANNES LINN) 
( JEAN-FRANCOIS RISCHARD) 
( ISMAIL SERAGELDIN) 
( IBRAHIM SHIHATA) 
( SHAHID JAVED BURKI) 
( S. SHAHID HUSAIN) 
( EDWARD V.K. JAYCOX) 
( WILFRIED P. THALWITZ) 
( CAIO KOCH-WESER) 
( JOE WOOD) 
( KOJI KASHIWAYA) 
( ATTILA KARAOSMANOGLU) 
( SVEN SANDSTROM) 
( ERNEST STERN) 
( PATRICIA OHARA) 
( NONNA PONFERRADA) 
{ SUNUNTA PRASARNPHANICH) 
( MARVA ANGUS) 
( BRENDA TURNER) 
{ INSTITUTIONAL ISC FILES) 



A L L - I N - 1 NOTE 

DATE: 22-0ct-1993 12:14pm 

TO: See Distribution Below 

FROM: Orsalia Kalantzopoulos, EXC ( ORSALIA KALANTZOPOULOS) 

EXT.: 82636 

SUBJECT: China: CSP - Agenda Suggestions 

There will be a President's review meeting of the China CSP on 
December 3, 1993. We would appreciate your suggestions for the 
agenda by Monday, November 29. 

DISTRIBUTION: 
TO: Michael Bruno 
TO: Johannes Linn 
TO: Armeane Choksi 
TO: Jean-Francois Rischard 
TO: Ismail Serageldin 
CC: Mark Baird 
CC: Anandarup Ray 
CC: Paula Donovan 
CC: Mieko Nishimizu 
CC: James w. Adams 

( MICHAEL BRUNO) 
( JOHANNES LINN) 
( ARMEANE CHOKSI ) 
( JEAN-FRANCOIS RISCHARD 
( ISMAIL SERAGELDIN) 
( MARK BAIRD) 
( ANANDARUP RAY) 
( PAULA DONOVAN) 
( MIEKO NISHIMIZU 
( JAMES W. ADAMS) 



THE WORLD BANK/IFC/MIGA 

OFFICE MEMORANDUM 

DATE: 

TO: 

FROM: 

EXTENSION: 

SUBJECT: 

October 14, 1993 

Mr. Lyn Squire, Acting DECVP ~ / 

Anandarup Ray, Acting Director, DPG 0-)J\_/' 
35100 

CSPs on China and Venezuela 

We have received two CSPs for the President's review: on China and Venzuela. The 
one on China is probably going to be reviewed by the President at the end of November. The 
Venezuela one will be reviewed in December, if at all. Kindly have your staff review the China 
CSP and send comments to Mark and me by November 18. No action on the Venezuela CSP 
is required at this point. 

Attachments 

cc: Messrs. Baird 
McCarthy 
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FROM: Gautam Kaji, Vice President, 

EXTENSION: 81384 

SUBJECT: China: CSP Updating Memorandum 

Attached, for appropriate review, please find a Country Strategy 
Paper Updating Memorandum for China. The Updating Memorandum reviews 
political and economic developments since the last CSP was issued in April 
1992, principally focussing on the acceleration of reforms on the one 
hand, and the emergence in recent months of economic overheating, and the 
Government's stabilization program, on the other. Taking account of the 
hardening IBRD/IDA blend that will result from the decisions made during 
the Tenth IDA replenishment, the Updating Memorandum recommends that the 
Bank's lending program continue at essentially the 1992 CSP 'Base Case' 
level, as authorized by the senior management at last year's CSP review. 

Attachment 

cc: Messrs./Ms. Sandstrom (5 copies), Rajagopalan (EXCPM), Shihata 
(LEGVP), Thahane (SECGE), Linn ((FPRVP), Einhorn 
(TREVP), Eccles (CTRVP), Jaycox (AFRVP), Wood (SASVP), 
Thalwitz (ECAVP), Koch-Weser (MHAVP), Husain (LACVP), 
Kashiwaya (CFSVP), Bruno (DECVP), Choksi (HROVP), 
Rischard (FPDVP), Serageldin (ESDVP), Alisbah (PAAVP), 
Picciotto (DGO), Ryrie (CEXVP), Iida (MIGEX), Neiss, 
Horiguchi (IMF), Thomas, El Maaroufi (EAPVP), Burki, 
Cardoso o/a (EA2DR), Ecevit, Goldberg, Newfarmer, Stott, 
Sierra, Mukherjee (EA2), Harrold, Ody (EA2CO) 

AOdy:em 
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CHINA: 1993 CSP UPDATING MEMORANDUM 

ExECUI'IVE SUMMARY 

i. The past year has witnessed key meetings of China's party congress and 
national legislature, which gave their approval to the collective leadership succession 
proposed by veteran leader Deng Xiaoping. In many ways even more importantly, the 
Congresses authoritatively changed the official definition of China's basic economic 
ideology, removing references to planning and public ownership and substituting a 
"socialist market" cre.ed. With this clearing of the ideological air, recent months have 
witnessed a near-ferment of new market-oriented reform proposals in many key areas of 
public policy, including those targeted by last year's CSP [reform of state-owned 
enterprises (S0Es); housing and social security reform; financial sector reform; and reform 
of prices and markets]. In the latter area, inde.ed, the liberalization of product pricing and 
the adjustment of the most distorted prices (energy, rail tariffs, raw materials and grain) 
have come so far over the past two years that the remaining steps are starting to look 
significantly less challenging than before. 

ii. Beyond the speeding-up of market-oriented reforms in these and other areas 
(see paras. v, vi), the news in recent months has be.en dominated by macroeconomic 
developments. The further acceleration of the boom during 1992 brought real GDP growth 
from around 7 percent in 1991 to almost 13 percent, well above the 8-9 percent which we 
and the Government see as the safe trend rate. Much of the fuel came from monetary 
expansion, running at over 30 percent. Results for the first quarter of 1993 confirmed the 
costs of this pace of growth, including a swift turnaround in the trade balance and 
escalating inflation, and the Government was quick to accept our advice on the ne.ed for 
immediate action to avoid further deterioration and try to achieve a "soft landing." The 
first measures announced, though pointing in the right direction, were in our view clearly 
insufficient to achieve .the desired result, and Bank representatives delivered this message 
in unambiguous language to senior leaders at a high-level seminar on macroeconomic 
management held in June. 

m. Many elements of the Bank's recommendations were rapidly picked up by 
the Senior Vice-Premier, Mr. Zhu Rongji, who has emerged, de facto, as in charge of 
overall economic policy (including assuming the functions of the Governor of the Central 
Bank), and incorporated into a " 16 point program" designed to stabilize the economy. As 
yet it is too early for solid data to confirm the effectiveness of the measures adopted, but 
the boldness of the economic leadership being provided is definitely encouraging. Beyond 
this, while we do not expect the external accounts to be allowed to get out of hand, we are 
emphasizing the benefits of extending more market-oriented (rather than administrative) 
approaches in this area as well, and have recently completed a major ESW report 
advocating a combination of further trade liberalization with exchange rate reform. 
Helping to avoid another bout of chronic overheating, with the potential for reform 
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setbacks this has brought in the past, has thus become our highest priority for the 
immediate future. 

iv. At this stage, it is still too early to rule out the risk that, as has happened 
before, the Chinese authorities will miss the chance to achieve a relatively soft landing for 
their overheated economy. In favor of an optimistic view are the heightened sensitivity of 
central leaders, following the lessons of 1988-90, to the dangers of delaying an effective 
response and being subsequently forced into an abrupt deceleration (interruption of reform 
momentum, sociopolitical stresses, loss of domestic and international confidence), the 
increasing economic sophistication of their own domestic policy analysts and the fact that 
a substantially larger share of the economy is now more highly marketized and hence 
susceptible to management through indirect policy levers. There is also, as noted above, 
the boldness of Vice-Premier Zhu's attack on the problem. The sources of concern, by 
contrast, are that much of the investment pressure still comes from the least reformed 
sectors of the economy-local authorities and locally-controlled state enterprises-which 
have their own powerful political patrons among provincial leaders. The latter have, in 
the past, too often put parochial development interests above the national need for stability 
until forced to give ground by an obvious crisis. We cannot yet rule out the danger that 
this will happen again, and thus China may again experience a hard landing. 

v. On the reform front, the Government has announced new measures to 
increase further the role of private sector investment in the economy [including Foreign 
Direct Investment (FOi), currently running at record levels of around $10 billion a year.] 
These include opening-up inland areas, the service sectors and-in a recent initiative whose 
implications have yet to be fully assessed-even the provision of physical infrastructure to 
private FOi. In a more general sense, private sector development continues to move 
largely in parallel with SOE reform rather than being seen, as in some other economies 
attempting transition, as an immediate or large-scale component of the solution to the 
SOE's problems. The key features in the next phase of China's assault on SOE reform 
will thus, in general, involve not so much privatization as "corporatization" and 
"marketization." Consistent with our Strategy Paper on SOE Reform, approved earlier this 
year, these measures will be designed to convert the SOEs from miniature welfare-states, 
subject to extensive bureaucratic interference and protected from market discipline by a 
range of distortions in pricing, taxation and financial markets, into market-oriented 
commercial corporations, whose workers look outside the factory-gates for social security 
or housing provision, and whose managers are responsible for their performance to well­
defined owners' representatives. The past year has seen further advances in defining and 
protecting managers' autonomy and promoting the adoption of more transparent 
mechanisms of corporate governance: we expect active innovation in this area to continue. 
In parallel, the Government has explicitly committed itself to cutting and restructuring the 
public bureaucracy so as to reorient it away from the micro-interventionist tendencies of 
the past. 

vi. Recent months have also seen a new intensification of interest in the 
previously slow-moving area of financial sector reform. Sector reform is projected to 
include separating remaining directed "policy lending" from a newly commercia)ized 
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mainstream banking sector, accompanied by the restructuring and further strengthening of 
China's Central Bank. These are changes the Bank has long been urging. They will also 
be ambitious and far-reaching changes and, when they start to be introduced in earnest, we 
can expect to be called on to supplement our largely advisory role of recent years with 
substantially expanded hands-on operational involvement. 

vii. In addition to providing advice and practical implementation support for the 
new phase of economic reforms, Bank objectives also include other priority goals set out 
and approved in last year's CSP: helping to break the recurrent infrastructure bottlenecks 
which have repeatedly constrained China's growth; promoting the expansion of income­
generating opportunities and improved provision of basic social services for the country's 
100 million hardcore rural poor; and supporting policymakers and local administrations 
confronting the formidable challenges posed by air and water pollution. Broadly speaking, 
our strategies in these three areas will continue to follow the lines set out in the 1992 CSP. 
Some shifts of emphasis will, however, be warranted. In the infrastructure sectors, in 
particular, recent progress with tariff reform means that attention can increasingly shift to 
the corporati.zation of service provision along more commercial lines, accompanied by the 
development of more transparent regulatory frameworks. It also, however, leaves the 
inadequacy of China's highway network, starved for dependable sources of investment 
financing, all the more apparent-and we propose a further increase in the emphasis given 
to highways development in our own operational program. 

vw. An additional challenge which has emerged since the approval of the 1992 
CSP concerns the management of the decline in IDA availability resulting from decisions 
taken on "blend" countries during the tenth replenishment. Domestic onlending 
arrangements create a danger that the hardening of China's IBRD/IDA blend could lead 
to reduced willingness to borrow in the areas of poverty alleviation, the social sectors and 
the environment. We have communicated our view that such an outcome would be 
unacceptable. The early response has been encouraging, but we can expect this issue to 
resurface as the cuts start to become effective. 

ix. The accelerated pace of reform is being accompanied by a heightened 
appetite for Bank advice and assistance, not only with broad policy issues but also, very 
crucially, with the details of reform implementation, often delegated by the central 
decisionmakers to sectoral agencies or, more often, local authorities. With the major 
philosophical barriers now mostly crossed, these "nuts and bolts" questions will 
increasingly determine China's success in translating its bold reform intentions into 
working reality. In turn, with no other outside agency able to match the Bank's experience 
or credibility within China, we ourselves face difficult challenges in trying to leverage our 
own limited resources in innovative ways so as to maintain our responsiveness to the 
country's requirements and demands, including the related priority of strengthening our 
presence in China's less-advanced inland regions. Economic and sector work will need 
to become more flexible to meet calls for immediate advice on specific reform 
implementation choices, and we are restaffing our Resident Mission to help meet this need. 
Sector-specific technical assistance operations may offer another promising new model. 
In addition, our lending operations are rapidly acquiring more of a "reform implementation 
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support" element, precisely to help meet the "nuts and bolts" needs of putting reform into 
practice. 

x. The quickening of the reform impulse outlined above may be considered to 
meet, in substantive terms, the basic conditions set out in last year's CSP for moving from 
the CSP's Base Case lending scenario (about 45 operations over FY94-96, with combined 
IBRD/IDA lending of close to $9 billion) up to the High Case scenario (about 51 
operations, with combined lending of about $11 billion). In not making such a 
recommendation at this time, we have been guided by three considerations: 

(a) The decline in China's expected IDA allocation under IDA 10, compared 
to the assumptions made in the CSP, together with assurances given to the 
Chinese at the time of the IDA 10 discussions, create an imperative to 
substitute IBRD lending for previously anticipated IDA credits; 

(b) This, in tum, brings forward the date at which attention needs to be given 
to issues of IBRD exposure limits; and 

( c) The internal budgetary implications of seeking to process a larger number 
of projects. 

xi. Accordingly, we propose to continue working at a level approximately 
equivalent to last year's Base Case ( 44-45 operations over FY94-96, with combined 
lending of an estimated $9. 1 billion) . On this basis, China's share of IBRD debt 
outstanding and disbursed is forecast to remain within the 10 percent guideline through at 
least the tum of the decade. 



CHINA: 1993 CSP UPDATING :MEMORANDUM 

1. The 1992 Country Strategy Paper (CSP) was reviewed and approved by the 
President's Office on June 12, 1993. The present "Country Strategy Note" (CSN) updates 
our analysis of the reform climate and macroeconomic situation and proposes appropriate 
modifications in our country assistance strategy in keeping with the rapidly evolving 
situation in China. An Updating Economic Memorandum (UEM), based on a mission to 
China in April 1993, was issued in Gray Cover on June 30, 1993 (Report 11932-CHA). 

A. BACKGROUND: KEY CHALLENG~ 

2. Last year's CSP and a number of other Bank documents have extensively 
documented the key achievements of China's reforms to date-the marketization of 
agriculture, the rapid growth of nonstate activity in industry and services, the "open door" 
to trade and foreign direct investment (FDI)-and the ensuing growth in GDP (averaging 
9 percent) and productivity. Rather than repeating this discussion, we concentrate here on 
the areas where we still see major challenges remaining. Many of the priority areas from 
last year's CSP remain (e.g., the key nexus of SOE reform, connected social reforms and 
financial sector reform), though the recent impetus seen behind price reforms (paras. 4, 
5) means that this area has now dropped somewhat down the scale of our priorities. By 
contrast, the short-term macroeconomic situation has emphatically increased in visibility 
since June of last year. We therefore list the following key challenges: 

(a) Intensifying the marketization of those domestic producers of tradable goods 
still significantly shielded from market forces, i.e., China's state-owned 
ente,prises (SOEs): a process that needs to move in parallel with the further 
development of domestic factor markets (including financial and labor 
market refonns); 

(b) Continuing to address perennial constraints to growth in the domestic 
nontradable sectors: principally energy, transport and communications 
infrastructure bottlenecks; 

(c) Developing effective responses to the plight of the 100 million Chinese poor 
still largely bypassed by reform-induced development; and 

( d) Further strengthening indirect instruments of macroeconomic demand 
management consistent with an increasingly marketized economy and, as the 
highest and most urgent priority of shon-term policy, making effective use 
of them to achieve a "soft landing" from the pressures of overheating that 
have recently emerged. 

3. State-Owned Enterprises and Related Reforms. As in the CSP, this 
continues to be seen as the key longer-term challenge. To summarize our basic analysis, 
China's 100,000 SOEs have continued to operate in an environment characterized by 
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significant administrative involvement in economic decision-making and to be sheltered 
from the ultimate discipline of "hard budget constraints." The relatively cautious pace of 
SOE marketiz.ation hitherto can be largely attributed to concerns over the potential social 
impact of fundamental restructuring on the SOEs' workforce, over 70 million strong and, 
together with dependents, covering the bulk of the population in the main cities. The SOE 
workers' vulnerability, in turn, has reflected patterns of social security provision designed 
in the context of traditional lifetime employment, including dependence on the employing 
enterprise for subsidized housing, unfunded and nontransferable pension rights and medical 
insurance, together with the absence, until very recently, of formal systems of 
unemployment compensation or meaningful urban labor markets. A variety of mechanisms 
has served, in practice, to soften SOE budget constraints so as to avoid redundancies or 
bankruptcy, including-in addition to explicit budgetary subsidies-concessional pricing on 
Plan allocations of energy and raw materials; ad hoc local negotiation of corporate income 
tax bills; and preferential access to directed credit, often on favorable terms, from the state 
banking system. Beyond this, SOE managers have continued to be subject to extensive 
involvement in business decisions by government agencies: the organization of these 
bureaus, both centrally and locally, along narrow, subsector-specific lines has served, inter 
alia, to inhibit diversification strategies and, to a considerable degree, to "freeze" the 
pattern of SOE investment and output. 

4. A certain amount of progress has already been made in the marketiz.ation of 
the SOE sector. Final output markets are far less subject to state control (90 percent of 
retail prices are now uncontrolled) and have also been increasingly influenced by 
competitive pressure from nonstate entrants; the financing of industrial investment has been 
largely shifted from the budget to the banks and retained earnings; and energy supplies and 
raw materials are now subject to multiple-tier pricing, with at least out-of-Plan supplies at 
the margin at generally realistic market prices. In addition, "contract management system" 
reforms from the mid-1980s, which converted SOEs' formal objectives from gross output 
to profit maximization, provided managers substantially enhanced autonomy over the 
allocation of resources (including labor) within the individual enterprise: Bank-supported 
studies have identified a resulting upward trend in SOE productivity. At the same time, 
the earlier phase of reforms fell short of a more fundamental restructuring involving cross­
enterprise or cross-sectoral resource reallocation; the SOEs continue to show slower growth 
in productivity or output than nonstate enterprises; SOEs still absorb a disproportionate 
share of formal credit (approximately four fifths) and of the best-qualified entrants to the 
workforce; and visible SOE losses (generally considered understated as a result of weak 
accounting standards) are equivalent to 4-5 percent of GDP, or close to double the total 
budget deficit. Broader ramifications of the SOEs' protected status include obstacles to 
relaxing continued government dominance over the allocation of bank lending (as well as 
to placing the taxation system on a more transparent basis). As such, SOE reform is 
needed not merely as an end in itself, but also as a means toward freeing-up markets 
(including the capital market) in order to permit greater responsiveness to demand from 
the noristate sector. The Chinese authorities' recently reinforced commitment to more 
fundamental marketization of the SOEs is discussed in greater detail in Section C below. 
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5. Infrastructure. Basic infrastructure bottlenecks, as also noted by the CSP, 
have played a part in choking off growth in each of the recent episodes of overheating, 
including 1985 and 1988/89, and reports of power shortages and congestion on the 
railways and at the ports have again surfaced in recent months. Investment in transport 
and energy has been constrained from two sides-erosion of the budgetary funds that were 
the traditional sources, and low controlled prices for nontradable services, which inhibited 
self-financing (while also stimulating wasteful consumption). Bank-supported price 
reforms, which have accelerated over the past two years, have gone a long way toward 
removing past distortions: recently increased rail tariffs are expected to permit the self­
financing of about 80 percent of planned sectoral investments, while average consumer 
electricity tariffs are now estimated to be in excess of 90 percent of long-run marginal cost. 
Even in these sectors, however, backlogs and unevenness in regional coverage remain. 
Meanwhile, efforts to develop a more balanced transport system, in particular a modem 
highway network, continue to be hampered by the absence of robust road financing 
mechanisms, while telecommunications coverage remains at low levels, in part reflecting 
quasi-monopolistic traditions and past resistance to competitive entry. Recent policy 
initiatives in the infrastructure area are also reviewed in Section C. 

6. Poverty. A major Bank report finalized during the last year (No. 10409-
CHA) has broadly confirmed the view of this issue taken in the 1992 CSP. It shows that, 
while the first five years of reform lifted some 170 million Chinese out of absolute 
poverty, the population remaining in poverty (close to 100 million) has shown no 
discernible reduction over the last decade. Absolute poverty in China today is almost 
exclusively rural; it affects whole communities rather than individuals; and it is heavily 
concentrated on a regional basis-affecting villages in remote, resource-poor (and often 
environmentally degraded) areas, primarily in the northwestern and southwestern interior. 
The challenge of alleviating this remaining hardcore poverty is a multidimensional one. 
In at least some of the poorest regions, technological packages now exist that are capable, 
with the necessary investment support, of yielding substantially improved agricultural 
incomes, on an environmentally sustainable basis, for at least part of the current 
population. Other sources of employment, however, such as small-scale industry, are 
widely constrained by infrastructure deficiencies and poor market access (although some 
border areas, in particular, should benefit from the recent expansion of the open-door 
policies). For some of the poor, outward migration may be the most promising option: 
this, though, is a field where earlier policy restrictions are only gradually yielding to 
pressures from below. 

7. Low incomes in these regions are compounded by marked weaknesses in the 
prov1s1on of social services, and resulting indicators of health and education status 
strikingly below national averages. Women's health and girls' education are frequently the 
most severely affected. Central policy has traditionally stressed self-sufficiency by rural 
communities in social service financing and, although fiscal arrangements have long 
redistributed revenues to the poorest provinces (and, since the mid-1980s, also to the 
poorest counties), there is little indication that effective mechanisms yet exist to achieve 
sustained social improvements at the level of the poorest villages where the worst 
conditions are found. With no easy solutions, the plight of China's poor continues to 
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challenge the best efforts both of the Chinese authorities and of the international 
development community (paras. 42-43). 

8. Macroeconomic Management. The cyclical nature of Chinese growth since . 
1978 has been widely discussed. By many international standards, the troughs have been 
neither particularly deep nor especially prolonged: the most recent cycle, at its lowest 
point, witnessed real GDP growth of 3.8 percent in 1990, with recovery to 7.2 percent in 
1991. There is, nonetheless, legitimate cause for concern over the stresses created by very 
rapid deceleration,1/ as well as over the extent to which, in past episodes, the pursuit 
of marketization reforms has become subordinated to the imperative of regaining control 
of aggregate demand, in tum achieved largely through administrative mechanisms and 
quantitative controls. The prevalence of such direct levers to date can be traced to several 
causes. The tax system, based largely on multiple-year contracts negotiated between the 
different layers of government, has not lent itself to the fine-tuning of demand (though 
Beijing has shown some inventiveness in introducing new taxes), so that deflationary fiscal 
policy has primarily comprised direct cutbacks in public investment (imposed 
administratively by the center). On the monetary side, although interest rate changes 
played a more important role in the most recent (1988/89) period, direct quantitative credit 
controls remained the principal instrument, reflecting partly the limited capability and 
experience of the central bank (People's Bank of China, PBC) in the use of indirect policy 
tools (and relatively thin, undiversified domestic money markets), but also reservations 
over the likely responsiveness of SOE credit demand to the interest rate changes then 
considered feasible. 

9. The 1988/89 episode had specific features not likely to be repeated, 
including an abortive preannounced "big bang" attempt at price reform, which sparked a 
rapid upswing in consumer demand and complicated the design of an effective policy 
response. Beyond this, the earlier experience has itself served to increase the sensitivity 
of policymakers to the disruptive potential of overheating, and thus to improve the 
likelihood of a more timely response on subsequent occasions. Signs of the need for 
concern built over a period of time. Real GDP growth during 1992 proved close to 
13 percent, significantly above the 8-9 percent level judged consistent, on a sustained 

1/ Economic factors, including rapidly rising prices, curbs on wages and bonuses, and general economic 
insecurity (possibly including concern over longer-term job security) undoubtedly played a part in the 
urban protests that preceded the Tiananmen events of June 1989. This experience helps explain the 
caution shown by the leadership over the pace of urban reform (particularly in the labor market area), 
and the promptness with which Beijing has responded to the latest signs of overheating. Beyond this, 
the Western press reported cases of rural protest earlier this year (mostly concerning delayed payment 
for grain purchases and/or excessive local taxes), and some commentators have suggested that such 
protests could now be a serious source of instability for the Government. We disagree. Careful 
readers of the Chinese press know that scattered, small-scale incidents of this kind are nothing new: 
the purchase of the harvest is traditionally a time of tension. But experience in China and elsewhere 
suggests that only under historically exceptional and extreme circwmtancea do the peasants coalesce 
into a larger movement able to threaten the government politically. One of the key aspects of 1989 is 
that-despite similar discontent over grain purchases, etc.-the rural areas lent no support whatever to 
the urban protests. All this is not, of course, intended to deny the case, on equity and efficiency 
grounds, for continued reforms to gain marketing and the tax system, and continued attention to 
regional differentials-all areas in which the Bank is working actively. 
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basis, with noninflationary growth by the 1992 CEM (and subsequently adopted as the 
official target). At the same time, however, the trade and inflation results for 1992 were, 
in overall terms, still relatively comforting, with export growth at 18.2 percent (though 
imports grew faster, at 26.2 percent), and the retail price index (RPI) up by only 
5 .4 percent (though here, too, more worrying signals were visible in some of the 
disaggregated indices, including a rise of 15 percent in the "means of production" measure 
of raw materials prices). 

10. Data for the early months of 1993 eliminated any remaining ambiguity over 
the danger of overheating. The turnaround in the trade balance was particularly striking. 
While export growth (first quarter) slowed to a rate of 7.4 percent, import expansion 

· maintained its pace at an unabated 25.4 percent, resulting in the first trade deficit since 
1989 ($1.2 billion for the quarter). This was accompanied by substantial further widening 
of the divergence between the official exchange rate and that in the parallel market. Price 
data confirmed the trend, with the RPI rate of increase up to 8.6 percent and the "means 
of production" index rising at a rate of 38 percent by the end of March. Industrial output 
growth had reached an annual 27 .3 percent by May, but the single most dramatic statistic, 
which said much about the nature of the boom, was the growth in state enterprise 
investment, which reached 70.1 percent in the year ending May 1993. With the official 
budget deficit relatively stable (in the internationally unexceptionable range of 2-3 percent 
of GDP), it was the monetary sector that provided most of the fuel for the rapid expansion 
in demand, through an expansion in credit focused heavily on state enterprises. Growth 
in broad money during 1992 reached 31.3 percent and, on top of perennial difficulties in 
containing lending by local branches of the state banks, a distinctive contribution on this 
occasion originated from rapidly expanding nonbank financial institutions (NBFls), 
effectively covered neither by PBC's traditional quantitative controls nor by the newer style 
of prudential regulation the central bank is attempting to introduce into the sector. 

11. Starting in mid-May, and in line with warnings contained in our draft UEM, 
the central authorities signaled their recognition of the need for immediate measures to 
avoid further deterioration in the macroeconomic balance. Preliminary steps announced 
at this time, consistent with our advice, included increases in officially administered 
interest rates for bank deposits and loans, as well as on Government bonds; proposals to 
stiffen enforcement of the authoriz.ation process for capital market issues; and directives 
to curb the erosion of the fiscal revenue base by local governments via the multiplication 
of "development zones" conveying tax concessions. While these initial actions were 
welcome and timely, we made very explicit our view that these changes alone would not 
be sufficient to achieve the desired results. We also expressed concern over the fact that 
deposit rates had been raised significantly more than lending rates, with adverse 
implications predictable for financial sector viability. In addition, we pressed the role 
which further trade liberalization and exchange rate reforms could play, in addition to their 
longer-term contribution to improved resource allocation, in helping to absorb the more 
immediate demand pressures. 

12. In June, a crucial conference on macroeconomic management was held in 
Dalian, China, hosted jointly by the Bank and China's Systems Reform Commission. A 
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statement prepared at this conference, on China's macroeconomic priorities, was presented 
to the government and received attention at the personal level of the Senior Vice-Premier, 
Mr. Zhu Rongji. Very shortly after, at the beginning of July, the Central Committee of 
the Party issued a 16-point program of austerity measures to arrest the macroeconomic 
deterioration. Close personal involvement with the plan was indicated by the removal of 
the former governor of the Central Bank, and the assumption of this role by the Senior 
Vice-Premier himself. There is a close correspondence between this plan and the measures 
proposed by us to the government, which indicates a very high degree of responsiveness 
to our message at both the working level and the very top. 

13. The 16-point program encompasses, first, measures to address immediately 
the unsustainable macroeconomic upswing, and second, longer-term structural measures 
to address the underlying roots of macroeconomic instability. Important in the first 
category are a squeeze on the money supply, through the compulsory issue of government 
bonds and deadlines for the recall of loans issued outside earlier ceilings; a proposal to cut 
government administrative spending by 20 percent; a temporary suspension of further price 
reforms through the end of the present year; further increases in interest rates for savings 
deposits; a tax on the appreciation of real estate (to curb speculative investments) and a 
reduction in the scale of infrastructure projects. The second category of measures 
addresses more long-term, structural issues. These measures include, importantly, the 
proposed strengthening of the central bank, and a decision to separate commercial lending 
from policy loans (see also para. 24). The clamp-down on unauthorized development 
zones was reiterated, while the government also reemphasized its commitment to resolve 
bottlenecks in transport and communications. The issue of new I0Us to farmers for the 
purchase of summer grain was explicitly forbidden. Realizing the need for coordination 
at provincial and local levels, the government also resolved to send out teams to inspect 
the implementation of the program at these levels. 

14. It is as yet too early to determine the economy's response to these measures 
with any accuracy or comprehensiveness. However, a few early indicators are available, 
which provide some positive and other more mixed results. First, the index of industrial 
production, which had increased by 27.3 percent for the 12-month period ending May 
1993, and a similar 30.2 percent up to June 1993, registered rises of only 25.1 percent in 
July and 23.4 percent in August. The value of retail sales indicates a similar trend: this 
rose in June by an annual 28.4 percent, but by only 22.2 percent in July. It is reported 
that the deposit flight from commercial banks has been reversed, and that large sums of 
money (estimated at Y 72. 7 billion) have been recovered from illegal interbank lending. 
Inflation indices are mixed so far. In May, the urban cost of living index for the 35 
largest cities was 19.5 percent above a year before, and continued to rise, in June, to 21.6 
percent, but declined in July to 18.2 percent. The increase in the retail price index (RPI), 
standing in June at 13.9 percent above a year before, had come down to 10.8 percent by 
July. By contrast, the price index for grain, construction materials and services continued 
to rise, from 15 percent, at the end of 1992, to over 20 percent in the year ending July 
1993. On the external front, while import growth (over a year previously) declined 
fractionally from 26 percent in May to 25.7 percent in July, export growth declined as 
well, from 7. 7 percent to a low 4. 7 percent by the end of July. The exchange rate 
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differential between the parallel market and the official market has narrowed (with the 
parallel rate declining from Y 11:$1 in June to Y 8.8:$1 in July and August), though this 
is likely to have been influenced in part by the reported intervention of the People's Bank 
of China to support the currency. 

15. If this constitutes a mixed picture, such is in fact what should be expected 
at this stage: allowing for normal lags, the economy's response may well not be entirely 
clear until the early part of next year. On the side of optimism, it can be said that the 
technical content of the Government's proposals is broadly in line with the advice we and 
other independent economists have provided, and that the leadership in Beijing is pressing 
these measures with considerable vigor and political commitment. It is almost a truism by 
now that the key test will be the center's ability to secure compliance in the provinces and 
at lower levels. If the jury is still out on this issue, Beijing is fully aware of the problem 
and its approach appears to combine both toughness and sophistication. 

B. External Environment 

16. During recent years, with the relative isolation suffered following Tiananmen 
now largely dissipated, China has benefited from a generally favorable external 
environment, which permitted trade growth over 1989-92 of 15-20 percent per annum. In 
1992, in particular, FDI (primarily targeted to export-oriented manufacturing) rose to 
around $10 billion, making China the largest developing country recipient of such 
investment. China has also continued to enjoy relatively easy access to international 
financial markets, made easier of late by the opening (albeit on a restricted basis) of 
China's internal financial markets to overseas portfolio investors. At the same time, 
however, as noted above (para. 10) and as predicted in last year's CSP, the trade balance 
has rather rapidly swung into deficit; not in itself necessarily an undesirable development, 
but one which will require careful monitoring. 

17. In trade, there are a number of external issues. First, China's application 
to resume its seat at the GAIT, which was filed in 1986, is still pending (and subject to 
difficult negotiations, which may take at least one more year to conclude). If completed 
satisfactorily, this would add a degree of certainty to China's external economic 
environment that has for some years been lacking. Second, in May the US administration 
extended China's MFN status for another year, linking subsequent renewal to progress on 
human rights, but explicitly excluding bilateral trade and arms export issues (concerns in 

· the latter area were, however, in August to prompt US imposition of selective sanctions 
in high-technology areas). Third, China stands to benefit more than many others from a 
hoped-for successful conclusion to the Uruguay Round, in view of its dependence on 
garment and footwear exports, which would be liberalized relatively more than other 
commodities. 

18. China's investmem climate continues to improve, as reflected in the doubling 
of FDI in 1992. The country is benefiting in this regard from the growing role of other 
Asian economies such as Japan, Taiwan (China) and Korea as overseas investors, 
supplementing China's original investment partners in Hong Kong. If this continues, FDI 
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can be expected to make a significant and increasing contribution, both in established 
manufacturing sectors and also in new areas for FDI (such as services and infrastructure). 
The firumcial markets continue to look favorably on Chinese instruments. Bonds and 
syndications are issued with ease, especially on Asian financial markets, and at very 
favorable rates. China's excellent repayment record, and absence of rescheduling requests, 
combine to make the country a very desirable sovereign borrower. We expect China to 
continue to enjoy a strong creditworthiness position. As we forecast last year, the balance 
of payments current account has returned to its normal pre-1989 stance of a moderate 
deficit. We see no reason to expect this to be allowed to get out of hand (see UEM for 
more detailed forecasts): the interesting question, rather, is whether its future management 
will take place primarily through traditional administrative measures or, as advocated in 
a recent major ESW report on Trade Refonn, through a combination of liberalization of 
quantitative restrictions and exchange reform. Total debt outstanding stood at only 
16 percent of GDP in 1992 and this is projected to fall gradually over the balance of the 
decade. The associated debt service level is also expected to remain healthy, declining 
further from its already modest level of 9. 7 percent of export earnings in 1992 to about 
7 percent in the second half of the decade. Indicators for IBRD exposure are reviewed in 
para. 53 below. 

19. On the downside, some uncertainties remain. Trading arrangements are ad 
hoc, as noted, and subject to arbitrary change pending conclusion of ongoing negotiations. 
China's export growth has been highly concentrated in terms of markets and products 
(notably in garments, toys and footwear for the US market) and some of these niches may 
be approaching saturation. Finally, political tensions continue to affect relations with Hong 
Kong and Taiwan (China), which reduce the achievement of potential synergies from the 
much-discussed "fourth growth pole." These aspects will therefore continue to demand 
attention and monitoring. 

C. Country Assistance Strategy 

Recent Developments and Government Policies 

20. Political Developments. The past year has witnessed developments of 
considerable importance at the policy-making and political levels, which have served inter 
alia to cement the policy consensus around further acceleration of China's marketization 
reforms. The key events were the meeting, in October 1992, of the fourteenth Party 
Congress, whose decisions set the overall policy direction for the next five years, and the 
subsequent inaugural session (March 1993) of the newly elected National People's 
Congress (NPC), China's legislature. These two bodies, the sources of policy legitimacy 
within the party and the state, took the critical symbolic steps of writing into party policy 
and the constitution, respectively, a redefinition of official economic philosophy that 
replaced the earlier formula of "a planned economy on the basis of socialist public 
ownership" by "a socialist market economy." In keeping with Chinese tradition, the latter 
concept does not readily lend itself to a precise or static legalistic definition. It may, 
however, be read (particularly taken together with an earlier reinterpretation of "socialist 
public ownership" to include not only SOEs but also local collectives) as an explicit 
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downgrading of the weight attached to any specific ownership model, as well as a powerful 
public assertion of the central role further marketization is designed to play in future 
economic strategy. In summary, we see these steps as symbolizing the authoritative 
removal of residual ideological constraints to the ongoing marketization process. The · 
socialist nature of the Chinese economic model, in tum, is likely in future to be manifested 
primarily by concern to protect basic social service provision and avoid extreme inequities 
in economic welfare and, more specifically, a continuing commitment to the eradication 
of China's remaining absolute poverty. 

21. The two Congresses also gave their stamp of approval to the planned 
collective succession to the elders of the Long March generation. This included the 
reelection (with a number of dissenting ballots) of Li Peng to his second (and, 
constitutionally restricted, final) term as Premier; the elevation of Jiang Zemin to be State 
President as well as Party Secretary and Chairman of the Central Military Commission; 
and the promotion of the reform-minded Zhu Rongji to the new post of Senior Vice­
Premier. In designing the new lineup, China's patriarch Deng Xiaoping appears to have 
succeeded in avoiding several potential political pitfalls. The rumored ambitions of the 
Yang family (outgoing President Yang Shangkun and his younger half-brother General 
Yang Baibin) were squashed, and both brothers sidelined, together with a number of 
potential allies in the military. Equally, several members of the "princelings' party" (the 
sons and daughters of older leaders whose activities helped fuel popular discontent in 
1989), were passed over in the new appointments. The specific names that were chosen 
clearly reflected a good deal of back-room negotiations, and could yet be subject to 
disruption by unforeseen events (e.g., the currently uncertain health of Premier Li Peng). 
However, the obvious success of and popular support for the basic policy line ratified by 
the Congresses is probably of greater ultimate significance for the future than the position 
of any particular individual among the designated successors. The Congresses' removal 
of remaining uncertainties over ideology has legitimized the recent and very obvious 
upsurge in the discussion, proposal and introduction of specific reform measures, at both 
central and local levels, in many of the most important reform areas. The current policy 
climate is reviewed in greater detail in the UEM, but key features are outlined below. 

22. SOE Reform.. The central thrust of official policy is now the aggressive 
promotion of corporatization and marketization reforms in the SOE sector. New 
regulations (July 1992) seek to improve the definition and protection of management 
autonomy over major business decisions. The center is, in addition, encouraging the 
conversion of SOEs into shareholding companies, with the ownership function exercised 
by Boards of Directors rather than government bureaus: this step will also help open the 
door to further ownership diversification. In parallel, a government reorganization has 
been announced, designed over several years to reduce the overall size of the bureaucracy 
and to reorient the work of ministries and bureaus away from their past micro­
interventionist traditions. Meanwhile, bankruptcy provisions and mergers are being 
increasingly applied to SOEs. Official sanction has been extended for the sale or leasing 
of at least some of the smaller SOEs to collectives or private enterprises. A cautious 
approach is currently being taken, however, to the expansion of stock exchange listings 
(not inappropriate at this stage, given the gaps still to be filled in securities market 
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regulations, as well as the generally weak state of enterprise accounts, an area where the 
Government has recently launched an urgent nationwide upgrading program: as recent 
stories such as the "Great Wall" bond scam show, weak regulations leave China still 
vulnerable to financial scandals). 

23. Labor Market (Housing and Social Security) Reform. As noted earlier, 
this is a crucial corollary of SOE reform, and one in which the basic lines of official policy 
have by now been in place for about two years. The scope of fixed-term labor contracts 
for SOE workers (replacing lifetime guarantees) is being expanded. In housing, the center 
has established a timetable for previously nominal rents to increase to cover management, 
maintenance, depreciation, interest and property taxes by the end of the decade. In 

· parallel, enterprise housing units are to be transferred to commercial housing corporations. 
As rents rise, the second prong of official policy, encouraging wider owner-occupation, 
should also come into play. Pension rights are starting to be pooled across enterprises: 
similar reforms for health insurance are, however, at a more preliminary stage. Finally, 
unemployment insurance schemes are under development and introduction. It should be 
stressed, however, that the detailed implementation responsibility for the above reforms lies 
almost entirely at local (usually municipality) level, and this is where practical models are 
having to be worked out. 

24. Fmancial and Capital Market Reforms. Following several years without 
basic policy movement, this area is now receiving reinforced attention. It is 
symptomatic-and encouraging-that we received a Government request, which has been 
met, for a strategy paper in this sector earlier this year. Beijing has committed itself in 
principle to converting the bulk of the existing State banking system into genuinely 
commercial banks, with the autonomy over lending this would imply. Remaining directed 
"policy lending" is to be segregated from commercial banking-initially on an accounting 
basis, but subsequently through the formation (probably by restructuring existing 
institutions) of one or more banks dedicated to the provision of policy loans. Banks' 
accounting practices are to be standardized as part of the basis for more sophisticated 
methods of monetary control and bank regulation. Consistent with these changes, gradual 
deregulation of interest rates is projected. On the capital market side, meanwhile, new 
regulatory bodies have been established for the securities exchanges, and foreign investors 
permitted to purchase certain categories of Chinese equity shares. Finally, there is now 
active preparation for a reorganil.tllion of PBC, to strengthen its ability to concentrate 
exclusively and more effectively on its central banking functions. Additional details of the 
Government's plans are becoming available on almost a daily basis, and the prospects now 
appear highly encouraging. At a seminar held in mid-September, the authorities indicated 
their acceptance of our advice to strengthen the autonomy of PBC, and there is reason to 
expect a corresponding enhancement of the effectiveness of indirect monetary policy 
instruments. 

25. FJSCal Reform. This is an area where progress has long been complicated 
by conflicts of interest between the center and the lower-level administrations that actually 
carry out the assessment and collection of the great bulk of China's tax revenue. Initiatives 
under way include efforts to standardiz.e the taxation of corporate income (another area 
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where improved accounting standards are crucial), as well as the gradual diversification 
of the revenue base, including phased introduction of a value added tax. Despite Beijing's 
desire to regularize its fiscal relationship with lower levels, however, and experiments with 
"tax-sharing systems," there appears no sign of an imminent breakthrough in this politically 
difficult area: we plan to continue, nonetheless, to press its importance within our own 
dialogue. 

26. Private Sector Development. In overall terms, the further development of 
the private sector is projected to continue to take place in parallel with the corporatization 
and marketization of the SOEs, rather than through efforts at a mass privatization of the 
existing public sector. The central authorities have undertaken to simplify further the 
registration of new private firms, and to ease restrictions over such firms' scope of 
business. Lower levels, meanwhile, are increasingly active in promoting new joint venture 
subsidiaries between Chinese enterprises (including both SOEs and local collectives) and 
foreign partners ( even if some represent in part a response to advantageous tax treatment 
of joint ventures). Such activity is likely to increase further following recent 
announcements expanding the scope of the open door for ID/both geographically (to cover 
interior regions) and sectorally (to encompass an increasing range of tertiary activities, 
including retailing, distribution and financial services). The center has also extended its 
blessing to increased FOi in infrastructure sectors. There are already examples of private 
Hong Kong investment in toll highways, other transport facilities and a 200 MW thermal 
power station in neighboring Guangdong province, as well as a recent Hong Kong-Chinese 
joint-venture agreement to develop Shanghai's container port. Assessing the potential for 
wider replication is now an area of active interest for IFC (paras. 47-48) and the Bank 
Group as a whole. 

27. Legal Reform. The authorities recognize that further marketiz.ation calls 
for traditional reliance on administrative mechanisms to give way, across wide areas of the 
economy, to transparent rules-based systems and a more comprehensive framework of 
economic law. Given the many areas in which the current legal framework is either 
clearly deficient or nonexistent, as well as the numerous fields in which, as discussed 
above, new reform proposals are under active development, something close to a flood of 
draft legislation is at present circulating in Beijing. The authorities have indicated potential 
interest in Bank advice and assistance in helping to develop the legal framework in an 
effective and internally consistent manner: exploring possible modalities for such support 
will provide a new focus for our proposed assistance strategy (para. 32). 

Main Objectives and IBRD/IDA Program of Assistance 

28. Lending and Portfolio. New Bank commitments to China amounted to just 
over $2.5 billion in FY92 and $3.2 billion in FY93. Despite modest year-to-year changes 
in average supervision ratings, to be expected in a growing and maturing program, the 
overall implementation status of the Bank portfolio in China, currently comprising 
approximately 100 active investment projects, has continued to be robust (average 
supervision rating of 1.50), fundamentally reflecting a combination of strong local 
administrative capability and the powerful sense of borrower ownership that has 

·. # • ... 4 • • • • , .. . . 
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consistently charactemed the Bank-supported program in China. There are no major 
implementation problems identified as generic to a significant number of operations, and 
at any one time there are seldom more ·than 3-4 specific operations rated as having 
significant implementation difficulties (while the Government's responsiveness to concerns 
raised by the Bank is such that projects do not generally remain in this category very 
long). 

29. Country Dialogue and ESW. The policy dialogue between China and the 
Bank is exceptionally strong, reflecting Chinese decisionmakers' trust in the objectivity and 
relevance of Bank ESW, respect for the quality of the Bank's investment project work 
across a broad range of sectors and regions, and recognition of the consistency of the 
institution's support of China's reforms and development throughout the past decade. 
Formal ESW reports are studied seriously both by the most senior decisionmakers and by 
officials in the relevant sectors, and studies in recent years have contributed to the 
evaluation of reform implementation alternatives in areas including the financial and fiscal 
sectors, housing and social security reform, the development of urban land markets and 
grain market liberalization, as well as providing comprehensive overviews of issues 
relating to poverty and the environment. Major reports on China's trade policy and 
budgetary issues, respectively, are currently being finalized. Planned topics for work over 
FY94 are summamed in the box below. 

Studies: 

CHINA: PROPOSED MAIN ARE.As OF ESW FOil FY94 

Domestic Market Regulation and Development 
State-Owned Enterprise Reform 
Municipal Finance 
Quasi-Fiscal Deficit 
GNP/National Accounts 
Regional Patterns of Development 
Agricultural Marketing 
Water Resources Planning 
Provincial/Municipal Environmental Management 
Higher Education Efficiency 
Health Finance Reform 

Stralegy Papers: Financial Sector 
Industrial Policy and Restructuring 
Power Sector 
Transport Sector 
Ports Subsector 
Highways Subsector 

30. Need for Innovation. Our program in China over much of the past decade 
largely comprised the two products discussed above: formal ESW reports, prepared after 
intensive research and providing comprehensive coverage of issues in specific sectors or 
policy areas; and solid, well-prepared investment projects supporting technological 

. · .. •.: 
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mcxiemiz.ation and institutional development objectives, as well as selected, well-defined 
sector reform objectives, such as tariff reform in the principal infrastructure sectors. This 
combination, and the "parallel -track" approach which maintained some distance between 
the two prcxiucts, helped to meet specific country needs and demands for technology 
transfer and institutional mcxiemiz.ation during a pericxi when China was still emerging 
from its earlier international isolation. It was also broadly compatible with the relatively 
deliberate approach to reform during much of the decade, and the manner in which the 
leadership then preferred to receive outside advice. What is now apparent, however, is 
that the earlier prcxiuct range and the parallel track will no longer serve fully to meet the 
requirements and demands for assistance being generated by the recently accelerated pace 
of reform, and the Government's desire to see more intimate Bank involvement in the 
detailed implementation of the new generation of reforms. We are thus now being 
challenged to develop new approaches and incorporate additional flexibility into our 
country assistance program, and this is a challenge the proposed strategy will seek to meet. 

31. One clearly identified demand is for the ability to provide prompt feedback 
and advice to decisionmakers on reform implementation alternatives in specific areas 
through succinct analytical papers, based more upon synthesis than on extensive original 
research, and prcxiuced on a more flexible schedule than formal ESW. During the past 
year, informal strategy papers of this kind have been provided to the Government in areas 
including SOE reform, financial sector strategy and short-term macroeconomic 
management issues: to help reinforce our capacity. to respond to additional requests of this 
type, we are currently restructuring the staffing of the Resident Mission in China (RMC), 
to put considerably greater emphasis on macro and sector policy analysis skills. Under a 
second mcxiel, we have to date provided intensive assistance, through international 
workshops and follow-up staff input, to two of China's most important coastal cities 
(Shanghai and Tianjin) with the design of city-level "reform action plans," intended to 
serve as "living documents" capable of guiding reform implementation on a multi-year 
basis and underpinning future Bank lending: we plan in the near future to start adapting 
this mcxiel to the needs of selected inland cities (tentatively, Wuhan and Shenyang). 

32. In some of the key reform areas, the demand for external assistance with 
policy analysis and reform implementation issues will clearly go beyond what the Bank can 
provide from its own resources (in view of the extent of the support needed and/or the 
specialized skills involved). We thus expect to make increasing use of sector-specific TA 
operations in future. The first example was provided by the Financial Sector Technical 
Assistance Project (Credit. 2423-CHA), designed largely to help strengthen the capability 
of PBC, and approved in September 1992. We are actively discussing with the 
Government the potential for additional operations of this type, in such areas as economic 
law reform, further strengthening of financial and capital markets and the development of 
support services for newly marketized enterprises. 

33. A further area where we are intrcxiucing innovative products might be 
described as reform implementation suppon operations. In many areas where reform plans 
are now active, effective reform implementation will itself call for significant investments 
in building new or modified institutions, imparting new skills and creating supporting 
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infrastructure, not only at the center but throughout China's provinces and municipalities. 
One example concerns the marketization of China's hitherto tightly planned grain 
distribution system. This reform will not only require development of new institutions and 
skills (commodities exchanges, commercial trading corporations, etc.), but will also open 
up new possibilities for more economically rational domestic and international trading 
patterns that, however, without supporting physical investment, could be frustrated by 
infrastructure bottlenecks: a grain market reform implementation support operation was 
recently approved by the Board. A second area is housing and social security reform, 
where the city-level administrations charged with implementation require assistance with 
the creation of viable models of commercial housing corporations, housing finance 
institutions, etc. Here, too, preparation is at an advanced stage. A third example, where 
we are working actively, relates to labor redeployment issues raised by SOE reform. 
Existing vocational/technical training models in China focus heavily on preservice training: 
new approaches will be needed to meet the retraining requirements of older workers called 
on to change jobs. 

34. IDA Replenishment. An additional challenge in the management of the 
country assistance program, on both the Bank and Government sides, is raised by the 
decline in availability of IDA resources for China resulting from the decisions, subsequent 
to last year's CSP, on blend countries in the context of the tenth replenishment (IDA-10). 
In this connection, we are already discussing with the Chinese authorities our aim of 
maintaining our existing levels of support for the social sectors, for the development of the 
poorest regions and for environmental protection and the amelioration of pollution. 
Internal arrangements for onlending make this a difficult issue for the Chinese to handle 
and, although the initial response has been encouraging, it will undoubtedly continue to 
require considerable attention, particularly as the cuts start to bite. 

35. Proposed Operational Program. As earlier discussion has sought to 
demonstrate, the central policy stance has by now evolved to provide an enabling 
environment for rapid further marketization reforms. Certain key policy areas will 
continue of necessity to be addressed primarily through dialogue at the center-e.g., 
monetary and financial sector aspects, and fiscal and trade reform-though in these areas 
too we will explore all possible vehicles for Bank support, including the types of 
innovative products outlined above. In most other areas, however, reform progress will 
depend largely on developments at the level of individual sectors, provinces and 
municipalities, and it is at these levels that we propose to continue to concentrate the bulk 
of our future lending. 

36. Our earliest operations in industry focused primarily on supporting the 
technological modernization of Chinese firms (primarily SOEs) in a selected number of 
subsectors, itself an important contribution given that prevailing standards were often 
decades behind international best-practice. Expectations today, however, are pitched much 
higher, and future involvement in this sector must clearly be designed with the primary 
objectives of fully supporting and advancing the processes of marketization and 
transformation now endorsed at the central level. In keeping with the recommendations 
of our Enterprise Strategy Paper, endorsed by Bank Senior Management earlier this year, 
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understandings have therefore been reached with the Government that future Bank support 
in the industrial sector (at both the regional and sectoral levels) would need to be provided 
within specific frameworks fully consistent with marketization and transformation 
·objectives, including: 

(a) separation of state firms from government bureaus through restructured 
corporate forms (including transparent ownership mechanisms); 

(b) promotion of ownership diversification; 

(c) corporate income tax reform; 

( d) accompanying social and labor market reforms (housing, social security, 
etc.); 

(e) competitive market policies, including promoting freedom of entry and exit 
for both public and private producers; and 

(f) satisfactory guarantees of access by nonstate enterprises to Bank support. 

37. We are committed to experimenting with the design of industrial investment 
operations meeting the above objectives at the provincial/municipal level in several regions 
(including inland as well as more traditional coastal locations), and are also exploring the 
possibility of applying them in selected subsectors on a cross-provincial basis. One 
ongoing operation, the Rural Industrial Technology (Spark) Project (Ln. 3274-CHA, 
Cr. 2186-CHA), seeks to provide support exclusively to the domestic nonstate sector, and 
we will consider possible further operations with a similar focus. We will also review the 
possibility to make use of the innovative product models discussed earlier to support 
industrial enterprise marketization and restructuring. 

38. In the financial sector, our initial goal was to help introduce modem 
investment evaluation approaches through the development of a new industrial DFC, the 
China Investment Bank, cm (and parallel support, in rural areas, to the Agricultural 
Bank). Recent years have witnessed a shift in focus to the imperative of strengthening the 
overall sector policy framework and the institutional capability of PBC, an approach whose 
operationalization was launched with the recently approved TA project (para. 32). We 
expect our next financial sector operation to continue and broaden the focus on the sector­
wide framework and infrastructure pioneered by the TA project. Given the expected pace 
of change in this sector, however, attention to the strengthening of PBC and other sector­
level agencies will soon need to be supplemented by a focus on the transformation and 
restructuring of the operating institutions in the sector, including the commercialization of 
China's state banks. This is thus a sector in which our operational involvement may need 
to be intensified rather rapidly, and it is a sector in which finding innovative models for 
reform implementation support will be a central challenge for our assistance strategy. 

.. .. . . ·~ . ... : - . . , . ...... 
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39. China's infrastructure sectors (primarily power and-within transport-rail, 
roads and ports) have together absorbed over 40 percent of cumulative Bank lending to 
China. As discussed earlier (para. 5), these have been the key bottleneck sectors, with 
heavy absolute investment requirements, and the development of effective new mechanisms 
of domestic resource mobilization (fundamentally through tariff reform) has inevitably been 
a gradual process. As also discussed, however, it is a process now paying off, with the 
railways and the power sector, in particular, now better placed for internal resource 
generation (para. 5) and the pons undergoing rapid commercialization, including 
experiments with the introduction of FDI (para. 26). 

40. These changes are now prompting a reevaluation of the future role of the 
Bank in the infrastructure sectors. We recently submitted a strategy paper on the railways 
sector to the Board (No. 10592-CHA), and are planning similar papers on ports, highways 
and electric power, respectively, as well as a strategy document for the transport sector as 
a whole. With substantial progress already in tariff reform, greater attention is now called 
for within our policy goals, in the case of the natural monopolies, to promoting 
corpora.tization accompanied by more transparent systems of regulation reflecting the 
lessons of international best-practice. In subsectors where competitive market structures 
are a realistic possibility, meanwhile, including ports and-potentially-telecommunications 
(an area where the Bank has yet to lend but where a proposed first operation is due to be 
negotiated shortly), our priority will be to promote the dual objectives of commercialization 
and subsectoral policy frameworks conducive to competition and the introduction of private 
capital, including FDI. 

41. By contrast to the directly revenue-earning subsectors, there has been no 
comparable breakthrough in the case of China's highways. Our analytical work has 
highlighted the severe modal imbalance of the Chinese transport system (in which almost 
60 percent of freight, and close to half the passenger traffic, is still carried by the 
railways). A modern highway system is urgently needed both to support the further 
development of marketized production activities and also as a key to greater domestic 
market integration and more balanced regional development. Within the overall transport 
system, this is the mode where future capital requirements are likely to be greatest. Our 
recent intermodal transport study of Guangdong province (Bank Discussion Paper 
No. 151), for example, recommended that some three quarters of future transport 
investment in the province should be directed to highway development. It is also, 
however, the field where domestic resource mobilization is currently least well-developed. 
We are therefore proposing a major increase in the relative weight given to highway 
development, and will be taking the study of, and support for, new models of resource 
mobilization as our leading sector policy objective. 

42. In agriculture and the social sectors last year's CSP explicitly proposed the 
pursuit of poverty alleviation as our highest priority objective. In several of the regions 
of concentrated absolute poverty, including areas of the northwest as well as the "red soils" 
areas found in much of the southeast, we consider that farming models already in existence 
(developed in part through earlier Bank projects) have proven their worth, and we are now 
preparing successor operations to promote their replication on a larger scale. Rural income 
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generation in the most resource-poor areas of the southwest, by contrast, has less in the 
way of proven farm technology packages to build on. As an outgrowth of our recent 
poverty study (paras. 6-7), we plan very shortly to launch the identification of a poverty 
alleviation project in the southwest: given the difficult local conditions, innovative 
approaches (possibly including a multi.sectoral strategy) are likely to be required. 

43. In the social sectors, similarly, operations recently approved or in the active 
pipeline exemplify the priority now being given to the problems of the poorest areas 
(para. 7), including basic education for girls and maternal health care priorities. The 
Education Development in Poor Provinces Project (Cr. 23390-CHA), which seeks to 
strengthen basic education provision in six of China's poorest provinces, is expected to be 
followed by a successor operation extending the approach to additional poor regions. 
Work is also under way on a Maternal and Child Health Project, similarly targeted at poor 
rural areas. The recently approved Rural Health Workers Development Project includes 
provisions intended to help develop appropriate and sustainable financing mechanisms for 
rural health care which, if successful, could provide the basis for wider replication. 

44. Beyond the primary goal of poverty alleviation, there are additional areas 
in agriculture and the social sectors where Bank assistance has an important role to play. 
Our support for the marketization of China's grain sector has already been noted 
(para. 33), as have our efforts, within the social sectors, in vocational retraining (para. 33) 
and health finance reform (box attached to para. 29). In addition, strengthened water 
resource planning is a vital priority for China, both for agricultural and other end-uses, 
and in both the water-scarce north of the country and flood-prone areas further south. 
Despite well-established domestic capability in irrigation development, particularly at the 
local level, water-use planning on a regional or cross-regional basis tends to strain both the 
older generation of planning models currently in use within China and established 
mechanisms for interprovincial coordination. In addition, while a recent Bank review has 
confirmed that Chinese mechanisms for planning and implementation of resettlement have 
generally produced very satisfactory results in recent years (and a report on this study has 
been issued in Gray Cover recently), it is also clear that it is the larger water development 
projects that are most likely to put pressure on the adequacy of these mechanisms. This 
sector is therefore proposed to continue as an area of active Bank involvement. 

45. Our first comprehensive strategy paper on China's environment (No. 9669-
CHA) was completed in April 1992 and its recommendations were summarized in last 
year's CSP. These recommendations provide the basis for what has become the fastest­
growing area of concentration in our lending program, and we have recently concluded that 
a new sector division should be created, to focus exclusively on future environmental 
activities, while permitting sufficient attention also to be given to our work on education 
and health. Three investment operations addressing the amelioration of environmental 
conditions, especially in the field of water pollution, and located in-respectively­
Southem Jiangsu, Zhejiang and Changchun, were approved during the course of FY93 
(Ln. 3582-CHA; Credits 2475-CHA and 2457-CHA). Work is under way on a pipeline 
of further investment projects in additional priority cities and provinces: as in the earlier 
operations, each will include significant TA for the strengthening of local environmental 
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management agencies and will also promote the corporatization of local public utilities such 
as water supply, sewage treatment and solid waste management services, to ensure that 
their operations are placed on a financially sustainable basis. In addition, we propose to 
follow the earlier overall strategy paper with a new phase of environmental ESW that will 
focus in greater depth on environmental management issues as seen from the provincial 
and municipal levels. More immediately, the Board recently approved a first Bank­
supported Environmental Technical Assistance Project, intended to help strengthen further 
the institutional capability of China's National Environmental Protection Agency (NEPA) 
and other key sector agencies, as well as to support focused studies in priority areas of 
sector policy. 

46. Cooperation with Other Sources of Fmancing. There are no major 
changes to report in our relations with the IMF, ADB, UNDP or with the principal sources 
of bilateral funding. As pointed out in last year's CSP, Chinese administrative mechanisms 
for financing development projects have generally not, in the past, been conducive to 
co.financing on a large scale: although both ADB and Japanese Government agencies have 
sizable programs within China, the Government has to date in practice preferred to have 
just one channel of major overseas funding per project. There have, however, been some 
recent indications of possible interest in experimenting with more extensive use of 
cofinancing, which we will continue to pursue (including possible ECOs). In the industrial 
sector, in particular, we are looking to the possibility of encouraging more extensive 
involvement of joint ventures with foreign investors. In addition, the Government's 
expressed intention to encourage greater private investment in the infrastructure sectors 
(para. 26) should, over time, open new possibilities in this area. We will be exploring the 
issues involved and potential vehicles over the coming year. 

47. IFC and :MIGA. IFC's country assistance strategy for China focuses on 
three principal objectives: (i) promotion of a more favorable foreign investment 
framework, (ii) catalyst to the expansion of private sector investment, and (iii) acceleration 
and deepening of financial and capital markets. To respond effectively to the rapid 
development of the Chinese economy in the context of a continued move towards a market 
economy, IFC opened its first representative office in Beijing in October 1992. IFC's 
active participation is being sought by the authorities in China, particularly as the economy 
is moving towards a more market-based system, with an increasing emphasis on private 
sector led growth. 

48. IFC's operations in China have so far concentrated on supporting joint 
ventures between foreign investors and Chinese enterprises. IFC plays an important 
advisory role in China in helping to structure these transactions and in arranging finance 
on a project risk basis without guarantees from government banks. Work in the capital 
markets area includes the establishment of a joint venture bank, and technical assistance 
to the new Securities Regulatory Commission, which will focus on the adequacy and 
regulations for the rapidly expanding stock markets in China. IFC has also encountered 
lively interest in infrastructure projects, where the scope for private investment is 
substantial, as China recently announced new policies to encourage foreign participation 
in infrastructure development. IFC's progress in infrastructure projects in the near future 
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will depend on stronger efforts by the Chinese government to develop a suitable 
environment for private investments, including the legal and regulatory framework, as well 
as the institutional infrastructure, for private business operations. In the Bank's fiscal year 
1993, IFC approved financing for four projects in China, in the areas of banking, cement 
and manufacturing, totaling $42.8 million, which brought IFC's accumulated total 
investments in China to $103.4 million. As of June 1993, MIGA had approved one 
investment guarantee in China, with a package of additional guarantees expected to be 
submitted for approval very shortly. 

49. Proposed Bank Lending Program. As discussed in Section B above, 
China's external position has been generally strong in recent years, with substantial inflows 
of FDI, especially into export-oriented manufacturing, and-until the recent deterioration­
surpluses on the trade account. With strong private capital inflows into certain sectors of 
the economy (para. 16), and the current account deficit projected to remain moderate 
(para. 18), capital transfer is not the primary objective or determining principle of the level 
of Bank lending which, even at current and proposed levels, accounts for only a relatively 
minor share of China's total resource requirements. Rather, we see our operational 
program as a mechanism for helping to provide vital support for the nationwide 
implementation of the ongoing reforms, as well as the crucial objectives of poverty 
alleviation and environmental protection, discussed earlier in this paper. 

50. The composition of our future lending program is proposed to continue to 
be broad-based in both geographical and sectoral terms, in view of the extensive agenda 
outlined in the present paper. In several sectors, as noted earlier (para. 42), social 
objectives have already prompted an increased emphasis on China's interior provinces, and 
we also believe a strong case exists for a similar relative shift of geographical focus in 
several others, including industry and highways. More broadly, we recognize the need for 
additional flexibility in the development of the lending program, including the ability to 
bring forward innovative operations on a fairly tight timetable as warranted by reform 
implementation needs, but equally the freedom to drop earlier proposals no longer seen as 
responsive to rapidly changing conditions. As such, the composition of any multiyear 
Lending Program proposed at the present time must be considered more subject to change 
than in previous years: it may be taken almost as a certainty that new operations, e.g., 
of the sector-specific TA or reform implementation support variety, will in fact be 
developed during the period in question, consistent with the reform impetus and support 
needs in different sectors and policy areas. 

51. In terms of scale of future lending, a very crucial element that now needs 
to be allowed for is the change, since the last CSP, in China's status within IDA. We 
have explained to the Chinese authorities that, in practical terms, they should assume that 
IDA resources for China will henceforth decline by roughly $200 million a year (from 
about $850 million in FY94 to $50 million in FY98, assumed to be the pregraduation 
year), and this scenario has been accepted. We have additionally explained that: (a) future 
IDA flows will be concentrated on supporting IDA objectives in the areas of poverty 
alleviation, the environment and the social sectors, and will not be available to finance 
investment operations in other sectors; and (b) the Bank would expect, despite the IDA 
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decline, to safeguard its current level of operational involvement in the above sectors. 
These factors have obvious implications for the substitution of IBRD for IDA lending 
within the overall portfolio-indeed, on resource transfer grounds, a case could be made 
for being prepared to offer such substitution on a more than one-to-one basis. As a 
minimum, the delivery of any given siz.e of total lending program will now imply greater 
use of IBRD resources than was assumed at the time of the last CSP. This substitution, 
in tum, has the result of advancing, compared to the situation at the time of the CSP, the 
date at which IBRD exposure limits must be factored into the equation. 

52. The Base Case for lending approved following last year's review of the CSP 
. envisaged 45 operation over FY94-96, with an associated IBRD/IDA lending volume of 

close to $9 billion. With no change in circumstances, the subsequent acceleration in 
reform discussed in earlier sections of this memorandum may be considered to create a 
strong case for now recommending a move to the CSP High Case (51 operations; 
combined lending of $11 billion). We are still convinced that the Bank should now be 
maximizing its opportunity to provide support for the implementation of the next, crucial 
phase of China's reforms. We accept, however, that in view of the IDA substitution factor 
discussed above and the need to respect IBRD exposure guidelines (as well as internal 
budgetary constraints on the number of operations the Department can feasibly expect to 
deliver), such an outcome is, in practice, likely to be much closer to last year's Base Case 
than the original High Case. As such, we are now recommending a lending program for 
FY94-96 of 44-45 operations, involving total lending of about$ .1 billion (IDA: $1.95 
billion, phased as per para. 4L above; IBRD: $7~ 15 billion, assumed to be phased 
roughly: FY94, $2.25 billion; FY95, $2.35 billion; FY96, $2.55 billion). For purposes 
of projecting exposure, we have assumed the FY96 level of IBRD commitments to be 
sustained in all subsequent years. 

53. Based on the Region's proposal above, China's DOD is projected by FRS, 
as shown below, to remain within the 10 percent guideline through the year 2000. 

FY93 (actual) 
FY95 
FY97 
FY98 
FY99 
FY2000 

w 
4.0 
4.9 
6.9 
8.0 
9.0 
9.9 

The possibility on this basis of exceeding the 10 percent guideline temporarily at some 
point in the next century is one that cannot be totally precluded. This possibility is not, 
however, considered by the Region to justify a further compression of the proposed lending 
program to China over the period now under review. Aside from the high degree of 
uncertainty surrounding the Bank-wide totals after the year 2000, the lending proposals 
made above go no further than meeting the assurances provided to the Chinese, at the time 
of the IDA-10 negotiations, that any loss in IDA resources would be compensated for by 
access to IBRD funds. If the Bank were now to retreat from this assurance, based on an 
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unusually rigid application of the 10 percent guideline to long-term projections, the 
institution's hard-earned credibility in China could suffer damage, with (arguably) no 
obvious compensating real gain in the Bank's own financial soundness. 

--
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2. Invited by the chairman to summarize key issues for discussion, Mr. Burki 
(EA2DR) first highlighted the size of the proposed Lending Program. On the basis of 
country developments alone, the Department would have been prepared to propose a 
move to the High Case scenario put forward in last year's CSP (51 operations over 
FY94-96, with combined IBRD/IDA lending of about $11 billion). The actual proposal 
in the CSN (44-45 operations, combined lending of about $9.1 billion) reflected three 
constraints: the need for substitution of IBRD resources for recently agreed reductions in 
China's IDA share; IBRD exposure limits; and internal budgetary constraints. Secondly, 
Mr. Burki drew attention to the Department's proposal to put greater focus, within its 
overall ESW program, on a more flexible approach, including expanded use of shorter 
turnaround strategy papers: three such pieces produced over the last year ( on public 
enterprise reform, the financial sector and macroeconomic management) had already 
achieved a profound impact within China. Finally, he said, the Department needed to 
receive management guidance, within the broader context of the Lending Program scale 
issue, on the order of magnitude of co-financing it should pursue in China. On the latter 
point, the chairman responded that the CSN' s presentation of this issue required further 
sharpening. In his own view, the Bank could do more in the way of co-financing in 
China, so as to leverage constrained IBRD resources while still ensuring its "seat at the 
table". This question should be followed-up, especially with established Bank 
borrowers. 

3. Ms. Nishimizu (FRSDR) pursued the issue of IBRD exposure, and 
questioned whether it was appropriate to plan on a basis that might result in China's 
share of IBRD debt outstanding and disbursed (DOD) rising above 10 percent at some 
point after the tum of the century. Given the expected pattern of disbursements, the 
level of commitments over FY94-96 would play a key role in determining the outcome 
over the subsequent few years. The chairman answered that this issue needed to be 
viewed in the broader context of the Bank's overall country relationship. In convincing 
the Chinese authorities of the need for early and very substantial reductions in China's 
access to IDA resources, the senior management had provided assurances on the Bank's 
readiness to substitute IBRD lending for previously available IDA credits. A credibility 
issue would thus arise if IBRD exposure guidelines were now to be applied to China in a 
more rigid manner than was known in practice to prevail for other major borrowers. He 
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agreed, however, that this was an issue that should be posed more explicitly in the 
revised version of the CSN. 

4. In response to suggestions from Mr. Ritchie (ASTDR) and Mr. Sud 
(CFSDR) that Japanese channels (official and, possibly, private) might now be showing 
more serious interest in possible co-financing with the Bank in rruna. Mr. Burki said 
that these were sources the Department had been pursuing for the past three years: it was 
necessary to remain realistic about the prospects. Mr. Kaji added that, in considering 
the longer-term (post-year 2000) exposure outcomes, levels of commitment after FY94-
96 would start to become more relevant, and it was in this period that larger co­
financing levels were in practice likely to impact on the IBRD lending volume to a more 
significant extent. 

5. Turning to the draft CSN's proposals on 'PSW and related activities, Mr. 
Kaji noted that Chinese demands for more intensive assistance had internal resource 
implications for the Department. In this regard, he welcomed the intention to make 
increased use of technical assistance (TA) operations; greater focus should, in addition, 
be given to fostering the development of indigenous capacity for policy analysis. 
Continuing with the theme of internal resource constraints, he said that, while he 
appreciated the CSN's message on China's need for help with the "nuts and bolts" of 
reform implementation, the Department should in parallel pursue options for resource 
savings in delivering some of its lending operations, possibly including a regional 
approach to "repeater" operations in selected cases. 

6. Ms. Nishimizu felt that the Department needed to make more explicit its 
analysis of the socio-political stresses that might be associated with a possible "hard 
landing" from the current overheating, particularly in the light of recent media attention 
to incidents of rural discontent. Mr. Burki replied that reports of this kind needed to be 
placed in a broader context than was generally done by the press: such problems as 
existed could not, for example, be compared to those seen in parts of South Asia. 
Recent discussions with Chinese leaders on the macroeconomic situation indicated a high 
degree of receptiveness to the Bank' s policy recommendations. Taking account, in 
addition, of China's ability during previous cycles to ride out temporary setbacks without 
lasting damage to its economic progress, he believed that Beijing would demonstrate that 
the lessons of the past had in fact been absorbed, and would succeed in introducing an 
effective stabilization program combining both indirect instruments and some necessary 
direct measures. The provinces might grumble initially, but would in practice fall in 
line. It was not unreasonable to expect that, by about the spring of next year, visible 
improvements in the macroeconomic situation would be in evidence. 

7. Following up, Ms. Nishimizu asked whether, nonetheless, the CSN should 
not have presented a "Low Case" scenario for Bank lending. Messrs. Kaji and Burki 
replied that such a scenario had been prepared in the previous year's CSP but was not 
really relevant to the present situation, in which the effectiveness of stabilization, rather 
than the commitment to reform, was the key issue. Mr. Kaji added that, with 
infrastructure bottlenecks making a major contribution to overheating, a cutback in 

. . • :~ ,. , · ... .. ~- ... :_~' - . .- .. ..... t ... >o, ·. ' . ... . ,· .. . ', , . ... . ..:_, : . 



Those Listed Below - 3 - July 8, 1993 

lending at this stage would be counterproductive. Mr. Thomas (EAPVP) pointed out 
that, on the macroeconomic side, the downside risks were explored in greater detail in 
the recently completed Updating Economic Memorandum (UEM). Mr. Ritchie 
wondered if, by contrast, the CSN should not be laying out a "High Case" scenario. 
Mr. Kaji responded that in his view the relatively modest differences between the Base 
and High Cases of the 1992 CSP were not now the key issue to pursue. What mattered 
was ensuring that the Bank had a sufficiently solid presence in the provinces~ to make an 
effective contribution and, beyond this, avoiding the suggestion of "salami tactics" which 
would arise if IDA reductions were now to be followed by cuts in the planned IBRD 
program. 

8. Mr. Ray (DPGDR) said one should not disregard the impact media reports 
could have. It needed to be made more explicit whether the Department was tracking 
regional inequality and whether this was viewed as a major source of concern. 
Expanded treatment was also needed of the alternative macroeconomic scenarios, 
including the "hard landing" possibility. To this, Mr. Dadush (IECAP) added that more 
information was also needed on the external implications of the different macro 
scenarios: if a "hard landing" were to damage foreign investors' confidence, foreign 
direct investment (FDI) might fall and in turn impact the trade balance. Mr. Burki 
replied that somewhat more detail could be provided on the so-called "hard landing" case 
in the CSN (it was pointed out that full details of the relevant projections on the external 
side were also contained in the UEM). On investor confidence, he continued that, in 
practice, many foreign businesses which had failed to invest in China earlier now 
regretted this: investors did not, he said, look at China in isolation but in comparison 
with other possible locations, and they too could appreciate the record of the past. Mr. 
Harrold (EA2DR) added that a "hard" landing should not be interpreted to mean a crash 
landing. 

9. Ms. Nishimizu asked how the Department would respond if the Chinese 
authorities declined to accept its proposal for safeguarding the Bank's involvement in 
poverty alleviation, the social sectors and the environment in the face of IDA cuts. Mr. 
Burki responded that China now accepted the inevitability of the IDA reductions and he 
did not believe the Bank's program in these sectors would in fact be affected. Beyond 
this, the central Ministry of Finance was starting to receive repayment of some earlier 
IDA credits, which should ease the transition. Mr. Kaji concurred that the Department 
had been effective in communicating this message. 

10. Mr. Khan (IFC) said that serious problems still remained in China's policy 
environment for attracting foreign investment. Most FDI continued to come from 
overseas Chinese sources and to be concentrated on small-scale projects, involving 
relatively low-level technology and oriented overwhelmingly to export markets. IFC saw 
the larger, more sophisticated, domestically-oriented investments which it considered 
China needed as held back by continued imperfections in the foreign exchange market. 
The organization of foreign currency "swap markets" on provincial lines made the 
availability of foreign exchange (rather than just its price) a risk to FDI intended to serve 
domestic markets: in addition, it distorted investors' locational and marketing decisions. 
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IFC's own recent experience - in talking, for example, to the Hong Kong banks - was 
that they were not prepared to accept this risk and insisted on guarantees from the Bank 
of China or its affiliates. In this context, he said, IFC' s potential partners urgently 
needed to see a clear timetable for exchange rate unification and convertibility. 

11, Mr. Kaji acknowledged the challenges IFC faced in re-entering China. 
Nonetheless, in overall terms, it was appropriate to present China's achievement in 
attracting record levels of FDI as a major success story. Mr. Burki added that the 
changes already seen in foreign exchange markets represented a fundamental 
transformation of the situation. The leadership fully recognized the need, in China's 
own interest, for further advances, and he was convinced that these would indeed 
materiali7.e. His advice for the Corporation at this stage was that doing business 
successfully in China called for perseverance and commitment. Mr. Harrold added that 
the recommendations of the Department's recently completed Trade Report highlighted 
the case for further foreign exchange market reform - the exchange rate per se was an 
area where the IMF' s leadership was respected. While recent months had seen unusual 
turbulence in the markets, there was a clear understanding on the Chinese side of what 
needed to be done over the next 2-3 years. 

12. In conclusion, Ms. Nishimizu expressed appreciation for the clarity with 
which the Department had expressed its strategic vision and its proposals for operational 
innovation. Mr. Kaji closed by observing that the meeting had provided valuable 
guidance on the areas where further sharpening of the draft CSN was needed. 
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CHINA: 1993 CSP UPDATING MEMORANDUM 

EXECUTIVE SUMMARY 

i. The past year has witnessed key meetings of China's party congress and 
national legislature, which gave their approval to the collective leadership succession 
proposed by veteran leader Deng Xiaoping. In many ways even more importantly, the 
Congresses authoritatively changed the official definition of China's basic economic 
ideology, removing references to planning and public ownership and substituting a 
"socialist market" creed. With this clearing of the ideological air, recent months have 
witnessed a near-ferment of new market-oriented reform proposals in many key areas of 
public policy, including those targeted by last year's CSP [reform of state-owned 
enterprises (SOEs); housing and social security reform; financial sector reform; and reform 
of prices and markets]. In the latter area, indeed, the liberalization of product pricing and 
the adjustment of the most distorted prices (energy, rail tariffs, raw materials and grain) 
have come so far over the past two years that the remaining steps are starting to look 
significantly less challenging than before. 

u. Beyond the speeding-up of market-oriented reforms in these and other areas 
(see paras. iv, v), the news in recent months has been dominated by macroeconomic 
developments. The further acceleration of the boom during 1992 brought real GDP growth 
from around 7 percent in 1991 to almost 13 percent, well above the 8-9 percent which we 
and the Government see as the safe trend rate. Much of the fuel came from monetary 
expansion, running at over 30 percent. Results for the first quarter of 1993 confirmed the 
costs of this pace of growth, including a swift turnaround in the trade balance and 
escalating inflation, and the Government promptly accepted our advice on the need for 
immediate action to avoid further deterioration and try to achieve a "soft landing." The 
specific measures of monetary and fiscal tightening announced since the middle of May 
deserve to be welcomed for the emphasis they place on the use of indirect policy 
instruments, consistent with the economy's increasing market-orientation, as opposed to 
the old administrative armory of the past. At the same time, we are leaving the authorities 
in no doubt about our view that these measures do not yet go far enough. This message 
was given in very strong language at a high-level seminar held in June to discuss 
macroeconomic policy issues. In addition, while we do not expect the external accounts 
to be allowed to get out of hand, we are emphasizing the benefits of extending more 
market-oriented (rather than administrative) approaches in this area as well, and have 
recently completed a major ESW report advocating a combination of further trade 
liberalization with exchange rate reform. Helping to avoid another bout of chronic 
overheating, with the potential for reform setbacks this has brought in the past, has thus 
become our highest priority for the immediate future. 

lll. The risk cannot be ruled out that, as has happened before, the Chinese 
authorities will miss the chance to achieve a relatively soft landing for their overheated 
economy. In favor of an optimistic view are the heightened sensitivity of central leaders, 
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following the lessons of 1988-90, to the dangers of delaying an effective response and 
being subsequently forced into an abrupt deceleration (interruption of reform momentum, 
sociopolitical stresses, loss of domestic and international confidence), the increasing 
economic sophistication of their own domestic policy analysts and the fact that a 
substantially larger share of the economy is now more highly marketized and hence 
susceptible to management through indirect policy levers. The sources of concern, by 
contrast, are that much of the investment pressure still comes from the least reformed 
sectors of the economy-local authorities and locally-controlled state enterprises-which 
have their own powerful political patrons among provincial leaders. The latter have, in 
the past, too often put parochial development interests above the national need for stability 
until forced to give ground by an obvious crisis. No one can rule out the danger that this 
will happen again, and thus China may again experience a hard landing. 

iv. On the reform front, the Government has announced new measures to 
increase further the role of private sector investment in the economy [including Foreign 
Direct Investment (FDI), currently running at record levels of around $10 billion a year.] 
These include opening-up inland areas, the service sectors and-in a recent initiative whose 
implications have yet to be fully assessed-even the provision of physical infrastructure to 
private FDI. In a more general sense, private sector development continues to move 
largely in parallel with SOE reform rather than being seen, as in some other economies 
attempting transition, as an immediate or large-scale component of the solution to the 
SOE's problems. The key features in the next phase of China's assault on SOE reform 
will thus, in general, involve not so much privatization as "corporatization" and 
"marketization." Consistent with our Strategy Paper on SOE Reform, approved earlier this 
year, these measures will be designed to convert the SOEs from miniature welfare-states, 
subject to extensive bureaucratic interference and protected from market discipline by a 
range of distortions in pricing, taxation and financial markets, into market-oriented 
commercial corporations, whose workers look outside the factory-gates for social security 
or housing provision, and whose managers are responsible for their performance to well­
defined owners' representatives. The past year has seen further advances in defining and 
protecting managers' autonomy and promoting the adoption of more transparent 
mechanisms of corporate governance: we expect active innovation in this area to continue. 
In parallel, the Government has explicitly committed itself to cutting and restructuring the 
public bureaucracy so as to reorient it away from the micro-interventionist tendencies of 
the past. 

v. Recent months have also seen a new intensification of interest in the 
previously slow-moving area of financial sector reform. Sector reform is projected to 
include separating remaining directed "policy lending" from a newly commercialized 
mainstream banking sector, accompanied by the restructuring and further strengthening of 
China's Central Bank. These are changes the Bank has long been urging. They will also 
be ambitious and far-reaching changes and, when they start to be introduced in earnest, we 
can expect to be called on to supplement our largely advisory role of recent years with 
substantially expanded hands-on operational involvement. 
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vi. In addition to providing advice and practical implementation support for the 
new phase of economic reforms, Bank objectives also include other priority goals set out 
and approved in last year's CSP: helping to break the recurrent infrastructure bottlenecks 
which have repeatedly constrained China's growth; promoting the expansion of income­
generating opportunities and improved provision of basic social services for the country's 
100 million hardcore rural poor; and supporting policymakers and local administrations 
confronting the formidable challenges posed by air and water pollution .• Broadly speaking, 
our strategies in these three areas will continue to follow the lines set out in the 1992 CSP. 
Some shifts of emphasis will, however, be warranted. In the infrastructure sectors, in 
particular, recent progress with tariff reform means that attention ·can increasingly shift to 
the corporatization of service provision along more commercial lines, accompanied by the 
development of more transparent regulatory frameworks. It also, however, leaves the 
inadequacy of China's highway network, starved for dependable sources of investment 
financing, all the more apparent-and we propose a further increase in the emphasis given 
to highways development in our own operational program. 

vii. An additional challenge which has emerged since the approval of the 1992 
CSP concerns the management of the decline in IDA availability resulting from decisions 
taken on "blend" countries during the tenth replenishment. Domestic onlending 
arrangements create a danger that the hardening of China's IBRD/IDA blend could lead 
to reduced willingness to borrow in the areas of poverty alleviation, the social sectors and 
the environment. We have communicated our view that such an outcome would be 
unacceptable. The early response has been encouraging, but we can expect this issue to 
resurface as the cuts start to become effective. 

vm. The accelerated pace of reform is being accompanied by a heightened 
appetite for Bank advice and assistance, not only with broad policy issues but also, very 
crucially, with the details of reform implementation, often delegated by the central 
decisionmakers to sectoral agencies or, more often, local authorities. With the major 
philosophical barriers now mostly crossed, these "nuts and bolts" questions will 
increasingly determine China's success in translating its bold reform intentions into 
working reality. In tum, with no other outside agency able to match the Bank's experience 
or credibility within China, we ourselves face difficult challenges in trying to leverage our 
own limited resources in innovative ways so as to maintain our responsiveness to the 
country's requirements and demands, including the related priority of strengthening our 
presence in China's less-advanced inland regions. Economic and sector work will need 
to become more flexible to meet calls for immediate advice on specific reform 
implementation choices, and we are restaffing our Resident Mission to help meet this need. 
Sector-specific technical assistance operations may offer another promising new model. 
In addition, our lending operations are rapidly acquiring more of a "reform implementation 
support" element, precisely to help meet the "nuts and bolts" needs of putting reform into 
practice. 

ix. The quickening of the reform impulse outlined above may be considered to 
meet, in substantive terms, the basic conditions set out in last year's CSP for moving from 
the CSP's Base Case lending scenario (about 45 operations over FY94-96, with combined 
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IBRD/IDA lending of close to $9 billion) up to the High Case scenario (about 51 
operations, with combined lending of about $11 billion). In not making such a 
recommendation at this time, we have been guided by three considerations: 

(a) The decline in China's expected IDA allocation under IDA 10, compared 
to the assumptions made in the CSP, creates an imperative to substitute 
IBRD lending for previously anticipated IDA credits; 

(b) This, in tum, brings forward the date at which attention needs to be given 
to issues of IBRD exposure limits; and 

(c) The internal budgetary implications of seeking to process a larger number 
of projects. 

x. Accordingly, we propose to continue working at a level approximately 
equivalent to last year's Base Case (44-45 operations over FY94-96, with combined 
lending of an estimated $9.1 billion). On this basis, China's share of IBRD debt 
outstanding and disbursed is forecast to remain within the 10 percent guideline through at 
least the tum of the decade. 
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CHINA: 1993 CSP UPDATING MEMORANDUM 

1. The 1992 Country Strategy Paper (CSP) was reviewed and approved by the 
President's Office on June 12, 1993. The present "Country Strategy Note" (CSN) updates 
our analysis of the reform climate and macroeconomic situation to cover the events of the 
past twelve months, and proposes appropriate modifications in our country assistance 
strategy in keeping with the rapidly evolving situation in China. An Updating Economic 
Memorandum (UEM), based on a mission to China in April 1993, is being finalized in 
parallel with this CSN. 

A. BACKGROUND: KEY CHALLENGES 

2. Last year's CSP and a number of other Bank documents have extensively 
documented the key achievements of China's reforms to date-the marketization of 
agriculture, the rapid growth of nonstate activity in industry and services, the "open door" 
to trade and foreign direct investment (FDI)-and the ensuing growth in GDP (averaging 
9 percent) and productivity. Rather than repeating this discussion, we concentrate here on 
the areas where we still see major challenges remaining. Many of the priority areas from 
last year's CSP remain (e.g., the key nexus of SOE reform, connected social reforms and 
financial sector reform), though the recent impetus seen behind price reforms (paras. 4, 
5) means that this area has now dropped somewhat down the scale of our priorities. By 
contrast, the short-term macroeconomic situation has emphatically increased in visibility 
since June of last year. We therefore list the following key challenges: 

(a) Intensifying the marketization of those domestic producers of tractable goods 
still significantly shielded from market forces, i.e., China's state-owned 
enterprises (SOEs): a process that needs to move in parallel with the further 
development of domestic factor markets (including financial and labor 
market reforms); 

(b) Continuing to address perennial constraints to growth in the domestic 
nontradable sectors: principally energy, transport and communications 
infrastructure bottlenecks; 

( c) Developing effective responses to the plight of the 100 million Chinese poor 
still largely bypassed by reform-induced development; and 

( d) Further strengthening indirect instruments of macroeconomic demand 
management consistent with an increasingly marketized economy and, as the 
highest and most urgent priority of shon-term policy, making effective use 
of them to achieve a "soft landing" from the pressures of overheating that 
have recently emerged. 

3. State-Owned Enterprises and Related Reforms. As in the CSP, this 
continues to be seen as the key longer-term challenge. To summarize our basic analysis, 
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China's 100,000 SOEs have continued to operate in an environment characterized by 
significant administrative involvement in economic decision-making and to be sheltered 
from the ultimate discipline of "hard budget constraints." The relatively cautious pace of 
SOE marketization hitherto can be largely attributed to concerns over the potential social 
impact of fundamental restructuring on the SOEs' workforce, over 70 million strong and, 
together with dependents, covering the bulk of the population in the main cities. The SOE 
workers' vulnerability, in tum, has reflected patterns of social security provision designed 
in the context of traditional lifetime employment, including dependence on the employing 
enterprise for subsidized housing, unfunded and nontransferable pension rights and medical 
insurance, together with the absence, until very recently, of formal systems of 
unemployment compensation or meaningful urban labor markets. A variety of mechanisms 
has served, in practice, to soften SOE budget constraints so as to avoid redundancies or 
bankruptcy,· including-in addition to explicit budgetary subsidies-concessional pricing on 
Plan allocations of energy and raw materials; ad hoc local negotiation of corporate income 
tax bills; and preferential access to directed credit, often on favorable terms, from the state 
banking system. Beyond this, SOE managers have continued to be subject to extensive 
involvement in business decisions by government agencies: the organization of these 
bureaus, both centrally and locally, along narrow, subsector-specific lines has served, inter 
alia, to inhibit diversification strategies and, to a considerable degree, to "freeze" the 
pattern of SOE investment and output. 

4. A certain amount of progress has already been made in the marketization of 
the SOE sector. Final output markets are far less subject to state control (90 percent of 
retail prices are now uncontrolled) and have also been increasingly influenced by 
competitive pressure from nonstate entrants; the financing of industrial investment has been 
largely shifted from the budget to the banks and retained earnings; and energy supplies and 
raw materials are now subject to multiple-tier pricing, with at least out-of-Plan supplies at 
the margin at generally realistic market prices. In addition, "contract management system" 
reforms from the mid-1980s, which converted SOEs' formal objectives from gross output 
to profit maximization, provided managers substantially enhanced autonomy over the 
allocation of resources (including labor) within the individual enterprise: Bank-supported 
studies have identified a resulting upward trend in SOE productivity. At the same time, 
the earlier phase of reforms fell short of a more fundamental restructuring involving cross­
enterprise or cross-sectoral resource reallocation; the SOEs continue to show slower growth 
in productivity or output than nonstate enterprises; SOEs still absorb a disproportionate 
share of formal credit (approximately four fifths) and of the best-qualified entrants to the 
workforce; and visible SOE losses (generally considered understated as a result of weak 
accounting standards) are equivalent to 4-5 percent of GDP, or close to double the total 
budget deficit. Broader ramifications of the SOEs' protected status include obstacles to 
relaxing continued government dominance over the allocation of bank lending (as well as 
to placing the taxation system on a more transparent basis). As such, SOE reform is 
needed not merely as an end in itself, but also as a means toward freeing-up markets 
(including the capital market) in order to permit greater responsiveness to demand from 
the nonstate sector. The Chinese authorities' recently reinforced commitment to more 
fundamental marketization of the SO Es is discussed in greater detail in Section C below. 
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5. Infrastructure. Basic infrastructure bottlenecks, as also noted by the CSP, 
have played a part in choking off growth in each of the recent episodes of overheating, 
including 1985 and 1988/89, and reports of power shortages and congestion on the 
railways and at the ports have again surfaced in recent months. Investment in transport 
and energy has been constrained from two sides-erosion of the budgetary funds that were 
the traditional sources, and low controlled prices for nontradable services, which inhibited 
self-financing (while also stimulating wasteful consumption). Bank-supported price 
reforms, which have accelerated over the past two years, have gone a long way toward 
removing past distortions: recently increased rail tariffs are expected to permit the self­
financing of about 80 percent of planned sectoral investments, while average consumer 
electricity tariffs are now estimated to be in excess of 90 percent of long-run marginal cost. 
Even in these sectors, however, backlogs and unevenness in regional coverage remain. 
Meanwhile, efforts to develop a more balanced transport system, in particular a modern 
highway network, continue to be hampered by the absence of robust road financing 
mechanisms, while telecommunications coverage remains at low levels, in part reflecting 
quasi-monopolistic traditions and past resistance to competitive entry. Recent policy 
initiatives in the infrastructure area are also reviewed in Section C. 

6. Poverty. A major Bank report finalized during the last year (No. 10409-
CHA) has broadly confirmed the view of this issue taken in the 1992 CSP. It shows that, 
while the first five years of reform lifted some 170 million Chinese out of absolute 
poverty, the population remaining in poverty (close to 100 million) has shown no 
discernible reduction over the last decade. Absolute poverty in China today is almost 
exclusively rural; it affects whole communities rather than individuals; and it is heavily 
concentrated on a regional basis-affecting villages in remote, resource-poor (and often 
environmentally degraded) areas, primarily in the northwestern and southwestern interior. 
The challenge of alleviating this remaining hardcore poverty is a multidimensional one. 
In at least some of the poorest regions, technological packages now exist that are capable, 
with the necessary investment support, of yielding substantially improved agricultural 
incomes, on an environmentally sustainable basis, for at least part of the current 
population. Other sources of employment, however, such as small-scale industry, are 
widely constrained by infrastructure deficiencies and poor market access (although some 
border areas, in particular, should benefit from the recent expansion of the open-door 
policies). For some of the poor, outward migration may be the most promising option: 
this, though, is a field where earlier policy restrictions are only gradually yielding to 
pressures from below. 

7. Low incomes in these regions are compounded by marked weaknesses in the 
prov1s1on of social services, and resulting indicators of health and education status 
strikingly below national averages. Women's health and girls' education are frequently the 
most severely affected. Central policy has traditionally stressed self-sufficiency by rural 
communities in social service financing and, although fiscal arrangements have long 
redistributed revenues to the poorest provinces (and, since the mid-1980s, also to the 
poorest counties), there is little indication that effective mechanisms yet exist to achieve 
sustained social improvements at the level of the poorest villages where the worst 
conditions are found. With no easy solutions, the plight of China's poor continues to 
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challenge the best efforts both of the Chinese authorities and of the international 
development community (paras. 39-40). 

8. Macroeconomic Management. The cyclical nature of Chinese growth since 
1978 has been widely discussed. By many international standards, the troughs have been 
neither particularly deep nor especially prolonged: the most recent cycle, at its lowest 
point, witnessed real GDP growth of 3.8 percent in 1990, with recovery to 7.2 percent in 
1991. There is, nonetheless, legitimate cause for concern over the stresses created by very 
rapid deceleration, as well as over the extent to which, in past episodes, the pursuit of 
marketization reforms has become subordinated to the imperative of regaining control of 
aggregate demand, in turn achieved largely through administrative mechanisms and 
quantitative controls. The prevalence of such direct levers to date can be traced to several 
causes. The tax system, based largely on multiple-year contracts negotiated between the 
different layers of government, has not lent itself to demand fine-tuning (though Beijing 
has shown some inventiveness in introducing new taxes), so that deflationary fiscal policy 
has primarily comprised direct cutbacks in public investment (imposed administratively by 
the center). On the monetary side, although interest rate changes played a more important 
role in the most recent (1988/89) period, direct quantitative credit controls remained the 
principal instrument, reflecting partly the limited capability and experience of the central 
bank (People's Bank of China, PBC) in the use of indirect policy tools (and relatively thin, 
undiversified domestic money markets), but also reservations over the likely responsiveness 
of SOE credit demand to the interest rate changes then considered feasible. 

9. The 1988/89 episode had specific features not likely to be repeated, 
including an abortive preannounced "big bang" attempt at price reform, which sparked a 
rapid upswing in consumer demand and complicated the design of an effective policy 
response. Beyond this, the earlier experience has itself served to increase the sensitivity 
of policymakers to the disruptive potential of overheating, and thus to improve the 
likelihood of a more timely response on subsequent occasions. Signs of the need for 
concern at the present time have indeed been building over recent months. Real GDP 
growth over 1992 proved close to 13 percent, significantly above the 8-9 percent level 
judged consistent, on a sustained basis, with noninflationary growth by the 1992 CEM (and 
subsequently adopted as the official target). At the same time, however, the trade and 
inflation results for 1992 were, in overall terms, still relatively comforting, with export 
growth at 18.2 percent (though imports grew faster, at 26.2 percent), and the retail price 
index (RPI) up by only 5 .4 percent (though here, too, more worrying signals were visible 
in some of the disaggregated indices, including a rise of 15 percent in the "means of 
production" measure of raw materials prices). 

10. Data now available for the first quarter of 1993 have eliminated remaining 
ambiguity over the danger of overheating. The turnaround in the trade balance has been 
particularly striking, with export growth slowed to 7.4 percent, while import expansion 
maintained its pace at an unabated 25 .4 percent, resulting in the first trade deficit since 
1989 ($1.2 billion for the quarter). This has been accompanied by substantial further 
widening of the divergence between the official exchange rate and that in the parallel 
market. Price data confirmed the trend, with the RPI rate of increase up to 8.6 percent 
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and the "means of production" index rising at a rate of 38 percent by the end of March. 
With the official budget deficit relatively stable in the internationally unexceptionable range 
of 2-3 percent of GDP, it is the monetary sector that has provided most of the fuel for the 
rapid expansion in demand (much of it, however, "quasi-fiscal" in nature and absorbed by 
the SOEs). Growth in broad money during 1992 reached 31.3 percent and, on top of 
perennial difficulties in containing lending by local branches of the state banks, a 
distinctive contribution has on this occasion originated from rapidly expanding nonbank 
financial institutions (NBFis), to date effectively covered neither by PBC's traditional 
quantitative controls nor by the newer style of prudential regulation the central bank is 
attempting to introduce into the sector. 

11. Starting in mid-May, and in line with warnings contained in our draft UEM, 
the central authorities have signaled their recognition of the need for immediate measures 
to avoid further deterioration in the macroeconomic balance. The steps so far announced 
are all consistent with our advice. They include increases in officially administered interest 
rates for bank deposits and loans, as well as on Government bonds; proposals to stiffen 
enforcement of the authorization process for capital market issues; and measures to curb 
the erosion of the fiscal revenue base by local governments via the multiplication of 
"development zones" conveying tax concessions. Earlier restrictions on access to the 
parallel market for foreign exchange are also reported to have been eased. Further credit 
tightening is proposed, including more effective regulation of the NBFI sector. While 
these actions are both welcome and timely, we have made very explicit in the strongest 
terms our view that the changes so far announced (e.g., in interest rates) are not going to 
be sufficient to achieve the desired results. We have also expressed concern over the fact 
that deposit rates have been raised significantly more than lending rates, with adverse 
implications predictable for financial sector viability. In addition, we are pressing the role 
which further trade liberalization and exchange rate reforms could play, in addition to their 
longer-term contribution to improved resource allocation, in helping to absorb the more 
immediate demand pressures. 

12. It is clear that, over coming months, maintaining a very close dialogue on 
short-term macromanagement issues will need to absorb a considerable proportion of our 
efforts. On present showing, it is an area in which the central Government is both eager 
to receive, and responsive to, the Bank's advice. The discussions of the UEM (and those 
at a timely recent conference in China on macroeconomic management) indicated a very 
high degree of responsiveness to our message at both the working level and the very top. 
Given China's experience over recent years, and the increased sophistication of its policy 
analysts, our message on the potential dangers of a hard landing (renewed cycles, possible 
interruption of reform momentum) is one that has by now been well internalized. Some 
of our Chinese counterparts were, indeed, at pains to stress that, if indirect policy 
instruments should need to be supplemented by administrative restrictions, these should be 
concentrated precisely on the least market-oriented sectors (SOEs, local government), 
rather than being applied in blanket fashion to the economy as a whole. This is itself an 
indication of how far things have changed since 1988/89. At the same time, it serves to 
accentuate that the crucial test at this stage is less one of intellectual appreciation than of 
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political strength and will. As such, there is an element of uncertainty surrounding the 
outcome that no amount of analysis at this stage can fully remove. 

B. External Environment 

13. During recent years, with the relative isolation suffered following Tiananmen 
now largely dissipated, China has benefited from a generally favorable external 
environment, which permitted trade growth over 1989-92 of 15-20 percent per annum. In 
1992, in particular, FDI (primarily targeted to export-oriented manufacturing) rose to 
around $10 billion, making China the largest developing country recipient of such 
investment. China has also continued to enjoy relatively easy access to international 
financial markets, made easier of late by the opening (albeit on a restricted basis) of 
China's internal financial markets to overseas portfolio investors. At the same time, 
however, as noted above (para. 10) and as predicted in last year's CSP, the trade balance 
has rather rapidly swung into deficit; not in itself necessarily an undesirable development, 
but one which will require careful monitoring. 

14. In trade, there are three external issues. First, China's application to 
resume its seat at the GATT, which was filed in 1986, is still pending (and subject to 
difficult negotiations, which may take at least one more year to conclude) . If completed 
satisfactorily, this would add a degree of certainty to China's external economic 
environment that has for some years been lacking. Second, on May 28, 1993, the US 
administration extended China's MFN status for another year, linking subsequent renewal 
to progress on human rights, but explicitly excluding bilateral trade and arms export issues. 
This approach helps to remove doubts about China's export markets in the most immediate 
future. Third, China stands to benefit more than many others from a hoped-for successful 
conclusion to the Uruguay Round, in view of its dependence on garment and footwear 
exports, which would be liberalized relatively more than other commodities. 

15. China's investment climate continues to improve, as reflected in the doubling 
of FDI in 1992. The country is benefiting in this regard from the growing role of other 
Asian economies such as Japan, Taiwan (China) and Korea as overseas investors, 
supplementing China's original investment partners in Hong Kong. If this continues, FDI 
can be expected to make a significant and increasing contribution, both in established 
manufacturing sectors and also in new areas for FDI (such as services and infrastructure). 
The financial markets continue to look favorably on Chinese instruments. Bonds and 
syndications are issued with ease, especially on Asian financial markets, and at very 
favorable rates. China's excellent repayment record, and absence of rescheduling requests, 
combine to make the country a very desirable sovereign borrower. We expect China to 
continue to enjoy a strong creditworthiness position. As we forecast last year, the balance 
of payments current account has returned to its normal (pre-1989) stance of a moderate 
deficit. We see no reason to expect this to be allowed to get out of hand (see UEM for 
more detailed forecasts): the interesting question, rather, is whether its future management 
will take place primarily through traditional administrative measures or, as advocated in 
a recent major ESW report on Trade Reform, through a combination of liberalization of 
quantitative restrictions and exchange reform. Total debt outstanding stood at only 
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16 percent of GDP in 1992 and this is projected to fall gradually over the balance of the 
decade. The associated debt service level is also expected to remain healthy, declining 
further from its already modest level of 9.7 percent of export earnings in 1992 to about 
7 percent in the second half of the decade. Indicators for IBRD exposure are reviewed in 
para. 50 below. 

16. On the downside, some uncertainties remain. Trading arrangements are ad 
hoc, as noted, and subject to arbitrary change pending conclusion of ongoing negotiations. 
China's export growth has been highly concentrated in terms of markets and products 
(notably in garments, toys and footwear for the US market) and some of these niches may 
be approaching saturation. Finally, political tensions continue to affect relations with Hong 
Kong and Taiwan (China), which reduce the achievement of potential synergies from the 
much-discussed "fourth growth pole." These aspects will therefore continue to demand 
attention and monitoring. 

C. Country Assistance Strategy 

Recent Developments and Government Policies 

17. Political Developments. The past year has witnessed developments of 
considerable importance at the policy-making and political levels, which have served inter 
alia to cement the policy consensus around further acceleration of China's marketization 
reforms. The key events were the meeting, in October 1992, of the fourteenth Party 
Congress, whose decisions set the overall policy direction for the next five years, and the 
subsequent inaugural session (March 1993) of the newly elected National People's 
Congress (NPC), China's legislature. These two bodies, the sources of policy legitimacy 
within the party and the state, took the critical symbolic steps of writing into party policy 
and the constitution, respectively, a redefinition of official economic philosophy that 
replaced the earlier formula of "a planned economy on the basis of socialist public 
ownership" by "a socialist market economy." In keeping with Chinese tradition, the latter 
concept does not readily lend itself to a precise or static legalistic definition. It may, 
however, be read (particularly taken together with an earlier reinterpretation of "socialist 
public ownership" to · include not only SOEs but also local collectives) as an explicit 
downgrading of the weight attached to any specific ownership model, as well as a powerful 
public assertion of the central role further marketization is designed to play in future 
economic strategy. In summary, we see these steps as symbolizing the authoritative 
removal of residual ideological constraints to the ongoing marketization process. The 
socialist nature of the Chinese economic model, in tum, is likely in future to be manifested 
primarily by concern to protect basic social service provision and avoid extreme inequities 
in economic welfare and, more specifically, a continuing commitment to the eradication 
of China's remaining absolute poverty. 

18. The two Congresses also gave their stamp of approval to the planned 
collective succession to the elders of the Long March generation. This included the 
reelection (with a number of dissenting ballots) of Li Peng to his second (and, 
constitutionally restricted, final) term as Premier; the elevation of Jiang Zemin to be State 
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President as well as Party Secretary and Chairman of the Central Military Commission; 
and the promotion of the reform-minded Zhu Rongji to the new post of Senior Vice 
Premier. In designing the new lineup, China's patriarch Deng Xiaoping appears to have 
succeeded in avoiding several potential political pitfalls. The rumored ambitions of the 
Yang family (outgoing President Yang Shangkun and his younger half-brother General 
Yang Baibin) were squashed, and both brothers sidelined, together with a number of 
potential allies in the military. Equally, several members of the "princelings' party" (the 
sons and daughters of older leaders whose activities helped fuel popular discontent in 
1989), were passed over in the new appointments. The specific names that were chosen 
clearly reflected a good deal of back-room negotiations, and could yet be subject to 
disruption by unexpected events (e.g., the health of Premier Li Peng). However, the 
obvious success of and popular support for the basic policy line ratified by the Congresses 
is probably of greater ultimate significance for the future than the position of any particular 
individual among the designated successors. The Congresses' removal of remaining 
uncertainties over ideology has legitimized the recent and very obvious upsurge in the 
discussion, proposal and introduction of specific reform measures, at both central and local 
levels, in many of the most important reform areas. The current policy climate is 
reviewed in greater detail in the UEM, but key features are outlined below. 

19. SOE Reform. The central thrust of official policy is now the aggressive 
promotion of corporatization and marketization reforms in the SOE sector. New 
regulations (July 1992) seek to improve the definition and protection of management 
autonomy over major business decisions. The center is, in addition, encouraging the 
conversion of S0Es into shareholding companies, with the ownership function exercised 
by Boards of Directors rather than government bureaus: this step will also help open the 
door to further ownership diversification. In parallel, a government reorganization has 
been announced, designed over several years to reduce the overall size of the bureaucracy 
and to reorient the work of ministries and bureaus away from their past micro­
interventionist traditions. Meanwhile, bankruptcy provisions and mergers are being 
increasingly applied to SOEs. Official sanction has been extended for the sale or leasing 
of at least some of the smaller SOEs to collectives or private enterprises. A cautious 
approach is currently being taken, however, to the expansion of stock exchange listings 
(not inappropriate at this stage, given the gaps still to be filled in securities market 
regulations, as well as the generally weak state of enterprise accounts, an area where the 
Government has recently launched an urgent nationwide upgrading program: the last thing 
China's reforms need now is a series of stock exchange scandals and, without considerable 
caution, this is a real danger). 

20. Labor Market (Housing and Social Security) Reform. As noted earlier, 
this is a crucial corollary of SOE reform, and one in which the basic lines of official policy 
have by now been in place for about two years. The scope of fixed-term labor contracts 
for SOE workers (replacing lifetime guarantees) is being expanded. In housing, the center 
has established a timetable for previously nominal rents to increase to cover management, 
maintenance, depreciation, interest and property taxes by the end of the decade. In 
parallel, enterprise housing units are to be transferred to commercial housing corporations. 
As rents rise, the second prong of official policy, encouraging wider owner-occupation, 
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should also come into play. Pension rights are starting to be pooled across enterprises: 
similar reforms for health insurance are, however, at a more preliminary stage. Finally, 
unemployment insurance schemes are under development and introduction. It should be 
stressed, however, that the detailed implementation responsibility for the above reforms lies 
almost entirely at local (usually municipality) level, and this is where practical models are 
having to be worked out. 

21. Financial and Capital Market Reforms. Following several years without 
basic policy movement, this area is now receiving reinforced attention. It is 
symptomatic-and encouraging-that we received a Government request, which has been 
met, for a strategy paper in this sector earlier this year. Beijing has committed itself in 
principle to converting the bulk of the existing State banking system into genuinely 
commercial banks, with the autonomy over lending this would imply. Remaining directed 
"policy lending" is to be segregated from commercial banking-initially on an accounting 
basis, but subsequently through the formation (probably by restructuring existing 
institutions) of one or more banks dedicated to the provision of policy loans. Banks' 
accounting practices are to be standardized as part of the basis for more sophisticated 
methods of monetary control and bank regulation. Consistent with these changes, gradual 
deregulation of interest rates is projected. On the capital market side, meanwhile, new 
regulatory bodies have been established for the securities exchanges, and foreign investors 
permitted to purchase certain categories of Chinese equity shares. Finally, there is active 
discussion of the need for a reorganization of PBC, to strengthen its ability to concentrate 
exclusively and more effectively on its central banking functions. Agreement has yet to 
be reached, however, on all aspects of the new design (including the crucial-and 
politically difficult-issue of whether to scrap the current system of organizing PBC on a 
provincial branch basis, which has done much to dilute central control in the past). 

22. Fiscal Reform. This is an area where progress has long been complicated 
by conflicts of interest between the center and the lower-level administrations that actually 
carry out the assessment and collection of the great bulk of China's tax revenue. Initiatives 
under way include efforts to standardize the taxation of corporate income (another area 
where improved accounting standards are crucial), as well as the gradual diversification 
of the revenue base, including phased introduction of a value added tax. Despite Beijing's 
desire to regularize its fiscal relationship with lower levels, however, and experiments with 
"tax-sharing systems," there appears no sign of an imminent breakthrough in this politically 
difficult area: we plan to continue, nonetheless, to press its importance within our own 
dialogue. 

23. Private Sector Development. In overall terms, the further development of 
the private sector is projected to continue to take place in parallel with the corporatization 
and marketization of the SOEs, rather than through efforts at a mass privatization of the 
existing public sector. The central authorities have undertaken to simplify further the 
registration of new private firms, and to ease restrictions over such firms' scope of 
business. Lower levels, meanwhile, are increasingly active in promoting new joint venture 
subsidiaries between Chinese enterprises (including both SOEs and local collectives) and 
foreign partners (even if some represent in part a response to advantageous tax treatment 
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of joint ventures). Such activity is likely to increase further following recent 
announcements expanding the scope of the open door for FD/both geographically (to cover 
interior regions) and sectorally (to encompass an increasing range of teniary activities, 
including retailing, distribution and financial services). The center has also extended its 
blessing to increased FDI in infrastructure sectors. There are already examples of private 
Hong Kong investment in toll highways, other transport facilities and a 200 MW thermal 
power station in neighboring Guangdong province, as well as a recent Hong Kong-Chinese 
joint-venture agreement to develop Shanghai's container port. Assessing the potential for 
wider replication is now an area of active interest for IFC (paras. 44-45) and the Bank 
Group as a whole. 

24. Legal Reform. The authorities recognize that further marketization calls 
for traditional reliance on administrative mechanisms to give way, across wide areas of the 
economy, to transparent rules-based systems and a more comprehensive framework of 
economic law. Given the many areas in which the current legal framework is either 
clearly deficient or nonexistent, as well as the numerous fields in which, as discussed 
above, new reform proposals are under active development, something close to a flood of 
draft legislation is at present circulating in Beijing. The authorities have indicated potential 
interest in Bank advice and assistance in helping to develop the legal framework in an 
effective and internally consistent manner: exploring possible modalities for such support 
will provide a new focus for our proposed assistance strategy (para. 29). 

Main Objectives and IBRD/IDA Program of Assistance 

25. Lending and Portfolio. New Bank commitments to China amounted to just 
over $2.5 billion in FY92 and $3.2 billion in FY93. Despite modest year-to-year changes 
in average supervision ratings, to be expected in a growing and maturing program, the 
overall implementation status of the Bank portfolio in China, currently comprising 
approximately 100 active investment projects, has continued to be robust (average 
supervision rating of 1.50), fundamentally reflecting a combination of strong local 
administrative capability and the powerful sense of borrower ownership that has 
consistently" characterized the Bank-supported program in China. There are no major 
implementation problems identified as generic to a significant number of operations, and 
at any one time there are seldom more than 3-4 specific operations rated as having 
significant implementation difficulties (while the Government's responsiveness to concerns 
raised by the Bank is such that projects do not generally remain in this category very 
long). 

26. Country Dialogue and ESW. The policy dialogue between China and the 
Bank is exceptionally strong, reflecting Chinese decisionmakers' trust in the objectivity and 
relevance of Bank ESW, respect for the quality of the Bank's investment project work 
across a broad range of sectors and regions, and recognition of the consistency of the 
institution's support of China's reforms and development throughout the past decade. 
Formal ESW reports are studied seriously both by the most senior decisionmakers and by 
officials in the relevant sectors, and studies in recent years have contributed to the 
evaluation of reform implementation alternatives in areas including the financial and fiscal 
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sectors, housing and social security reform, the development of urban land markets and 
grain market liberalization, as well as providing comprehensive overviews of issues 
relating to poverty and the environment. Major reports on China's trade policy and 
budgetary issues, respectively, are currently being finalized. Planned topics for work over 
FY94 are summarized in the box below. 

Studies: 

CHINA: PROPOSED MAIN AREAS OF ESW FOR FY94 

Domestic Market Regulation and Development 
State-Owned Enterprise Reform 
Municipal Finance 
Quasi-Fiscal Deficit 
GNP/National Accounts 
Regional Patterns of Development 
Agricultural Marketing 
Water Resources Planning 
Provincial/Municipal Environmental Management 
Higher Education Efficiency 
Health Finance Reform 

Strategy Papers: Financial Sector 
Industrial Policy and Restructuring 
Power Sector 
Transport Sector 
Ports Subsector 
Highways Subsector 

27. Need for Innovation. Our program in China over much of the past decade 
largely comprised the two products discussed above: formal ESW reports, prepared after 
intensive research and providing comprehensive coverage of issues in specific sectors or 
policy areas; and solid, well-prepared investment projects supporting technological 
modernization and institutional development objectives, as well as selected, well-defined 
sector reform objectives, such as tariff reform in the principal infrastructure sectors. This 
combination, and the "parallel track" approach which maintained some distance between 
the two products, helped to meet specific country needs and demands for technology 
transfer and institutional modernization during a period when China was still emerging 
from its earlier international isolation. It was also· broadly compatible with the relatively 
deliberate approach to reform during much of the decade, and the manner in which the 
leadership then preferred to receive outside advice. What is now apparent, however, is 
that the earlier product range and the parallel track will no longer serve fully to meet the 
requirements and demands for assistance being generated by the recently accelerated pace 
of reform, and the Government's desire to see more intimate Bank involvement in the 
detailed implementation of the new generation of reforms. We are thus now being 
challenged to develop new approaches and incorporate additional flexibility into our 
country assistance program, and this is a challenge the proposed strategy will seek to meet. 
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28. One clearly identified demand is for the ability to provide prompt feedback 
and advice to decisionmakers on reform implementation alternatives in specific areas 
through succinct analytical papers, based more upon synthesis than on extensive original 
research, and produced on a more flexible schedule than formal ESW. During the past 
year, informal strategy papers of this kind have been provided to the Government in areas 
including SOE reform, financial sector strategy and short-term macroeconomic 
management issues: to help reinforce our capacity to respond to additional requests of this 
type, we are currently restructuring the staffing of the Resident Mission in China (RMC), 
to put considerably greater emphasis on macro and sector policy analysis skills. Under a 
second model, we have to date provided intensive assistance, through international 
workshops and follow-up staff input, to two of China's most important coastal cities 
(Shanghai and Tianjin) with the design of city-level "reform action plans," intended to 
serve as "living documents" capable of guiding reform implementation on a multi-year 
basis and underpinning future Bank lending: we plan in the near future to start adapting 
this model to the needs of selected inland cities (tentatively, Wuhan and Shenyang). 

29. In some of the key reform areas, the demand for external assistance with 
policy analysis and reform implementation issues will clearly go beyond what the Bank can 
provide from its own resources (in view of the extent of the support needed and/ or the 
specialized skills involved) . We thus expect to make increasing use of sector-specific TA 
operations in future. The first example was provided by the Financial Sector Technical 
Assistance Project (Credit. 2423-CHA), designed largely to help strengthen the capability 
of PBC, and approved in September 1992. We are actively discussing with the 
Government the potential for additional operations of this type, in such areas as economic 
law reform, further strengthening of financial and capital markets and the development of 
support services for newly marketized enterprises. 

30. A further area where we are introducing innovative products might be 
described as reform implementation support operations. In many areas where reform plans 
are now active, effective reform implementation will itself call for significant investments 
in building new or modified institutions, imparting new skills and creating supporting 
infrastructure, not only at the center but throughout China's provinces and municipalities. 
One example concerns the marketization of China's hitherto tightly planned grain 
distribution system. This reform will not only require development of new institutions and 
skills (commodities exchanges, commercial trading corporations, etc.), but will also open 
up new possibilities for more economically rational domestic and international trading 
patterns that, however, without supporting physical investment, could be frustrated by 
infrastructure bottlenecks: a grain market reform implementation support operation was 
recently approved by the Board. A second area is housing and social security reform, 
where the city-level administrations charged with implementation require assistance with 
the creation of viable models of commercial housing corporations, housing finance 
institutions, etc. Here, too, preparation is at an advanced stage. A third example, where 
we are working actively, relates to labor. redeployment issues raised by SOE reform. 
Existing vocational/technical training models in China focus heavily on preservice training: 
new approaches will be needed to meet the retraining requirements of older workers called 
on to change jobs. 



G-CSP. TXT/G-EA2CO/Ody/06-29-93/mjd7 /avt' 

- 13 -

31. IDA Replenishment. An additional challenge in the management of the 
country assistance program, on both the Bank and Government sides, is raised by the 
decline in availability of IDA resources for China resulting from the decisions, subsequent 
to last year's CSP, on blend countries in the context of the tenth replenishment (IDA-10). 
In this connection, we are already discussing with the Chinese authorities our aim of 
maintaining our existing levels of support for the social sectors, for the development of the 
poorest regions and for environmental protection and the amelioration of pollution. 
Internal arrangements for onlending make this a difficult issue for the Chinese to handle 
and, although the initial response has been encouraging, it will undoubtedly continue to 
require considerable attention, particularly as the cuts start to bite. 

32. Proposed Operational Program. As earlier discussion has sought to 
demonstrate, the central policy stance has by now evolved to provide an enabling 
environment for rapid further marketization reforms. Certain key policy areas will 
continue of necessity to be addressed primarily through dialogue at the center-e.g., 
monetary and financial sector aspects, and fiscal and trade reform-though in these areas 
too we will explore all possible vehicles for Bank support, including the types of 
innovative products outlined above. In most other areas, however, reform progress will 
depend largely on developments at the level of individual sectors, provinces and 
municipalities, and it is at these levels that we propose to continue to concentrate the bulk 
of our future lending. 

33. Our earliest operations in industry focused primarily on supporting the 
technological modernization of Chinese firms (primarily SOEs) in a selected number of 
subsectors, itself an important contribution given that prevailing standards were often 
decades behind international best-practice. Expectations today, however, are pitched much 
higher, and future involvement in this sector must clearly be designed with the primary 
objectives of fully supporting and advancing . the processes of marketization and 
transformation now endorsed at the central level. In keeping with the recommendations 
of our Enterprise Strategy Paper, endorsed by Bank Senior Management earlier this year, 
understandings have therefore been reached with the Government that future Bank support 
in the industrial sector (at both the regional and sectoral levels) would need to be provided 
within specific frameworks fully consistent with marketization and transformation 
objectives, including: 

(a) separation of state firms from government bureaus through restructured 
corporate forms (including transparent ownership mechanisms); 

(b) promotion of ownership diversification; 

( c) corporate income tax reform; 

(d) accompanying social and labor market reforms (housing, social security, 
etc.); 
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(e) competitive market policies, including promoting freedom of entry and exit 
for both public and private producers; and 

(f) satisfactory guarantees of access by nonstate enterprises to Bank support. 

34. We are committed to experimenting with the design of industrial investment 
operations meeting the above objectives at the provincial/municipal level in several regions 
(including inland as well as more traditional coastal locations), and are also exploring the 
possibility of applying them in selected subsectors on a cross-provincial basis. One 
ongoing operation, the Rural Industrial Technology (Spark) Project (Ln. 3274-CHA, 
Cr. 2186-CHA) seeks to provide support exclusively to the domestic nonstate sector, and 
we will consider possible further operations with a similar focus. We will also review the 
possibility to make use of the innovative product models discussed earlier to support 
industrial enterprise marketization and restructuring. 

35. In the financial sector, our initial goal was to help introduce modern 
investment evaluation approaches through the development of a new industrial DFC, the 
China Investment Bank, CIB (and parallel support, in rural areas, to the Agricultural 
Bank). Recent years have witnessed a shift in focus to the imperative of strengthening the 
overall sector policy framework and the institutional capability of PBC, an approach whose 
operationalization was launched with the recently approved TA project (para. 29). We 
expect our next financial sector operation to continue and broaden the focus on the sector­
wide framework and infrastructure pioneered by the TA project. Given the expected pace 
of change in this sector, however, attention to the strengthening of PBC and other sector­
level agencies will soon need to be supplemented by a focus on the transformation and 
restructuring of the operating institutions in the sector, including the commercialization of 
China's state banks. This is thus a sector in which our operational involvement may need 
to be intensified rather rapidly, and it is a sector in which finding innovative models for 
reform implementation support will be a central challenge for our assistance strategy. 

36. China's infrastructure sectors (primarily power and-within transport-rail, 
roads and ports) have together absorbed over 40 percent of cumulative Bank lending to 
China. As discussed earlier (para. 5), these have been the key bottleneck sectors, with 
heavy absolute investment requirements, and the development of effective new mechanisms 
of domestic resource mobilization (fundamentally through tariff reform) has inevitably been 
a gradual process. As also discussed, however, it is a process now paying off, with the 
railways and the power sector, in particular, now far better placed for internal resource 
generation (para. 5) and the ports undergoing rapid commercialization, including 
experiments with the introduction of FDI (para. 23). 

37. These changes are now prompting a reevaluation of the future role of the 
Bank in the infrastructure sectors. We recently submitted a strategy paper on the railways 
sector to the Board (No. 10592-CHA), and are planning similar papers on ports, highways 
and electric power, respectively, as well as a strategy document for the transport sector as 
a whole. With substantial progress already in tariff reform, greater attention is now called 
for within our policy goals, in the case of the natural monopolies, to promoting 
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co,poratization accompanied by more transparent systems of regulation reflecting the 
lessons of international best-practice. In subsectors where competitive market structures 
are a realistic possibility, meanwhile, including ports and-potentially-telecommunications 
(an area where the Bank has yet to lend but where a possible first operation will shortly 
be appraised), our priority will be to promote the dual objectives of commercialization and 
subsectoral policy frameworks conducive to competition and the introduction of private 
capital, including FDI. 

38. By contrast to the directly revenue-earning subsectors, there has been no 
comparable breakthrough in the case of China's highways. Our analytical work has 
highlighted the severe modal imbalance of the Chinese transport system (in which almost 
60 percent of freight, and close to half the passenger traffic, is still carried by the 
railways). A modem highway system is urgently needed both to support the further 
development of marketized production activities and also as a key to greater domestic 
market integration and more balanced regional development. Within the overall transport 
system, this is the mode where future capital requirements are likely to be greatest. Our 
recent intermodal transport study of Guangdong province (Bank Discussion Paper 
No. 151), for example, recommended that some three quarters of future transport 
investment in the province should be directed to highway development. It is also, 
however, the field where domestic resource mobilization is currently least well-developed. 
We are therefore proposing a major increase in the relative weight given to highway 
development, and will be taking the study of, and support for, new models of resource 
mobilization as our leading sector policy objective. 

39. In agriculture and the social sectors last year's CSP explicitly proposed the 
pursuit of poverty alleviation as our highest priority objective. In several of the regions 
of concentrated absolute poverty, including much of the northwest as well as the "red 
soils" areas found in much of the southeast, we consider that farming models already in 
existence (developed in part through earlier Bank projects) have proven their worth, and 
we are now preparing successor operations to promote their replication on a larger scale. 
Rural income generation in the most resource-poor areas of the southwest, by contrast, has 
less in the way of proven farm technology packages to build on. As an outgrowth of our 
recent poverty study (paras. 6-7), we plan very shortly to launch the identification of a 
poverty alleviation project in the southwest: given the difficult local conditions, innovative 
approaches (possibly including a multisectoral strategy) are likely to be required. 

40. In the social sectors, similarly, operations recently approved or in the active 
pipeline exemplify the priority now being given to the problems of the poorest areas 
(para. 7), including basic education for girls and maternal health care priorities. The 
Education Development in Poor Provinces Project (Cr. 23390-CHA), which seeks to 
strengthen basic education provision in six of China's poorest provinces, is expected to be 
followed by a successor operation extending the approach to additional poor regions. 
Work is also under way on a Maternal and Child Health Project, similarly targeted at poor 
rural areas. A pending Rural Health Workers' Training Project includes provisions 
intended to help develop appropriate and sustainable financing mechanisms for rural health 
care which, if successful, could provide the basis for wider replication. 
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41. Beyond the primary goal of poverty alleviation, there are additional areas 
in agriculture and the social sectors where Bank assistance has an important role to play. 
Our support for the marketization of China's grain sector has already been noted 
(para. 30), as have our efforts, within the social sectors, in vocational retraining (para. 30) 
and health finance reform (box attached to para. 26). In addition, strengthened water 
resource planning is a vital priority for China, both for agricultural and other end-uses, 
and in both the water-scarce north of the country and flood-prone areas further south. 
Despite well-established domestic capability in irrigation development, particularly at the 
local level, water-use planning on a regional or cross-regional basis tends to strain both the 
older generation of planning models currently in use within China and established 
mechanisms for interprovincial coordination. In addition, while a recent Bank review has 
confirmed that Chinese mechanisms for planning and implementation of resettlement have 
generally produced very satisfactory results in recent years (and a report on this study has 
been issued in Gray Cover recently), it is also clear that it is the larger water development 
projects that are most likely to put pressure on the adequacy of these mechanisms. This 
sector is therefore proposed to continue as an area of active Bank involvement. 

42. Our first comprehensive strategy paper on China's environment (No. 9669-
CHA) was completed in April 1992 and its recommendations were summarized in last 
year's CSP. These recommendations provide the basis for what has become the fastest­
growing area of concentration in our lending program, and we have recently concluded that 
a new sector division should be created, to focus exclusively on future environmental 
activities, while permitting sufficient attention also to be given to our work on education 
and health. Three investment operations addressing the amelioration of environmental 
conditions, especially in the field of water pollution, and located in-respectively­
Southern Jiangsu, Zhejiang and Changchun, were approved during the course of FY93 
(Ln. 3582-CHA; Credits 2475-CHA and 2457-CHA). Work is under way on a pipeline 
of further investment projects in additional priority cities and provinces: as in the earlier 
operations, each will include significant TA for the strengthening of local environmental 
management agencies and will also promote the corporatization of local public utilities such 
as water supply, sewage treatment and solid waste management services, to ensure that 
their operations are placed on a financially sustainable basis. In addition, we propose to 
follow the earlier overall strategy paper with a new phase of environmental ESW that will 
focus in greater depth on environmental management issues as seen from the provincial 
and municipal levels. More immediately, the Board has just approved a first Bank­
supported Environmental Technical Assistance Project, intended to help strengthen further 
the institutional capability of China's National Environmental Protection Agency (NEPA) 
and other key sector agencies, as well as to support focused studies in priority areas of 
sector policy. 

43. Cooperation with Other Sources of Financing. There are no major 
changes to report in our relations with the IMF, ADB, UNDP or with the principal sources 
of bilateral funding. As pointed out in last year's CSP, Chinese administrative mechanisms 
for financing development projects have generally not, in the past, been conducive to 
co.financing on a larger scale. There have, however, been recent indications of possible 
interest in experimenting with inore extensive use of cofinancing: in addition, the 
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Government's expressed intention to encourage greater private investment in the 
infrastructure sectors (para. 23) may open new possibilities in this area, and we intend to 
explore potential vehicles over the coming year. 

44. IFC and MIGA. IFC's country assistance strategy for China focuses on 
three principal objectives: (i) promotion of a more favorable foreign investment 
framework, (ii) catalyst to the expansion of private sector investment, and (iii) acceleration 
and deepening of financial and capital markets. To respond effectively to the rapid 
development of the Chinese economy in the context of a continued move towards a market 
economy, IFC opened its first representative office in Beijing in October 1992. IFC's 
active participation is being sought by the authorities in China, particularly as the economy 
is moving towards a more market-based system, with an increasing emphasis on private 
sector led growth. 

45. IFC's operations in China have so far concentrated on supporting joint 
ventures between foreign investors and Chinese enterprises. IFC plays an important 
advisory role in China in helping to structure these transactions and in arranging finance 
on a project risk basis without guarantees from government banks. Work in the capital 
markets area includes the establishment of a joint venture bank, and technical assistance 
to the new Securities Regulatory Commission, which will focus on the adequacy and 
regulations for the rapidly expanding stock markets in China. IFC has also encountered 
lively interest in infrastructure projects, where the scope for private investment is 
substantial, as China recently announced new policies to encourage foreign participation 
in infrastructure development. IFC's progress in infrastructure projects in the near future 
will depend on stronger efforts by the Chinese government to develop a suitable 
environment for private investments, including the legal and regulatory framework, as well 
as the institutional infrastructure, for private business operations. In the Bank's fiscal year 
1993, IFC approved financing for four projects in China, in the areas of banking, cement 
and manufacturing, totaling $42.8 million, which brought IFC's accumulated total 
investments in China to $103.4 million. As of May 31, 1993, MIGA had approved one 
investment guarantee in China, with a package of additional guarantees expected to be 
submitted for approval very shortly. 

46. Proposed Bank Lending Program. As discussed in Section B above, 
China's external position has been generally strong in recent years, with substantial inflows 
ofFDI, especially into export-oriented manufacturing, arid-until the recent deterioration­
surpluses on the trade account. With strong private capital inflows into certain sectors of 
the economy (para. 13), and the current account deficit projected to remain moderate 
(para. 15), capital transfer is not the primary objective or determining principle of the level 
of Bank lending which, even at current and proposed levels, accounts for only a relatively 
minor share of China's total resource requirements. Rather, we see our operational 
program as a mechanism for helping to provide vital support for the nationwide 
implementation of the ongoing reforms, as well as the crucial objectives of poverty 
alleviation and environmental protection, discussed earlier in this paper. 
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47. The composition of our future lending program is proposed to continue to 
be broad-based in both geographical and sectoral terms, in view of the extensive agenda 
outlined in the present paper. In several sectors, as noted earlier (para. 39), social 
objectives have already prompted an increased emphasis on China's interior provinces, and 
we also believe a strong case exists for a similar relative shift of geographical focus in 
several others, including industry and highways. More broadly, we recognize the need for 
additional flexibility in the development of the lending program, including the ability to 
bring forward innovative operations on a fairly tight timetable as warranted by reform 
implementation needs, but equally the freedom to drop earlier proposals no longer seen as 
responsive to rapidly changing conditions. As such, the composition of any multiyear 
Lending Program proposed at the present time must be considered more subject to change 
than in previous years: it may be taken almost as a certainty that new operations, e.g., 
of the sector-specific TA or reform implementation support variety, will in fact be 
developed during the period in question, consistent with the reform impetus and support 
needs in different sectors and policy areas. 

48. In terms of scale of future lending, a very crucial element that now needs 
to be allowed for is the change, since the last CSP, in China's status within IDA. We 
have explained to the Chinese authorities that, in practical terms, they should assume that 
IDA resources for China will henceforth decline by roughly $200 million a year (from 
about $850 million in FY94 to $50 million in FY98, assumed to be the pregraduation 
year), and this scenario has been accepted. We have additionally explained that: (a) future 
IDA flows will be concentrated on supporting IDA objectives in the areas of poverty 
alleviation, the environment and the social sectors, and will not be available to finance 
investment operations in other sectors; and (b) the Bank would expect, despite the IDA 
decline, to safeguard its current level of operational involvement in the above sectors. 
These factors have obvious implications for the substitution of IBRD for IDA lending 
within the overall portfolio-indeed, on resource transfer grounds, a case could be made 
for being prepared to offer such substitution on a more than one-to-one basis. As a 
minimum, the delivery of any given size of total lending program will now imply greater 
use of IBRD resources than was assumed at the time of the last CSP. This substitution, 
in tum, has the result of advancing, compared to the situation at the time of the CSP, the 
date at which IBRD exposure limits must be factored into the equation. 

49. The Base Case for lending approved following last year's review of the CSP 
envisaged 45 operation over FY94-96, with an associated IBRD/IDA lending volume of 
close to $9 billion. With no change in circumstances, the subsequent acceleration in 
reform discussed in earlier sections of this memorandum may be considered to create a 
strong case for now recommending a move to the CSP High Case (51 operations; 
combined lending of $11 billion). We are still convinced that the Bank should now be 
maximizing its opportunity to provide support for the implementation of the next, crucial 
phase of China's reforms. We accept, however, that in view of the IDA substitution factor 
discussed above and the need to respect IBRD exposure guidelines (as well as internal 
budgetary constraints on the number of operations the Department can feasibly expect to 
deliver), such an outcome is, in practice, likely to be much closer to last year's Base Case 
than the original High Case. As such, we are now recommending a lending program for 
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FY94-96 of 44-45 operations, involving total lending of about $9.1 billion (IDA: $1.95 
billion, phased as per para. 48 above; IBRD: $7.15 billion, assumed to be phased 
roughly: FY94, $2.25 billion; FY95, $2.35 billion; FY96, $2.55 billion). For purposes 
of projecting ex,posure, we have assumed the FY96 level of IBRD commitments to be 
sustained in all subsequent years. 

50. On the above assumptions, China's DOD is projected by FRS, as shown 
below, to remain within the 10 percent guideline through the year 2000, which is 
considered, given the uncertainties involved in forecasting the all-country total, an 
acceptable planning horizon at this stage. 

FY93 (actual) 
FY95 
FY97 
FY98 
FY99 
FY2000 

(%) 
4.0 
4.9 
6.9 
8.0 
9.0 
9.9 
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CHINA: 1993 CSP UPDATING :MEMORANDUM 

EXECUTIVE SUMMARY 

i. The past year has witnessed key meetings of China's party congress and 
national legislature, which gave their approval to the collective leadership succession 
proposed by veteran leader Deng Xiaoping. In many ways even more importantly, the 
Congresses authoritatively changed the official definition of China's basic economic 
ideology, removing references to planning and public ownership and substituting a 
"socialist market" creed. With this clearing of the ideological air, recent months have 
witnessed a near-ferment of new market-oriented reform proposals in many key areas of 
public policy, including those targeted by last year's CSP [reform of state-owned 
enterprises (SOEs); housing and social security reform; financial sector reform; and reform 
of prices and markets]. In the latter area, indeed, the liberalization of product pricing and 
the adjustment of the most distorted prices (energy, rail tariffs, raw materials and grain) 
have come so far over the past two years that the remaining steps are starting to look 
significantly less challenging than before. 

11. Beyond the speeding-up of market-oriented reforms in these and other areas 
(see paras. iv, v), the news in recent months has been dominated by macroeconomic 
developments. The further acceleration of the boom during 1992 brought real GDP growth 
from around 7 percent in 1991 to almost 13 percent, well above the 8-9 percent which we 
and the Government see as the safe trend rate. Much of the fuel came from monetary 
expansion, running at over 30 percent. Results for the first quarter of 1993 confirmed the 
costs of this pace of growth, including a swift turnaround in the trade balance and 
escalating inflation, and the Government promptly accepted our advice on the need for 
immediate action to avoid further deterioration and try to achieve a "soft landing." The 
specific measures of monetary and fiscal tightening announced since the middle of May 
deserve to be welcomed for the emphasis they place on the use of indirect lie 
instruments, consistent with the economy's increasing market-orientation, as opposed to 

e o a mirustrative armory of the past. At the same time, we are leaving the authorities 
in no doubt about our view that these measures do not yet go far enough. This message 
was given in very strong language at a high-level seminar held in June to discuss 
macroeconomic policy issues. In addition, while we do not expect the external accounts 
to be allowed to get out of hand, we are emphasizing the benefits of extending more 
market-oriented (rather than administrative) approaches in this area as well, and have 
recently completed a major ESW report advocating a combination of further trade 
liberalization with exchange rate reform. Helping to avoid another bout of chronic \ 
overheating, with the potential for reform setbacks this has brought in the past, has thus 
become our highest priority for the immediate future. 

m. The risk cannot be ruled out that, as has happened before, the Chinese 
authorities will miss the chance to achieve a relatively soft landing for their overheated 
economy. In favor of an optimistic view are the heightened sensitivity of central leaders, 



G-CSP .SUM/G-EA2CO/Ody/06-30-93/avt' /mjd6 

- 11 -

following the lessons of 1988-90, to the dangers of delaying an effective response and 
being subsequently forced into an abrupt deceleration (interruption of reform momentum, 
sociopolitical stresses, loss of domestic and international confidence), the increasing 
economic sophistication of their own domestic policy analysts and the fact that a 
substantially larger share of the economy is now more highly marketized and hence 
susceptible to management through indirect policy levers. The sources of concern, by 
contrast, are that much of the investment pressure still comes from the least reformed 
sectors of the economy-local authorities and locally-controlled state enterprises-which 
have their own powerful political patrons among provincial leaders. The latter have, in 
the past, too often put parochial development interests above the national need for stability 
until forced to give ground by an obvious crisis. No one can rule out the danger that this 
will happen again, and thus China may again experience a hard landing. 

iv. On the reform front, the Government has announced new measures to 
increase further the role of private sector investment in the economy [including Foreign 
Direct Investment (FDI), currently running at record levels of around $10 billion a year.] 
These include opening-up inland areas, the service sectors and-in a recent initiative whose 
implications have yet to be fully assessed-even the provision of physical infrastructure to 
private FDI. In a more general sense, private sector development continues to move 
largely in parallel with SOE reform rather than being seen, as in some other economies 
attempting transition, as an immediate or large-scale component of the solution to the 
SOE's problems. The key features in the next phase of China's assault on SOE reform 
will thus, in general, involve not so much privatization as "corporatization" and 
"marketization." Consistent with our Strategy Paper on SOE Reform, approved earlier this 
year, these measures will be designed to convert the SO Es from miniature welfare-states, 
subject to extensive bureaucratic interference and protected from market discipline by a 
range of distortions in pricing, taxation and financial markets, into market-oriented 

l commercial corporations, whose workers look outside the factory-gates for social security 
or housing provision, and whose managers are responsible for their performance to well­
defined owners' representatives. The past year has seen further advances in defining and 
protecting managers' autonomy and promoting the adoption of more transparent 
mechanisms of corporate governance: we expect active innovation in this area to continue. 
In parallel, the Government has explicitly committed itself to cutting and restructuring the 
public bureaucracy so as to reorient it away from the micro-interventionist tendencies of 
the past. 

v. Recent months have also seen a new intensification of interest in the 
previously slow-moving area of financial sector reform. Sector reform is projected to 
include separating remaining directed "policy lending" from a newly commercialized 
mainstream banking sector, accompanied by the restructuring and further strengthening of 
China's Central Bank. These are changes the Bank has long been urging. They will also 
be ambitious and far-reaching changes and, when they start to be introduced in earnest, we 
can expect to be called on to supplement our largely advisory role of recent years with 
substantially expanded hands-on operational involvement. 
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vi. In addition to providing advice and practical implementation support for the 
new phase of economic reforms, Bank objectives also include other priority goals set out 
and approved in last year's CSP: helping to break the recurrent infrastructure bottlenecks 
which have repeatedly constrained China's growth; promoting the expansion of income­
generating opportunities and improved provision of basic social services for the country's 
100 million hardcore rural poor; and supporting policymakers and local administrations 
confronting the formidable challenges posed by air and water pollution .• Broadly speaking, 
our strategies in these three areas will continue to follow the lines set out in the 1992 CSP. 
Some shifts of emphasis will, however, be warranted. In the infrastructure sectors, in 
particular, recent progress with tariff reform means that attention ·can increasingly shift to 
the corporatization of service provision along more commercial lines, accompanied by the 
development of more transparent regulatory frameworks. It also, however, leaves the 
inadequacy of China's highway network, starved for dependable sources of investment 
financing, all the more apparent-and we propose a further increase in the emphasis given 
to highways development in our own operational program. 

vii. An additional challenge which has emerged since the approval of the 1,,2 
CSP concerns the management of the decline in 19A availability resulting from decisions 
taken on "blend" countries during the tenth replenishment. Domestic onlending 
arrangements create a danger that the hardening of China's IBRD/IDA blend could lead 
to reduced willingness to borrow in the areas of poverty alleviation, the social sectors and 
the environment. We have communicated our view that such an outcome would be 
unacceptable. The early response has been encouraging, but we can expect this issue to \ 
resurface as the cuts start to become effective. 

viii. The accelerated pace of reform is being accompanied by a heightened 
appetite for Bank advice and assistance, not only with broad policy issues but also, very 
crucially, with the details of reform implementation, often delegated by the central 
decisionmakers to sectoral agencies or, more often, local authorities. With the major 
philosophical barriers now mostly crossed, these "nuts and bolts" questions will 
increasingly determine China's success in translating its bold reform intentions into 
working reality. In tum, with no other outside agency able to match the Bank's experience 
or credibility within China, we ourselves face difficult challenges in trying to leverage our 
own limited resources in innovative ways so as to maintain our responsiveness to the 
country's requirements and demands, including the related priority of strengthening our 
presence in China's less-advanced inland regions. Economic and sector work will need 
to become more flexible to meet calls for immediate advice on specific reform 
implementation choices, and we are restaffing our Resident Mission to help meet this need. 
Sector-specific technical assistance operations may offer another promising new model. 
In addition, our lending operations are rapidly acquiring more of a "reform implementation 
support" element, precisely to help meet the "nuts and bolts" needs of putting reform into 
practice. 

ix. The quickening of the reform impulse outlined above may be considered to 
meet, in substantive terms, the basic conditions set out in last year's CSP for moving from 
the CSP's Base Case lending scenario (about 45 operations over FY94-96, with combined 
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IBRD/IDA lending of close to $9 billion) up to the High Case scenario (about 51 
operations, with combined lending of about $11 billion). In not making such a 
recommendation at this time, we have been guided by three considerations: 

(a) The decline in China's expected IDA allocation under IDA 10, compared 
to the assumptions made in the CSP, creates an imperative to substitute 
IBRD lending for previously anticipated IDA credits; 

(b) This, in turn, brings forward the date at which attention needs to be given 
to issues of IBRD exposure limits; and 

(c) The internal budgetary implications of seeking to process a larger number 
of projects. 

x. Accordingly, we propose to continue working at a level approximately 
equivalent to last year's Base Case (44-45 operations over FY94-96, with combined 
lending of an estimated $9.1 billion). On this basis, China's share of IBRD debt 
outstanding and disbursed is forecast to remain within the 10 percent guideline through at 
least the turn of the decade. 
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CHINA: 1993 CSP UPDATING I\1EMORANDUM 

1. The 1992 Country Strategy Paper (CSP) was reviewed and approved by the 
President's Office on June 12, 1993. The present "Country Strategy Note" (CSN) updates 
our analysis of the reform climate and macroeconomic situation to cover the events of the 
past twelve months, and proposes appropriate modifications in our country assistance 
strategy in keeping with the rapidly evolving situation in China. An Updating Economic 
Memorandum (UEM), based on a mission to China in April 1993, is being finalized in 
parallel with this CSN. 

A. BACKGROUND: KEY CHALLENGES 

2. Last year's CSP and a number of other Bank documents have extensively 
documented the key achievements of China's reforms to date-the marketization of 
agriculture, the rapid growth of nonstate activity in industry and services, the "open door" 
to trade and foreign direct investment (FDI)-and the ensuing growth in GDP (averaging 
9 percent) and productivity. Rather than repeating this discussion, we concentrate here on 
the areas where we still see major challenges remaining. Many of the priority areas from 
last year's CSP remain (e.g., the key nexus of SOE reform, connected social reforms and 
financial sector reform), though the recent impetus seen behind price reforms (paras. 4, 
5) means that this area has now dropped somewhat down the scale of our priorities. By 
contrast, the short-term macroeconomic situation has emphatically increased in visibility 
since June of last year. We therefore list the following key challenges: 

(a) Intensifying the marketization of those domestic producers of tradable goods 
still significantly shielded from market forces, i.e., China's state-owned 
enterprises (S0Es): a process that needs to move in parallel with the further 
development of domestic factor markets (including financial and labor 
market reforms); 

(b) Continuing to address perennial constraints to growth in the domestic 
nontradable sectors: principally energy, transport and communications 
infrastructure bottlenecks; 

( c) Developing effective responses to the plight of the 100 million Chinese poor 
still largely bypassed by reform-induced development; and 

( d) Further strengthening indirect instruments of macroeconomic demand 
management consistent with an increasingly marketized economy and, as the 
highest and most urgent priority of short-term policy, making effective use 
of them to achieve a "soft landing" from the pressures of overheating that 
have recently emerged. 

3. State-Owned Enterprises and Related Reforms. As in the CSP, this 
continues to be seen as the key longer-term challenge. To summarize our basic analysis, 
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China's 100,000 SOEs have continued to operate in an environment characterized by 
significant administrative involvement in economic decision-making and to be sheltered 
from the ultimate discipline of "hard budget constraints." The relatively cautious pace of 
SOE marketization hitherto can be largely attributed to concerns over the potential social 
impact of fundamental restructuring on the SOEs' workforce, over 70 million strong and, 
together with dependents, covering the bulk of the population in the main cities. The SOE 
workers' vulnerability, in tum, has reflected patterns of social security proyision designed 
in the context of traditional lifetime employment, including dependence on the employing 
enterprise for subsidized housing, unfunded and nontransferable pension rights and medical 
insurance, together with the absence, until very recently, of formal systems of 
unemployment compensation or meaningful urban labor markets. A variety of mechanisms 
has served, in practice, to soften SOE budget constraints so as to avoid redundancies or 
bankruptcy, including-in addition to explicit budgetary subsidies-concessional pricing on 
Plan allocations of energy and raw materials; ad hoc local negotiation of corporate income 
tax bills; and preferential access to directed credit, often on favorable terms, from the state 
banking system. Beyond this, SOE managers have continued to be subject to extensive 
involvement in business decisions by government agencies: the organization of these 
bureaus, both centrally and locally, along narrow, subsector-specific lines has served, inter 
alia, to inhibit diversification strategies and, to a considerable degree, to "freeze" the 
pattern of SOE investment and output. 

4. A certain amount of progress has already been made in the marketization of 
the SOE sector. Final output markets are far less subject to state control (90 percent of 
retail prices are now uncontrolled) and have also been increasingly influenced by 
competitive pressure from nonstate entrants; the financing of industrial investment has been 
largely shifted from the budget to the banks and retained earnings; and energy supplies and 

t raw materials are now subject to multiple-tier pricing, with at least out-of-Plan supplies at 
t the margin at generally realistic market prices. In addition, "contract management system" 

reforms from the mid-1980s, which converted SOEs' formal objectives from gross output 
to profit maximization, provided managers substantially enhanced autonomy over the 
allocation of resources (including labor) within the individual enterprise: Bank-supported 
studies have identified a resulting upward trend in SOE productivity. At the same time, 
the earlier phase of reforms fell short of a more fundamental restructuring involving cross­
enterprise or cross-sectoral resource reallocation; the SOEs continue to show slower growth 
in productivity or output than nonstate enterprises; SOEs still absorb a disproportionate 
share of formal credit (approximately four fifths) and of the best-qualified entrants to the 
workforce; and visible SOE losses (generally considered understated as a result of weak 
accounting standards) are equivalent to 4-5 percent of GDP, or close to double the total 
budget deficit. l reaaer ramifications of the SOEs' protected status include obstacles to 
relaxing continued government dominance over the allocation of bank lending (as well as 
to placing the taxation system on a more transparent basis). As such, SOE reform is 
needed not merely as an end in itself, but also as a means toward freeing-up markets 
(including the capital market) in order to permit greater responsiveness to demand from 
the nonstate sector. The Chinese authorities' recently reinforced commitment to more I 
fundamental marketization of the SOEs is discussed in greater detail in Section C below. 
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5. Infrastructure. Basic infrastructure bottlenecks, as also noted by the CSP, 
have played a part in choking off growth in each of the recent episodes of overheating, . ~ ...,... 
including 1985 and 1988/89, and reports of power shortages and congestion on the ~ 
railways and at the ports have again surfaced in recent months. Investment in transport 
and energy has been constrained from two sides-erosion of the budgetary funds that were 
the traditional sources, and low controlled prices for nontradable services, which inhibited 
self-financing (while also stimulating wasteful consumption). Bank-supported price 
reforms, which have accelerated over the past two years, have gone a long way toward 
removing past distortions: recently increased rail tariffs are expected to permit the self­
financing of about 80 percent of planned sectoral investments, while average consumer 
electricity tariffs are now estimated to be in excess of 90 percent of long-run marginal cost. 
Even in these sectors, however, backlogs and unevenness in regional coverage remain. 
Meanwhile, efforts to develop a more balanced transport system, in particular a modern 
highway network, continue to be hampered by the absence of robust road financing 
mechanisms, while telecommunications coverage remains at low levels, in part reflecting 
quasi-monopolistic traditions and past resistance to competitive entry. Recent policy 
initiatives in the infrastructure area are also reviewed in Section C. 

6. Poverty. A major Bank report finalized during the last year (No. 10409-
CHA) has broadly confirmed the view of this issue taken in the 1992 CSP. It shows that, 
while the first five years of reform lifted .some 170 million Chinese out of absolut 
poverty, e population remaining in v ·mo has shown no 

1scerrub e r uction over the last decade. Absolute poverty in China today is almost 
exclusively rural; it ec s w o e communities rather than individuals; and it is heavily 
concentrated on a regional basis-affecting villages in remote, resource-poor (and often 
environmentally degraded) areas, primarily in the northwestern and southwestern interior. 
The challenge of alleviating this remaining hardcore poverty is a multidimensional one. 
In at least some of the poorest regions, technological packages now exist that are capable, 
with the necessary investment support, of yielding substantially improved agricultural 
incomes, on an environmentally sustainable basis, for at least part of the current 
population. Other sources of employment, however, such as small-scale industry, are 
widely constrained by infrastructure deficiencies and poor market access (although some 
border areas, in particular, should benefit from the recent expansion of the open-door 
policies). For some of the poor, outward migration may be the most promising option: 
this, though, is a field where earlier policy restrictions are only gradually yielding to 
pressures from below. 

7. Low incomes in these regions are compounded by marked weaknesses in the 
prov1s1on of social services, and resulting indicators of health and education status 
strikingly below national averages. Women's health and girls' education are frequently the 
most severely affected. Central policy has traditionally stressed self-sufficiency by rural 
communities in social service financing and, although fiscal arrangements have long 
redistributed revenues to the poorest provinces (and, since the mid-1980s, also to the 
poorest counties), there is little indication that effective mechanisms yet exist to achieve 
sustained social improvements at the level of the poorest villages where the worst 
conditions are found. With no easy solutions, the plight of China's poor continues to 
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challenge the best efforts both of the Chinese authorities and of the international 
development community (paras. 39-40). 

8. Macroeconomic Management. The cyclical nature of Chinese growth since 
1978 has been widely discussed. By many international standards, the troughs have been 
neither particularly deep nor especially prolonged: the most recent cycle, at its lowest 
point, witnessed real GDP growth of 3.8 percent in 1990, with recovery to 7.2 percent in 
1991. There is, nonetheless, legitimate cause for concern over the stresses created by very 
rapid deceleration, as well as over the extent to which, in past episodes, the pursuit of 
marketization reforms has become subordinated to the imperative of regaining control of 
aggregate demand, in tum achieved largely through administrative mechanisms and 
quantitative controls. The prevalence of such direct levers to date can be traced to several 
causes. The tax system, based largely on multiple-year contracts negotiated between the 
different layers of government, has not lent itself to demand fine-tuning (though Beijing 
has shown some inventiveness in introducing new taxes), so that deflationary fiscal policy 
has primarily comprised direct cutbacks in public investment (imposed administratively by 
the center). On the monetary side, although interest rate changes played a more important 
role in the most recent (1988/89) period, direct quantitative credit controls remained the 
principal instrument, reflecting partly the limited capability and experience of the central 
bank (People's Bank of China, PBC) in the use of indirect policy tools (and relatively thin, 
undiver~ified domestic money markets), but also reservations over the likely responsiveness 
of SOE credit demand to the interest rate changes then considered feasible. 

9. The 1988/89 episode had specific features not likely to be repeated, 
including an abortive preannounced "big bang" attempt at price reform, which sparked a 
rapid upswing in consumer demand and complicated the design of an effective policy 
response. Beyond this, the earlier experience has itself served to increase the sensitivity 
of policymakers to the disruptive potential of overheating, and thus to improve the 
likelihood of a more timely response on subsequent occasions. Signs of the need for 
concern at the present time have indeed been building over recent months. Real GDP 
growth over 1992 proved close to 13 percent, significantly above the 8-9 percent level 
judged consistent, on a sustained basis, with noninflationary growth by the 1992 CEM (and 
subsequently adopted as the official target). At the same time, however, the trade and 
inflation results for 1992 were, in overall terms, still relatively comforting, with export 
growth at 18.2 percent (though imports grew faster, at 26.2 percent), and the retail price 
index (RPI) up by only 5 .4 percent (though here, too, more worrying signals were visible 
in some of the disaggregated indices, including a rise of 15 percent in the "means of 
production" measure of raw materials prices). 

10. Data now available for the first quarter of 1993 have eliminated remaining 
ambiguity over the danger of overheating. The turnaround in the trade balance has been 
particularly striking, with ex rt rowth slowed to 7.4 percent, while import expansion 1 
maintained its pace at an unabated 2 5 .4 percent, resulting in the first trade deficit since 
1989 ($1.2 billion for the quarter) . This has been accompanied by substantial further 

w idening of the divergence between the official exchange rate and that in the parallel 
market. Price data confirmed the trend, with the RPI rate of increase up to 8.6 percent 
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and the "means of production" index rising at a rate of 38 percent by the end of March. 
With the official budget deficit relatively stable in the internationally unexceptionable range 
of 2-3 percent of GDP, it is the monetary sector that has provided most of the fuel for the 
rapid expansion in demand (much of it, however, "quasi-fiscal" in nature and absorbed by 
the SOEs). Growth in broad money during 1992 reached 31.3 percent and, on top of 
perennial difficulties in containing lending by local branches of the state banks, a 
distinctive contribution has on this occasion originated from rapidly expanding nonbank 
financial institutions (NBFis), to date effectively covered neither by PBC's traditional 
quantitative controls nor by the newer style of prudential regulation the central bank is 
attempting to introduce into the sector. 

11. Starting in mid-May, and in line with warnings contained in our draft UEM, 
the central authorities have signaled their recognition of the need for immediate measures 
to avoid further deterioration in the macroeconomic balance. The steps so far announced 
are all consistent with our advice. They include increases in officially administered interest 
rates for bank deposits and loans, as well as on Government bonds; proposals to stiffen 
enforcement of the authorization process for capital market issues; and measures to curb 
the erosion of the fiscal revenue base by local governments via the multiplication of 
"development zones" conveying tax concessions. Earlier restrictions on access to the 
parallel market for foreign exchange are also reported to have been eased. Further credit 
tightening is proposed, including more effective regulation of the NBFI sector . . While 
these actions are both welcome and timely, we have made very explicit in the strongest 
terms our view that the changes so far announced (e.g., in interest rates) are not going to 
be sufficient to achieve the desired results. We have also expressed concern over the fact 
that deposit rates have been raised significantly more than lending rates, with adverse 
implications predictable for financial sector viability. In addition, we are pressing the role 
which further trade liberalization and exchange rate refonns could play, in addition to their 
longer-term contribution to improved resource allocation, in helping to absorb the more 
immediate demand pressures. 

12. It is clear that, over coming months, maintaining a very close dialogue on 
short-term macromanagement issues will need to absorb a considerable proportion of our 
efforts. On present showing, it is an area in which the central Government is both eager 
to receive, and responsive to, the Bank's advice. The discussions of the UEM (and those 
at a timely recent conference in China on macroeconomic management) indicated a very 
high degree of responsiveness to our message at both the working level and the very top. 
Given China's experience over recent years, and the increased sophistication of its policy 
analysts, our message on the potential dangers of a hard landing (renewed cycles, possible 
interruption of reform momentum) is one that has by now been well internalized. Some 
of our Chinese counterparts were, indeed, at pains to stress that, if indirect policy 
instruments should need to be supplemented by administrative restrictions, these should be 
concentrated precisely on the least market-oriented sectors (SOEs, local government), 
rather than being applied in blanket fashion to the economy as a whole. This is itself an 
indication of how far things have changed since 1988/89. At the same time, it serves to 
accentuate that the crucial test at this stage is less one of intellectual appreciation than of 
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political strength and will. As such, there is an element of uncertainty surrounding the 
outcome that no amount of analysis at this stage can fully remove. 

B. External Environment 

13. During recent years, with the relative isolation suffered following Tiananmen 
now largely dissipated, China has benefited from a generally favorable external 
environment, which permitted trade growth over 1989-92 of 15-20 percent per annum. In 
1992, in particular, FDI (primarily targeted to export-oriented manufacturing) rose to 
around $10 billion, making China the largest developing country recipient of such 
investment. China has also continued to enjoy relatively easy access to international 
financial markets, made easier of late by the opening (albeit on a restricted basis) of 
China's internal financial markets to overseas portfolio investors. At the same time, 
however, as noted above (para. 10) and as predicted in last year's CSP, the trade balance 
has rather rapidly swung into deficit; not in itself necessarily an undesirable development, 
but one which will require careful monitoring. 

14. In trade, there are · three external issues. First, China's application to 
resume its seat at the GATT, which was filed in 1986, is still pending (and subject to 
difficult negotiations, which may take at least one more year to conclude). If completed 
satisfactorily, this would add a degree of certainty to China's external economic 
environment that has for some years been lacking. Second, on May 28, 1993, the US 
administration extended China's MFN status for another year, linking subsequent renewal 
to progress on human rights, but explicitly excluding bilateral trade and arms export issues. 
This approach helps to remove doubts about China's export markets in the most immediate 
future. Third, China stands to benefit more than many others from a hoped-for successful 
conclusion to the Uruguay Round, in view of its dependence on garment and footwear 
exports, which would be liberalized relatively more than other commodities. 

15. China's investment climate continues to improve, as reflected in the doubling 
of FDI in 1992. The country is benefiting in this regard from the growing role of other 
Asian economies such as Japan, Taiwan (China) and Korea as overseas investors, 
supplementing China's original investment partners in Hong Kong. If this continues, FDI 
can be expected to make a significant and increasing contribution, both in established 
manufacturing sectors and also in new areas for FDI (such as services and infrastructure). 
The financial markets continue to look favorably on Chinese instruments. Bonds and 
syndications are issued with ease, especially on Asian financial markets, and at very 
favorable rates. China's excellent repayment record, and absence of rescheduling requests, 
combine to make the country a very desirable sovereign borrower. We expect China to 
continue to enjoy a strong creditworthiness position. As we forecast last year, the balance 
of payments current account has returned to its normal (pre-1989) stance of a moderate 
deficit. We see no reason to expect this to be allowed to get out of hand (see UEM for 
more detailed forecasts): the interesting question, rather, is whether its future management J 
will take place primarily through traditional administrative measures or, as advocated in 
a recent major ESW report on Trade Refonn, through a combination of liberalization of 
quantitative restrictions and exchange reform. Total debt outstanding stood at only 
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16 percent of GDP in 1992 and this is projected to fall gradually over the balance of the 
decade. The associated debt service level is also expected to remain healthy, declining 
further from its already modest level of 9. 7 percent of export earnings in 1992 to about 
7 percent in the second half of the decade. Indicators for IBRD exposure are reviewed in 
para. 50 below. 

16. On the downside, some uncertainties remain. Trading arrangements are ad 
hoc, as noted, and subject to arbitrary change pending conclusion of ongoing negotiations. 
China's export growth has been highly concentrated in terms of markets and products 
(notably in garments, toys and footwear for the US market) and some of these niches may 
be approaching saturation. Finally, political tensions continue to affect relations with Hong 
Kong and Taiwan (China), which reduce the achievement of potential synergies from the 
much-discussed "fourth growth pole." These aspects will therefore continue to demand 
attention and monitoring. 

C. Country Assistance Strategy 

Recent Developments and Government Policies 

17. Political Developments. The past year has witnessed developments of 
considerable importance at the policy-making and political levels, which have served inter 
alia to cement the policy consensus around further acceleration of China's marketization 
reforms. The key events were the meeting, in October 1992, of the fourteenth Party 
Congress, whose decisions set the overall policy direction for the next five years, and the 
subsequent inaugural session (March 1993) of the newly elected National People's 
Congress (NPC), China's legislature. These two bodies, the sources of policy legitimacy 
within the party and the state, took the critical symbolic steps of writing into party policy 
and the constitution, respectively, a redefinition of official economic philosophy that 
replaced the earlier formula of "a planned economy on the basis of socialist public 
ownership" by "a socialist market economy." In keeping with Chinese tradition, the latter 
concept does not readily lend itself to a precise or static legalistic definition. It may, 
however, be read (particularly taken together with an earlier reinterpretation of "socialist 
public ownership" to · include not only SOEs but also local collectives) as an explicit 
downgrading of the weight attached to any specific ownership model, as well as a powerful 
public assertion of the central role further marketization is designed to play in future 
economic strategy. In summary, we see these steps as symbolizing the authoritative 
removal of residual ideological constraints to the ongoing marketization process. The 
socialist nature of the Chinese economic model, in tum, is likely in future to be manifested 
primarily by concern to protect basic social service provision and avoid extreme inequities 
in economic welfare and, more specifically, a continuing commitment to the eradication 
of China's remaining absolute poverty. 

18. The two Congresses also gave their stamp of approval to the planned 
collective succession to the elders of the Long March generation. This included the 
reelection (with a number of dissenting ballots) of Li Peng to his second (and, 
constitutionally restricted, final) term as Premier; the elevation of Jiang Zemin to be State 
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President as well as Party Secretary and Chairman of the Central Military Commission; 
and the promotion of the reform-minded Zhu Rongji to the new post of Senior Vice 
Premier. In designing the new lineup, China's patriarch Deng Xiaoping appears to have 
succeeded in avoiding several potential political pitfalls. The rumored ambitions of the 
Yang family (outgoing President Yang Shangkun and his younger half-brother General 
Yang Baibin) were squashed, and both brothers sidelined, together with a number of 
potential allies in the military. Equally, several members of the "princelings' party" (the 
sons and daughters of older leaders whose activities helped fuel popular discontent in 
1989), were passed over in the new appointments. The specific names that were chosen 
clearly reflected a good deal of back-room negotiations, and could yet be subject to 
disruption by unexpected events (e.g., the health of Premier Li Peng). However, the 
obvious success of and popular support for the basic policy line ratified by the Congresses 
is probably of greater ultimate significance for the future than the position of any particular 
individual among the designated successors. The Congresses' removal of remaining 
uncertainties over ideology has legitimized the recent and very obvious upsurge in the 
discussion, proposal and introduction of specific reform measures, at both central and local 
levels, in many of the most important reform areas. The current policy climate is 
reviewed in greater detail in the UEM, but key features are outlined below. 

19. SOE Reform. The central thrust of official policy is now the aggressive 
promotion of corporatization and marketization reforms in the SOE sector. New 
regulations (July 1992) seek to improve the definition and protection of management 
autonomy over major business decisions. The center is, in addition, encouraging the 
conversion of SOEs into shareholding companies, with the ownership function exercised 
by Boards of Directors rather than government bureaus: this step will also help open the 
door to further ownership diversification. In parallel, a government reorganization has 
been announced, designed over several years to reduce the overall size of the bureaucracy 
and to reorient the work of ministries and bureaus away from their past micro­
interventionist traditions. Meanwhile, bankruptcy provisions and mergers are being 
increasingly applied to SOEs. Official sanction has been extended for the sale or leasing 
of at least some of the smaller SOEs to collectives or private enterprises. A cautious 
approach is currently being taken, however, to the expansion of stock exchange listings 
(not inappropriate at this stage, given the gaps still to be filled in securities market 
regulations, as well as the generally weak state of enterprise accounts, an area where the 
Government has recently launched an urgent nationwide upgrading program: the last thing 
China's reforms need now is a series of stock exchange scandals and, without considerable 
caution, this is a real danger). 

20. Labor Market (Housing and Social Security) Reform. As noted earlier, 
this is a crucial corollary of SOE reform, and one in which the basic lines of official policy 
have by now been in place for about two years. The scope of fixed-ter~-~· 
for SOE workers (replacing lifetime guarantees) is being expanded. ~----.::3 has established a timetable for previously nominal rents to incr o cover management, 
maintenance, depreciation, interest and property taxes t e end of the decade. In 
parallel, enterprise housing units are to be transferr t commercial housing corporations. 
As rents rise, the second prong of official R licy, encouraging wider owner-occupation, 
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should also come into play. Pension rights are starting to be pooled across enterprises: 
similar reforms for health insurance are, however, at a more preliminary stage. Finally, 
unemployment insurance schemes are under development and introduction. It should be 
stressed, however, that the detailed implementation responsibility for the above reforms lies 
almost entirely at local (usually municipality) level, and this is where practical models are 
having to be worked out. 

21. Financial and Capital Market Reforms. Following several years without 
basic policy movement, this area is now receiving reinforced attention. It is 
symptomatic-and encouraging-that we received a Government request, which has been 
met, for a strategy paper in this sector earlier this year. Beijing has committed itself in 
principle to converting the bulk of the existing State banking system into genuinely 
commercial banks, with the autonomy over lending this would imply. Remaining directed 
"policy lending" is to be segregated from commercial banking-initially on an accounting 
basis, but subsequently through the formation (probably by restructuring existing 
institutions) of one or more banks dedicated to the provision of policy loans. Banks' 
accounting practices are to be standardized as part of the basis for more sophisticated 
methods of monetary control and bank regulation. Consistent with these changes, gradual 
deregulation of interest rates is projected. On the capital market side, meanwhile, new 
regulatory bodies have been established for the securities exchanges, and foreign investors 
permitted to purchase certain categories of Chinese equity shares. Finally, there is active 
discussion of the need for a reorganization of PBC, to strengthen its ability to concentrate 
exclusively and more effectively on its central banking functions. Agreement has yet to 
be reached, however, on all aspects of the new design (including the crucial-and 
politically difficult-issue of whether to scrap the current system of organizing PBC on a 
provincial branch basis, which has done much to dilute central control in the past). 

22. Fiscal Reform. This is an area where progress has long been complicated 
by conflicts of interest between the center and the lower-level administrations that actually 
carry out the assessment and collection of the great bulk of China's tax revenue. Initiatives 
under way include efforts to standardize the taxation of corporate income (another area 
where improved accounting standards are crucial), as well as the gradual diversification 
of the revenue base, including phased introduction of a value added tax. Despite Beijing's 
desire to regularize its fiscal relationship with lower levels, however, and experiments with 
"tax-sharing systems," there appears no sign of an imminent breakthrough in this politically 
difficult area: we plan to continue, nonetheless, to press its importance within our own 
dialogue. 

23. Private Sector Development. In overall terms, the further development of 
the private sector is projected to continue to take place in parallel with the corporatization 
and marketization of the S0Es, rather than through efforts at a mass privatization of the 
existing public sector. The central authorities have undertaken to simplify further the 
registration of new private firms, and to ease restrictions over such firms' scope of 
business. Lower levels, meanwhile, are increasingly active in promoting new joint venture 
subsidiaries between Chinese enterprises (including both SOEs and local collectives) and 
foreign partners (even if some represent in part a response to advantageous tax treatment 
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of joint ventures). Such activity is likely to increase further following recent 
announcements expanding the scope of the open door for FD/both geographically (to cover 
interior regions) and sectorally (to encompass an increasing range of teniary activities, 
including retailing, distribution and financial services). The center has also extended its 
blessing to increased FDI in infrastru.cture sectors. There are already examples of private 
Hong Kong investment in toll highways, other transport facilities and a 200 MW thermal 
power station in neighboring Guangdong province, as well as a recent Hong Kong-Chinese 
joint-venture agreement to develop Shanghai's container port. Assessing the potential for 
wider replication is now an area of active interest for IFC (paras. 44-45) and the Bank 
Group as a whole. 

24. Legal Reform. The authorities recognize that further marketization calls 
for traditional reliance on administrative mechanisms to give way, across wide areas of the 
economy, to transparent rules-based systems and a more comprehensive framework of 
economic law. Given the many areas in which the current legal framework is either 
clearly deficient or nonexistent, as well as the numerous fields in which, as discussed 
above, new reform proposals are under active development, something close to a flood of 
draft legislation is at present circulating in Beijing. The authorities have indicated potential 
interest in Bank advice and assistance in helping to develop the legal framework in an 
effective and internally consistent manner: exploring possible modalities for such support 
will provide a new focus for our proposed assistance strategy (para. 29). 

Main Objectives and IBRD/IDA Program of Assistance 

25. Lending and Portfolio. New Bank commitments to China amounted to just 
over $2.5 billion in FY92 and $3.2 billion in FY93. Despite modest year-to-year changes 
in average supervision ratings, to be expected in a growing and maturing program, the 
overall implementation status of the Bank portfolio in China, currently comprising 
approximately 100 active investment projects, has continued to be robust (average 
supervision rating of 1.50), fundamentally reflecting a combination of strong local 
administrative capability and the powerful sense of borrower ownership that has 
consistently characterized the Bank-supported program in China. There are no major 
implementation problems identified as generic to a significant number of operations, and 
at any one time there are seldom more than 3-4 specific operations rated as having 
significant implementation difficulties (while the Government's responsiveness to concerns 
raised by the Bank is such that projects do not generally remain in this category very 
long). 

26. Country Dialogue and ESW. The policy dialogue between China and the 
Bank is exceptionally strong, reflecting Chinese decisionmakers' trust in the objectivity and 
relevance of Bank ESW, respect for the quality of the Bank's investment project work 
across a broad range of sectors and regions, and recognition of the consistency of the 
institution's support of China's reforms and development throughout the past decade. 
Formal ESW reports are studied seriously both by the most senior decisionmakers and by 
officials in the relevant sectors, and studies in recent years have contributed to the 
evaluation of reform implementation alternatives in areas including the financial and fiscal 
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sectors, housing and social security reform, the development of urban land markets and 
grain market liberalization, as well as providing comprehensive overviews of issues 
relating to poverty and the environment. Major reports on China's trade policy and 
budgetary issues, respectively, are currently being finalized. Planned topics for work over 
FY94 are summarized in the box below. 

Studies: 

CHINA: PROPOSED MAIN AREAS OF ESW FOR FY94 

Domestic Market Regulation and Development 
State-Owned Enterprise Reform 
Municipal Finance 
Quasi-Fiscal Deficit 
GNP/National Accounts 
Regional Patterns of Development 
Agricultural Marketing 
Water Resources Planning 
Provincial/Municipal Environmental Management 
Higher Education Efficiency 
Health Finance Reform 

Strategy Papers: Financial Sector 
Industrial Policy and Restructuring 
Power Sector 
Transport Sector 
Ports Subsector 
Highways Subsector 

27. Need for Innovation. Our program in China over much of the past decade 
largely comprised the two products discussed above: formal ESW reports, prepared after 
intensive research and providing comprehensive coverage of issues in specific sectors or 
policy areas; and solid, well-prepared investment projects supporting technological 
modernization and institutional development objectives, as well as selected, well-defined 
sector reform objectives, such as tariff reform in the principal infrastructure sectors. This 
combination, and the "parallel track" approach which maintained some distance between 
the two products, helped to meet specific country needs and demands for technology 
transfer and institutional modernization during a period when China was still emerging 
from its earlier international isolation. It was also broadly compatible with the relatively 
deliberate approach to reform during much of the decade, and the manner in which the 
leadership then preferred to receive outside advice. What is now apparent, however, is 
that the earlier product range and the parallel track will no longer serve fully to meet the 
requirements and demands for assistance being generated by the recently accelerated pace 
of reform, and the Government's desire to see more intimate Bank involvement in the 
detailed implementation of the new generation of reforms. We are thus now being 
challenged to develop new approaches and incorporate additional flexibility into our 
country assistance program, and this is a challenge the proposed strategy will seek to meet. 
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28. One clearly identified demand is for the ability to provide prompt feedback 
and advice to decisionmakers on reform implementation alternatives in specific areas 
through succinct analytical papers, based more upon synthesis than on extensive original 
research, and produced on a more flexible schedule than formal ESW. During the past 
year, informal strategy papers of this kind have been provided to the Government in areas 
including SOE reform, financial sector strategy and short-term macroeconomic 
management issues: to help reinforce our capacity to respond to additional requests of this 
type, we are currently restructuring the staffing of the Resident Mission in China (RMC), 
to put considerably greater emphasis on macro and sector policy analysis skills. Under a 
second model, we have to date provided intensive assistance, through international 
workshops and follow-up staff input, to two of China's most important coastal cities 
(Shanghai and Tianjin) with the design of city-level "refonn action plans," intended to 
serve as "living documents" capable of guiding reform implementation on a multi-year 
basis and underpinning future Bank lending: we plan in the near future to start adapting 
this model to the needs of selected inland cities (tentatively, Wuhan and Shenyang). 

29. In some of the key reform areas, the demand for external assistance with 
policy analysis and reform implementation issues will clearly go beyond what the Bank can 
provide from its own resources (in view of the exteTU of the support needed and/ or the 
specialized skills involved). We thus expect to make increasing use of sector-specific TA 
operations in future. The first example was provided by the Financial Sector Technical 
Assistance Project (Credit. 2423-CHA), designed largely to help strengthen the capability 
of PBC, and approved in September 1992. We are actively discussing with the 
Government the potential for additional operations of this type, in such areas as economic 
law reform, further strengthening of financial and capital markets and the development of 
support services for newly marketized enterprises. 

30. A further area where we are introducing innovative products might be 
described as refonn implementation support operations. In many areas where reform plans 
are now active, effective reform implementation will itself call for significant investments 
in building new or modified institutions, imparting new skills and creating supporting 
infrastructure, not only at the center but throughout China's provinces and municipalities. 
One example concerns the marketization of China's hitherto tightly planned grain 
distribution system. This reform will not only require development of new institutions and 
skills (commodities exchanges, commercial trading corporations, etc.), but will also open 
up new possibilities for more economically rational domestic and international trading 
patterns that, however, without supporting physical investment, could be frustrated by 
infrastructure bottlenecks: a grain market reform implementation support operation was 
recently approved by the Board. A second area is housing and social security reform, 
where the city-level administrations charged with implementation require assistance with 
the creation of viable models of commercial housing corporations, housing finance 
institutions, etc. Here, too, preparation is at an advanced stage. A third example, where 
we are working actively, relates to labor redeployment issues raised by SOE reform. 
Existing vocational/technical training models in China focus heavily on preservice training: 
new approaches will be needed to meet the retraining requirements of older workers called 
on to change jobs. 
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31. IDA Replenishment. An additional challenge in the management of the 
country assistance program, on both the Bank and Government sides, is raised by the 
decline in availability of IDA resources for China resulting from the decisions, subsequent 
to last yea.r's CSP, on blend countries in the context of the tenth replenishment (IDA-10). 
In this connection, we are already discussing with the Chinese authorities our aim of 
maintaining our existing levels of support for the social sectors, for the development of the 
poorest regions and for environmental protection and the amelioration of pollution. 
Internal arrangements for onlending make this a difficult issue for the Chinese to handle 
and, although the initial response has been encouraging, it will undoubtedly continue to 
require considerable attention, particularly as the cuts start to bite. 

32. Proposed Operational Program. As earlier discussion has sought to 
demonstrate, the central policy stance has by now evolved to provide an enabling 
environment for rapid further marketization reforms. Certain key policy areas will 
continue of necessity to be addressed primarily through dialogue at the center-e.g., 
monetary and financial sector aspects, and fiscal and trade reform-though in these areas 
too we will explore all possible vehicles for Bank support, including the types of 
innovative products outlined above. In most other areas, however, reform progress will 
depend largely on developments at the level of individual sectors, provinces and 
municipalities, and it is at these levels that we propose to continue to concentrate the bulk 
of our future lending. 

33. Our earliest operations in industry focused primarily on supporting the 
technological modernization of Chinese firms (primarily SOEs) in a selected number of 
subsectors, itself an important contribution given that prevailing standards were often 
decades behind international best-practice. Expectations today, however, are pitched much 
higher, and future involvement in this sector must clearly be designed with the primary 
objectives of fully supporting and advancing the processes of marketization and 
transformation now endorsed at the central level. In keeping with the recommendations 
of our Enterprise Strategy Paper, endorsed by Bank Senior Management earlier this year, 
understandings have therefore been reached with the Government that future Bank support 
in the industrial sector (at both the regional and sectoral levels) would need to be provided 
within specific frameworks fully consistent with marketization and transformation 
objectives, including: 

(a) separation of state firms from government bureaus through restructured 
corporate forms (including transparent ownership mechanisms); 

(b) promotion of ownership diversification; 

(c) corporate income tax reform; 

(d) accompanying social and labor market reforms (housing, social security, 
etc.); 
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(e) competitive market policies, including promoting freedom of entry and exit 
for both public and private producers; and 

(t) satisfactory guarantees of access by nonstate enterprises to Bank support. 

34. We are committed to experimenting with the design of industrial investment 
operations meeting the above objectives at the provincial/municipal level in several regions 
(including inland as well as more traditional coastal locations), and are also exploring the 
possibility of applying them in selected subsectors on a cross-provincial basis. One 
ongoing operation, the Rural Industrial Technology (Spark) Project (Ln. 3274-CHA, 
Cr. 2186-CHA) seeks to provide support exclusively to the domestic nonstate sector, and 
we will consider possible further operations with a similar focus. We will also review the 
possibility to make use of the innovative product models discussed earlier to support 
industrial enterprise marketization and restructuring. 

35. In the financial sector, our initial goal was to help introduce modern 
investment evaluation approaches through the development of a new industrial DFC, the 
China Investment Bank, cm (and parallel support, in rural areas, to the Agricultural 
Bank). Recent years have witnessed a shift in focus to the imperative of strengthening the 
overall sector policy framework and the institutional capability of PBC, an approach whose 
operationalization was launched with the recently approved TA project (para. 29). We 
expect our next financial sector operation to continue and broaden the focus on the sector­
wide framework and infrastructure pioneered by the TA project. Given the expected pace 
of change in this sector, however, attention to the strengthening of PBC and other sector­
level agencies will soon need to be supplemented by a focus on the transformation and 
restructuring of the operating institutions in the sector, including the commercialization of 
China's state banks. This is thus a sector in which our operational involvement may need 
to be intensified rather rapidly, and it is a sector in which finding innovative models for 
reform implementation support will be a central challenge for our assistance strategy. 

36. China's infrastructure sectors (primarily power and-within transport-rail, 
roads and ports) have together absorbed over 40 percent of cumulative Bank lending to 
China. As discussed earlier (para. 5), these have been the key bottleneck sectors, with 
heavy absolute investment requirements, and the development of effective new mechanisms 
of domestic resource mobilization (fundamentally through tariff reform) has inevitably been 
a gradual process. As also discussed, however, it is a process now paying off, with the 
railways and the power sector, in particular, now far better placed for internal resource 
generation (para. 5) and the pons undergoing rapid commercialization, including 
experiments with the introduction of FDI (para. 23). 

37. These changes are now prompting a reevaluation of the future role of the 
Bank in the infrastructure sectors. We recently submitted a strategy paper on the railways 
sector to the Board (No. 10592-CHA), and are planning similar papers on ports, highways 
and electric power, respectively, as well as a strategy document for the transport sector as 
a whole. With substantial progress already in tariff reform, greater attention is now called 
for within our policy goals, in the case of the natural monopolies, to promoting 
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corporatization accompanied by more transparent systems of regulation reflecting the 
lessons of international best-practice. In subsectors where competitive market structures 
are a realistic possibility, meanwhile, including ports and-potentially-telecommunications 
(an area where the Bank has yet to lend but where a possible first operation will shortly 
be appraised), our priority will be to promote the dual objectives of commercialization and 
subsectoral policy frameworks conducive to competition and the introduction of private 
capital, including FDI. 

38. By contrast to the directly revenue-earning subsectors, there has been no 
comparable breakthrough in the case of China's highways. Our analytical work has 
highlighted the severe modal imbalance of the Chinese transport system (in which almost 
60 percent of freight, and close to half the passenger traffic, is still carried by the 
railways). A modern highway system is urgently needed both to support the further 
development of marketized production activities and also as a key to greater domestic 
market integration and more balanced regional development. Within the overall transport 
system, this is the mode where future capital requirements are likely to be greatest. Our 
recent intermodal transport study of Guangdong province (Bank Discussion Paper 
No. 151), for example, recommended that some three quarters of future transport 
investment in the province should be directed to highway development. It is also, 
however, the field where domestic resource mobilization is currently least well-developed. 
We are therefore proposing a major increase in the relative weight given to highway 
development, and will be talcing the study of, and support for, new models of resource 
mobilization as our leading sector policy objective. 

39. In agriculture and the social sectors last year's CSP explicitly proposed the 
pursuit of poverty alleviation as our highest priority objective. In several of the regions 
of concentrated absolute poverty, including much of the northwest as well as the "red 
soils" areas found in much of the southeast, we consider that farming models already in 
existence (developed in part through earlier Bank projects) have proven their worth, and 
we are now preparing successor operations to promote their replication on a larger scale. 
Rural income generation in the most resource-poor areas of the southwest, by contrast, has 
less in the way of proven farm technology packages to build on. As an outgrowth of our 
recent poverty study (paras. 6-7), we plan very shortly to launch the identification of a 
poverty alleviation project in the southwest: given the difficult local conditions, innovative 
approaches (possibly including a multisectoral strategy) are likely to be required. 

40. In the social sectors, similarly, operations recently approved or in the active 
pipeline exemplify the priority now being given to the problems of the poorest areas 
(para. 7), including basic education for girls and maternal health care priorities. The 
Education Development in Poor Provinces Project (Cr. 23390-CHA), which seeks to 
strengthen basic education provision in six of China's poorest provinces, is expected to be 
followed by a successor operation extending the approach to additional poor regions. 
Work is also under way on a Maternal and Child Health Project, similarly targeted at poor 
rural areas. A pending Rural Health Workers' Training Project includes provisions 
intended to help develop appropriate and sustainable financing mechanisms for rural health 
care which, if successful, could provide the basis for wider replication. 
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41. Beyond the primary goal of poverty alleviation, there are additional areas 
in agriculture and the social sectors where Bank assistance has an important role to play. 
Our support for the marketization of China's grain sector has already been noted 
(para. 30), as have our efforts, within the social sectors, in vocational retraining (para. 30) 
and health finance reform (box attached to para. 26). In addition, strengthened water 
resource planning is a vital priority for China, both for agricultural and other end-uses, 
and in both the water-scarce north of the country and flood-prone areas further south. 
Despite well-established domestic capability in irrigation development, particularly at the 
local level, water-use planning on a regional or cross-regional basis tends to strain both the 
older generation of planning models currently in use within China and established 
mechanisms for interprovincial coordination. In addition, while a recent Bank review has 
confirmed that Chinese mechanisms for planning and implementation of resettlement have 
generally produced very satisfactory results in recent years (and a report on this study has 
been issued in Gray Cover recently), it is also clear that it is the larger water development 
projects that are most likely to put pressure on the adequacy of these mechanisms. This 
sector is therefore proposed to continue as an area of active Bank involvement. 

42. Our first comprehensive strategy paper on China's environment (No. 9669-
CHA) was completed in April 1992 and its recommendations were summarized in last 
year's CSP. These recommendations provide the basis for what has become the fastest­
growing area of concentration in our lending program, and we have recently concluded that 
a new sector division should be created, to focus exclusively on future environmental 
activities, while permitting sufficient attention also to be given to our work on education 
and health. Three investment operations addressing the amelioration of environmental 
conditions, especially in the field of water pollution, and located in-respectively­
Southem Jiangsu, Zhejiang and Changchun, were approved during the course of FY93 
(Ln. 3582-CHA; Credits 2475-CHA and 2457-CHA). Work is under way on a pipeline 
of further investment projects in additional priority cities and provinces: as in the earlier 
operations, each will include significant TA for the strengthening of local environmental 
management agencies and will also promote the corporatization of local public utilities such 
as water supply, sewage treatment and solid waste management services, to ensure that 
their operations are placed on a financially sustainable basis. In addition, we propose to 
follow the earlier overall strategy paper with a new phase of environmental ESW that will 
focus in greater depth on environmental management issues as seen from the provincial 
and municipal levels. More immediately, the Board has just approved a first Bank­
supported Environmental Technical Assistance Project, intended to help strengthen further 
the institutional capability of China's National Environmental Protection Agency (NEPA) 
and other key sector agencies, as well as to support focused studies in priority areas of 
sector policy. 

43. Cooperation with Other Sources of Fmancing. There are no major 
changes to report in our relations with the IMF, ADB, UNDP or with the principal sources 
of bilateral funding. As pointed out in last year's CSP, Chinese administrative mechanisms 
for financing development projects have generally not, in the past, been conducive to 
co.financing on a larger scale. There have, however, been recent indications of possible 
interest in experimenting with more extensive use of cofinancing: in addition, the 
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Government's expressed intention to encourage greater private investment in the 
infrastructure sectors (para. 23) may open new possibilities in this area, and we intend to 
explore potential vehicles over the coming year. 

44. IFC and MIGA. IFC's country assistance strategy for China focuses on 
three principal objectives: (i) promotion of a more favorable foreign investment 
framework, (ii) catalyst to the expansion of private sector investment, and (iii) acceleration 
and deepening of financial and capital markets. To respond effectively to the rapid 
development of the Chinese economy in the context of a continued move towards a market 
economy, IFC opened its first representative office in Beijing in October 1992. IFC's 
active participation is being sought by the authorities in China, particularly as the economy 
is moving towards a more market-based system, with an increasing emphasis on private 
sector led growth. 

45. IFC's operations in China have so far concentrated on supporting Jomt 
ventures between foreign investors and Chinese enterprises. IFC plays an important 
advisory role in China in helping to structure these transactions and in arranging finance 
on a project risk basis without guarantees from government banks. Work in the capital 
markets area includes the establishment of a joint venture bank, and technical assistance 
to the new Securities Regulatory Commission, which will focus on the adequacy and 
regulations for the rapidly expanding stock markets in China. IFC has also encountered 
lively interest in infrastructure projects, where the scope for private investment is 
substantial, as China recently announced new policies to encourage foreign participation 
in infrastructure development. IFC's progress in infrastructure projects in the near future 
will depend on stronger efforts by the Chinese government to develop a suitable 
environment for private investments, including the legal and regulatory framework, as well 
as the institutional infrastructure, for private business operations. In the Bank's fiscal year 
1993, IFC approved financing for four projects in China, in the areas of banking, cement 
and manufacturing, totaling $42.8 million, which brought IFC's accumulated total 
investments in China to $103.4 million. As of May 31, 1993, MIGA had approved one 
investment guarantee in China, with a package of additional guarantees expected to be 
submitted for approval very shortly. 

46. Proposed Bank Lending Program. As discussed in Section B above, 
China's external position has been generally strong in recent years, with substantial inflows 
ofFDI, especially into export-oriented manufacturing, and-until the recent deterioration­
surpluses on the trade account. With strong private capital inflows into certain sectors of 
the economy (para. 13), and the current account deficit projected to remain moderate 
(para. 15), capital transfer is not the primary objective or determining principle of the level 
of Bank lending which, even at current and proposed levels, accounts for only a relatively 
minor share of China's total resource requirements. Rather, we see our operational 
program as a mechanism for helping to provide · vital support for the nationwide 
implementation of the ongoing reforms, as well as the crucial objectives of poverty 
alleviation and environmental protection, discussed earlier in this paper. 
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47. The composition of our future lending program is proposed to continue to 
be broad-based in both geographical and sectoral terms, in view of the extensive agenda 
outlined in the present paper. In several sectors, as noted earlier (para. 39), social 
objectives have already prompted an increased emphasis on China's interior provinces, and 
we also believe a strong case exists for a similar relative shift of geographical focus in 
several others, including industry and highways. More broadly, we recognize the need for 
additional flexibility in the development of the lending program, including the ability to 
bring forward innovative operations on a fairly tight timetable as warranted by reform 
implementation needs, but equally the freedom to drop earlier proposals no longer seen as 
responsive to rapidly changing conditions. As such, the composition of any multiyear 
Lending Program proposed at the present time must be considered more subject to change 
than in previous years: it may be taken almost as a certainty that new operations, e.g., 
of the sector-specific TA or reform implementation support variety, will in fact be 
developed during the period in question, consistent with the reform impetus and support 
needs in different sectors and policy areas. 

48. In terms of scale of future lending, a very crucial element that now needs 
to be allowed for is the change, since the last CSP, in China's status within IDA. We 
have explained to the Chinese authorities that, in practical terms, they should assume that 
IDA resources for China will henceforth decline by roughly $200 million a year (from 
about $850 million in FY94 to $50 million in FY98, assumed to be the pregraduation 
year), and this scenario has been accepted. We have additionally explained that: (a) future 
IDA flows will be concentrated on supporting IDA objectives in the areas of poverty 
alleviation, the environment and the social sectors, and will not be available to finance 
investment operations in other sectors; and (b) the Bank would expect, despite the IDA 
decline, to safeguard its current level of operational involvement in the above sectors. 
These factors have obvious implications for the substitution of IBRD for IDA lending 
within the overall portfolio-indeed, on resource transfer grounds, a case could be made 
for being prepared to offer such substitution on a more than one-to-one basis. As a 
minimum, the delivery of any given size of total lending program will now imply greater 
use of IBRD resources than was assumed at the time of the last CSP. This substitution, 
in tum, has the result of advancing, compared to the situation at the time of the CSP, the 
date at which IBRD exposure limits must be factored into the equation. 

49. The Base Case for lending approved following last year's review of the CSP 
envisaged 45 operation over FY94-96, with an associated IBRD/IDA lending volume of 
close to $9 billion. With no change in circumstances, the subsequent acceleration in 
reform discussed in earlier sections of this memorandum may be considered to create a 
strong case for now recommending a move to the CSP High Case (51 operations; 
combined lending of $11 billion). We are still convinced that the Bank should now be 
maximizing its opportunity to provide support for the implementation of the next, crucial 
phase of China's reforms. We accept, however, that in view of the IDA substitution factor 
discussed above and the need to respect IBRD exposure guidelines (as well as internal 
budgetary constraints on the number of operations the Department can feasibly expect to 
deliver), such an outcome is, in practice, likely to be much closer to last year's Base Case 
than the original High Case. As such, we are now recommending a lending program for 
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FY94-96 of 44-45 operations, involving total lending of about $9.1 billion (IDA: $1.95 
billion, phased as per para. 48 above; IBRD: $7.15 billion, assumed to be phased 
roughly: FY94, $2.25 billion; FY95, $2.35 billion; FY96, $2.55 billion). For purposes 
of projecting exposure, we have asswned the FY96 level of IBRD commitments to be 
sustained in all subsequent years. 

50. On the above assumptions, China's DOD is projected by FRS, as shown 
below, to remain within the 10 percent guideline through the year 2000, which is 
considered, given the uncertainties involved in forecasting the all-country total, an 
acceptable planning horizon at this stage. 

FY93 (actual) 
FY95 
FY97 
FY98 
FY99 
FY2000 

00 
4.0 
4.9 
6.9 
8.0 
9.0 
9.9 
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NOTE ON CHINA CSP 

The China CSP was discussed in a meeting chaired by Mr . Preston on 
Friday, June 12 at 10:00 a.m. Messrs . Sandstrom, Karaosmanoglu, Shihata, 
Rajagopalan, Summers, Lynn, Kaji and Burki attended the meeting. 

The discussion focussed largely on the following four issues raised in 
the CSP: 

Size of lending and differentiation among the low, base, and high case. 
There was agreement that given the size of the Chinese economy, its 
creditworthiness, the management of the World Bank financed portfolio of 
projects and China's growing commitment in addressing the problems of 
environment, there was a good case for lending at the level of the proposed 
base case scenario. This scenario as well as the one ~resented under the high 
case would not pose exposure problems for the Bank under any of the applicable 
criteria, although the need to maintain flexibility to meet China's financing 
needs over the longer term should be kept in mind. The region explained that 
even the base case scenario was contingent upon China pursuing reforms in a 
number of areas; in fact, all the projects being prepared had policy 
components explicitly identified in their design. However the Region agreed 
to reduce lending in the low case. 

Lending for State owned enternrises (SOEs) . The question of the 
advisability of large scale lending for SOE in the industrial sector had been 
raised in a memorandum circulated by Mr. Ryrie in advance of the meeting. The 
region e xplained that it was following a two-pronged approach in developing 
its industrial sector lending program : to help create an environment in which 
the non-state sector enterprises would grow, and to restructure the SOEs so 
that they function according to the dictates of the market. While a number of 
SOE operations were under preparation, the region will bring to the senior 
management a strategy paper on SOE reform before taking any final decision on 
these projects. 

Estimate of Chinese GNP. It was suggested that the methodology used by 
China for estimating its GNP may have a serious downward bias. The region 
referred to a study under preparation in which the conclusion was that China 
was making appropriate adjustments in its methodology and that upward 
adjustment of some 25% would perhaps result from the application of the U.N. 
System of National Accounts. In any event, the Purchasing Power Parity 
adjustments for China was not out of line with those that are needed for a 
number of other developing countries. The region said that a research effort 
was being mounted in collaboration with DEC to introduce a more robust 
analytical base for national accounting in China . 

IDA for China . The region's view that China remained eligible for IDA 
support was accepted but it was emphasised that a hardening of blend is now 
called for. The region indicated that a 70:30 IBRD:IDA blend would seem 
appropriate for the base case. Furthermore the blend in the low case would be 
hardened to match the blend in the base case. 

Shahid Javed Burk~ 
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NOTE ON CHINA CSP 

The China CSP was discussed in a meeting chaired by Mr. Preston on 
Friday, June 12 at 10:00 a.m. Messrs. Sandstrom, Karaosmanoglu, Shibata, 
Rajagopalan, Summers, Lynn, Kaji and Burki attended the meeting. 

The discussion focussed largely on the following four issues raised in 
the CSP: 

Size of lending and differentiation among the low. base, and high case. 
There was agreement that given the size of the Chinese economy, its 
creditworthiness, the management of the W'orld Bank financed portfolio of 
projects and China's growing commitment in addressing the problems of 
environment, there was a good case for lending at the level of the proposed 
base case scenario. This scenario as well as the one ~resented under the high 
case would not pose exposure problems for the Bank under any of the applicable 
criteria, although the need to maintain flexibility to meet China's financing 
needs over the longer term should be kept in mind. The region explained that 
even the base case scenario was contingent upon China pursuing reforms in a 
number of areas; in fact, all the projects being prepared had policy 
components explicitly identified in their design. However the Region agreed 
to reduce lending in the low case. 

Lending for State owned enterprises (SOEs). The question of the 
advisability of large scale lending for SOE in the industrial sector had been 
raised in a memorandum circulated by Mr. Ryrie in advance of the meeting. The 
region explained that it was following a two-pronged approach in developing 
its industrial sector lending program: to help create an environment in which 
the non-state sector enterprises would grow, and to restructure the SOEs so 
that they function according to the dictates of the market. While a number of 
SOE operations were under preparation, the region will bring to the senior 
management a strategy paper qn SOE reform before taking any final decision on 
these projects. 

Estimate of Chinese GNP . . It was suggested that the methodology used by 
China for estimating its GNP may have a serious downward bias. The region 
referred to a study under preparation in which the conclusion was that China 
was making appropriate adjustments in its methodology and that upward 
adjustment of some 25% would perhaps result from the application of the U.N. 
System of National Accounts. In any event, the Purchasing Power Parity 
adjustments for China was not out of line with those that are needed for a 
number of other developing countries. The region said that a research effort 
was being mounted in collaboration with DEC to introduce a more robust 
analytical base for national accounting in China. 

IDA for China. The region's view that China remained eligible for IDA 
support was accepted but it was emphasised that a hardening of blend is now 
called for. The region indicated that a 70:30 IBRD:IDA blend would seem 
appropriate for the base case. Furthermore the blend in the low case would be 
hardened to match the blend in the base case. 

Shahid Javed Burk~ 
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OFFICE MEMORANDUM 
DATE: June 10, 1993 

To: Those Listed Below 

FROM: ~y J. Ody, Principal Country Officer, EA2CO 

EXTENSION: 82344 

SUBJECT: China: CSP Updating Memorandum 
Minutes of Department-level Review 

/ 

1. A meeting was held on May 21, 1993 under Mr. Burlci's chairmanship to 
review a draft "country strategy note" (CSN) for China. Attendance is listed below. 

2. Mr. McCarthy (DPG) opened by saying that his Department shared the basic 
country view reflected in the draft, and its management wished to give recognition to the 
posture the China and Mongolia Department had adopted towards China over the recent 
past. This said, the current draft adopted a relatively broad-brush, almost pro forma 
approach to updating the earlier CSP. More, he felt, could usefully be said on some of 
the potential downside risks (the MFN issue in the US, or a growth slowdown). And if a 
more substantive updating were to be considered, greater detail might also be provided 
in a number of specific policy areas (e.g. trade policy, housing reform, new initiatives to 
promote private investment in infrastructure). 

3. Mr. Agarwala (EAPVP), while welcoming the succinctness of the current 
draft, agreed that it left gaps to be filled. He thought the CSN should make more 
explicit the positive role which increased imports could play, in the short- as well as the 
longer term. Reference should be made to regional disparities, including the role greater 
factor mobility could play in their mitigation. A fuller account should also be provided 
of the proposed ESW program. The CSN should seek to interpret China's new "socialist 
market" philosophy, and also provide expanded treatment of overheating and State 
enterprise reform issues. Following discussion on whether the draft CSN' s use of the 
phrase "detailed engineering of change" adequately conveyed the proposed new Bank 
approach, the Chairman requested that the CSN' s account of the proposed modification 
of the earlier "parallel track" strategy be further clarified. 

4. Mr. Bond (CPLDl) felt there was a need to expand the menu of reform 
options for China's State firms. Joint ventures between the public and private sectors 
were increasing in number and the positive features of this development should receive 
greater emphasis. Noting also the recent initiatives to promote greater foreign direct 
investment (FDI) in infrastructure, he said that private sector development now needed 
to assume a central position in the overall strategy. Consideration should be given, in 
particular, to adding China to the list of countries for which formal Private Sector 
Assessments were prepared. In addition, a better explanation was needed in the CSN of 
how Bank operational involvement with State enterprises would be designed actively to 
promote the reform process. Ms. Farrell (CASCM) commented that, in the financial 
sector, IFC fully accepted the Bank's proposed emphasis on the need for change in the 



Those Listed Below - 2 - June 10, 1993 

banking system: this was an area where it was appropriate for the Bank to take the lead. 
This emphasis needed to supplemented, however, by attention to the regulation of stock 
markets and non-bank financial institutions (NBFis). 

5. Mr. Harrold (EA2CO) emphasized that the current draft had been prepared 
before the findings of the recent Updating Economic Memorandum (UEM) mission 
became available. The latest data indicated that macroeconomic management needed to 
become the highest priority concern in the short-term, and this would be reflected in the 
revised draft of the CSN. 

6. Mr. Dadush (IECAP) believed the CSN should address the sustainability of 
China's rapid recent trade growth, and also relate Chinese development to the "Greater 
China" phenomenon. Comparisons can be made, he said, between China's emergence 
onto world markets and that of Japan a generation ago. At least two factors, however, 
made China's trade expansion less threatening. First, it is less concentrated by product 
line; and second, there is much greater involvement of FDI. 

7. Summing-up, the Chairman said that the revised CSN should give 
considerably greater emphasis to presenting recent developments in the macro-economic 
situation and discussing their implications. It should also make explicit reference to the 
Bank's advisory role in the area of trade policy. New policies towards FDI in 
infrastructure should be discussed in greater detail. An expanded treatment was also 
needed of the types of new products the Bank was developing to respond to accelerated 
reform in China (informal, quick turnaround ESW; focussed technical assistance 
operations; etc.). Finally, the CSN should be fully explicit that, out of the lending 
options presented in the 1992 CSP, a recommendation was now being made to move to 
the High Case scenario. 

Cleared with and cc: Mr. Pearce (EA2CO) ~ . 

Distribution: 

Meetin~ Participants: 

Messrs/Mmes. Burki, Kimura (EA2DR); Agarwala, Kawaguchi 
(EAPVP); Pearce, Ody, Harrold, Rix, Lall, Kumar, 
Raparla (EA2CO); Goldberg (EA2AG); Stott 
(EA2TP); Read (EA2EH); Lichtenstein (LEGEA); 
McCarthy (DPG); Perkins (CASDl); Bond 
(CPLDl); Farrell (CASCM); Dadush (IECAP) 



Those Listed Below 

cc: Messrs./Mmes. 

[AOdy:ef) 
[CSN Up. Memo.Minute&] 

- 3 - June 10, 1993 

Kaji, Thomas, El Maaroufi (EAPVP); Jones-Carroll 
(EAPCA); Madavo (EAlDR); Haug (EA3DR); Ritchie 
(ASTDR); lkram (EAlCO); Shilling (EA3CO); M. Koch­
Weser (ASTEN); Lall (EA2); Newfarmer (EA2IE); Ecevit 
(EA2EH); Bottelier (EA2CH); Rao (DECVP); Husain 
(AFRCE); Nankani (SASVP); Selowsky (ECA VP); Squire 
(MNA VP); Birdsall (PRDDR); Ray (DPGDR); Golan 
(EDIDR); M. Ahmed (IECDI); Yusuf (RAD); Amoako 
(ESPDR); Adams (OPRDR); de Merode (PHNDR); Iida 
(MIGEX); Long (FSDDR); lskander (PSDDR); Stem 
(IENDR); El-Ashry (ENVDR); Petit (AGRDR); Pouliquen 
(TWUDR); Nishimizu (FRSDR); Horiguchi, Otani, Bell, 
Kochhar, Scott, Khor (IMF); Hassan (LEGEA); Freeman, 
Wang (CASDR); Khan (CASDl) 

EA2CO H/L Staff 
Asian Information Center 
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A L L - I N - 1 NOTE 

DATE: 20-May-1993 05:28pm 

TO: David Pearce DAVID PEARCE) 

FROM: F. Desmond McCarthy, DPG F. DESMOND MCCARTHY 

EXT.: 31362 

SUBJECT: China: Draft CSP Updating Memorandum 

1. We share the general feeling that for China the overall 
performance and prospects are excellent. We also congratulate 
the Region on its attitude, posture and overall strategy towards 
China. 

2. To some extent one may consider the document as a proforma 
CSN which tends to take a broad brush approach to a complex set 
of issues. It may not be appropriate to provide more details at 
this point. Nonetheless if there is a need for a CSN, then we 
might be more explicit on a few points. First, as China is the 
largest borrower one would like some detail on downside risks and 
exposure. For other large borrowers such as Brazil, India, and 
Mexico it has been usual to discuss risk and downside 
contingencies every year. For China one might relate the 
downside to the withdrawal of, or significant changes in, the MFN 
status; or perhaps to a radical slowdown in growth due to 
draconian measures to curtail inflation or correct the 
deterioration in the current account. 

3. There may also be a case for further articulation of 

trade policy: what did we recommend to the authorities and 
how was it received. 

housing: the strategy is rather tersely discussed here. 
For instance, are there any precedents to draw upon? Would it 
make sense to simply divest some of the housing stock as part 
compensation to facilitate public sector retrenchment. 

links between the private and public sectors: What is the 
strategy to have the private sector more involved in the 
provision of infrastructure and telecommunications. 

CC: Shahid Javed Burki 
CC: Shahid Yusuf 
cc: Anandarup Ray 

SHAHID JAVED BURKI 
SHAHID YUSUF) 
ANANDARUP RAY) 



THE WORLD BANK / IFC / MIGA 

OFFICE MEMORANDUM 
DATE: May 14, 1993 

To: Those Listed Below 

FROM: 

EXTENSION: 

David Pearce, Division Chief, EA2CO 

82350 

suBJECT: China: Draft CSP Updating Memorandum 

Attached please find a draft of the 1993 CSP Updating Memorandum for China, 
for which a Department-level review meeting is proposed to be held, under the 
chairmanship of Mr. Shahid Javed Burki, on Friday 21 May, at 2:30 pm in room 
E-9088. 

cc: M/M Kaji, Thomas, Agarwala, El Maaroufi (EAPVP), Jones-Carroll (EAPCA), 
Madavo (EAlDR), Haug (EA3DR), Ritchie (ASTOR), Ikram (EAlCO), 
Shilling (EA3CO), M. Koch-Weser, (ASTEN), Burki, Yusuf, Kimura 
(EA2DR), Goldberg (EA2AG), Newfarmer (EA2IE}, Stott (EA2TP}, 
Ecevit (EA2EH), Bottelier (EA2CH), D.C. Rao (DECVP), Husain 
(AFRCE), Nankani (SASVP}, Selowsky (ECA VP), Squire (MNA VP), 
Birdsall (CECDR), Ray (DPGDR), Golan (EDIDR), M. Ahmad (IECDR), 
Ingram (RAD}, Amoako (ESPDR), Adams (OPRDR), de Merode 
(PHNDR), El-Rifai (MIGPA), Long (FSDDR), Iskander (PSDDR}, 
Stern (IENDR), El-Ashry (ENVDR), Petit (AGRDR), Pouliquen 
(INUDR), Horiguchi, Otani, Bell, Kochhar,'5cott, Khor (IMF), 
Hassan (LEGEA), Freeman (CLACM), Khan (CASDl), Bond (CPLDl) 

EA2CO H/L Staff 
Asia Information Center 

~y:jjp 



CSP UPDATING MEMORANDUM 1993 

Introduction 

1. Since the June 1992 CSP review, political developments within China have 
solidified the policy consensus in favor of further fundamental, market­
oriented economic reforms, as well as ratifying the planned collective 
succession to Deng Xiaoping and his contemporaries from the revolutionary 
generation. The change in official economic philosophy, from a "planned 
economy on tile basis of socialist public ownership" to a "socialist market 
economy", was endorsed by the 14th Party Congress in October 1992 and 
subsequently written into the Constitution by the opening session of the 8th 
National People's Congress (China's legislature) in March 1993 . While this 
formulation may appear ambiguous and imprecise to some outsiders, our 
assessment is that, in the Chinese context, it has largely removed any 
remaining ideological constraints to thorough-going re om measures n the 
eco 

2. On the personnel front, meanwhile, the Party Congress and the NPC 
endorsed the group succession planned by Deng, including Party General 
Secretary (and now also President) Jiang Zemin , and - in his second and final 
term - Premier Li Peng. Below this level, a member of old-style conservatives 
were retired and reformers and pragmatists advanced, most notably the strongly 
reform-minded Zhu Rongji, who was promoted to the new position of Senior Vice ­
Premier. The rumored dynastic ambitions of the outgoing President, the 
military figure Yang Shangkun, were dashed, as were the hopes of the children 
of several older leaders (the so-called "princelings' party"). If, in 
general, the successors now in place lack individual charisma, they embody 
something arguably more important , namely a collective and highly public 
commitment by China's leadership to the deepening of systemic economic reform. 
In the implementation of such deepening, it is already clear, fresh challenges 
will be posed to the Bank's own policy advice and operational support, which 
will test both our intellectual ability to remain current and relevant, and 
the resources we are prepared to commit to our China program. 

3 . The period since June 1992 has also witnessed the outcome of the IDA 10 
replenishment discussions, which signalled a reduction in the volume of IDA 
resources expected to be available to China. This has presented the 
De~ with the challenge of trying to minimize any impact on borrowin { 
fo 1.on, soc1.a eve opmen an environmen t-p-r,O' on see 
para. e same time, testimony to a new matur i ty i n the country 
relationship that - far from suggesting that less IBRD might now be borrowed -
the authorities have stressed their desire to build further on the country's 
newly-acquired status as the Bank's largest borrower . China's medium- to 
long-term economic prospects look very strong (an assessment now rapidly 
becoming the internat i ona l conventional wisdom) . In the more immediate term, 
ho~ever, there are legit imate concerns that the current growth rate is !..Q.Q 
strong, and this is the f irst aspect to be addressed in the 19 CSN. 

I 
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A. Current Economic Situation 

4 . Since the 1992 CSP was reviewed, the authorities have revised their 
earlier cautious official 1991-1995 growth target (6 percent per annum), to 
bring it into line with the message of our 1992 CEM, i.e. that - with a strong 
continuing commitment to reform - there is no reason why China sl\9uld not 
sustain real, non-inflationar rowth at around 8-9 er annum. Actual 
performance in 1992 proved, however, st aster than even the revised 
targets, with real GDP growing by 12 . 8 percent, and there is so far no 
indication of any subsequent deceleration. This has made the question of 
possible over-heating a much talked about topic both within China and outside. 

5. Several points need to be understood to put these concerns into 
perspective: 

Although the high level of growth has yet to show up in serious 
inflation of retail prices, demand for raw materials, especially 
for investment projects, has caused the 'means of production' 
price index to rise by over 30%. This suggests that continued 
very rapid growth would inevitably result in the return of double 
digit inflation. 

China entered this boom with forei n exchan e reserves at the 
eq~ valent of more than nine months of imports. Although no 
constrai nts have yet emerged on the external side, it is to be 
noted that high domestic dema_ng_has caused export growth to fall 
to only seven percent, while import growth has continued at the 
same pace as in 1992, so that a trade deficit has emerged for th 
first time sin~ 989. 

The bulk of the growth is coming from non-state and foreigt! 
invested light manufacturing and assembly industries, as as 
the domestic tertiary sector. These help absorb s labor but 
put less pressure than the old, State-owned hea 
sector on the Chinese economy's Achilles' 
bulk rail transport and energy suppl 

6. With all of this said, however, two points also seem clear. 
First, growth at the current rate can no e considered sustainable, on a non­
inflationary basis, over the longer-term. And secondly, we do not believe 
tha, orities are in full control of the macro-
economic situation: rather, as has happened before, Beijing seems to be 
allowing things to drift, and may only make a concerted effort to take charge 
later, when the economy's temperature has already started to register a fever. 
Targets for monetary expansion, in particular, have been seriously overshot as 
a result of provincial pressure on local branches of the c ntral bank (PBC) -
1992 witnessed monetar rowth at 26 percent. Strengthening PBC's capability 
to manage in irect monetary p ruments more effectively is a key Bank 
objective in China, though technical strengthening (however necessary) is not 
a substitute for stronger political will. At the same time, it is central to 
our diagnosis that sus tai ning rapid, non-inflationary growth also calls for 

) 
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more fundamental systemic reforms to the real economy, and it is to these 
aspects that we now turn. 

B. Areas of Proposed Concentration 

7 . Key Reform Challenges. The 1992 CSP presented in some detail our 
assessment of the key reform challenges now facing the Chinese economy. This 
view places China's State-owned Enterprises (SOEs) and their workforce 
squarely in the center of the picture. Though the SOEs' relative importance 
in the economy has shrunk considerably during the reform years (from four 
fifths of industrial output in 1978 to less than half now), they continue to 
employ the bulk of the workforce in China's main urban centers1 . And while 
average productivity in the SOE sector has shown some improvement since the 
mid-1980s, when reforms began to enhance management autonomy, the SOEs 
co inue to re resent an obstacle to overall economic progress: their 
identified financial losses (certainly understate account for some 4-5 
percent P (i.e. almost double the visible fiscal deficit), and they 
absorb at least 80 percent of all bank lending - in part amounting to a 
"quasi-fiscal deficit" (imposed on the b anki ng system for "policy" reasons) to - -----keep troubled firms a ~ cl_t : The imperative to sustain the SOEs also hampers 
tax reforl,!!,. and largely explains the remaining distortions to the domestic 
price structure: two-tiered rice ener , raw materials and urban grain 
rat~ ( though on the pricing front, in particular, the last two years have 
seen very significant moveme?t) . ~ ~ 

8. As seen above (para.l), the critical changes of the past year included 
the highly visible symbolic downgrading of the importance attached to public 
ownership per se. What remains is the practical political and economic 
difficulty of what to do with a troubled sector which employs over 70 million 
urban Chinese. The social and political dimension is heightened by -t he ~ -
p~ lT";:rly close lifetime dependence which the past 40 years have created 
between the SOE worker and his or her "work unit" - under which the latter 
directly provides housing (renting for $1-5 per month), unfunded (and 
nontransfe ble) ensions, medical insurance, day-care, etc. - and the near­
total absence of functioning labor markets (or, until very recently, any form 
of unemployment insurance). 

9. In our own list of priorities for further reform, therefore, we would 
reiterate three crucial and closely related areas, identified in last year's 
CSP, as being the most important reform challenges both for the central 
government and for the Bank: 

(a) Reform of State-owned Enterprises (SOEs); 

(b) Reform of Housing and Social Security (as the immediate focus of 
longer-term labor market development); and 

1/ 1990 employment in all State-owned units was 103.5 million. While 
this also includes civil servants, teachers, health workers, etc., close to 
three quarters of the to t al are accounted for by SOEs in the productive 
sectors . 
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(c) Reform of the Financial Sector . 

We would, in addition, emphasize the intimate connection which exists between 
these interlinked reforms and the macro -management challenge discussed 
earlier. Whatever the technical weaknesses of PBC, it is fundamentally the 
soft bud traint of SOE borrowers that has limited the otenc of 
interest rate policies to ate. The fourth key area we identified last year , 
price an mare re arm, has witnessed continued strong progress over the past 
year. Distortions to energy prices are being reduced very rapidly, while 
several localities have in recent months effectively freed-up their internal 
grain markets. Thus, although market reform has not disappeared from the 
agenda, its objectives are now starting to shift from removal of the most 
glaring specific distortions in bulk materials prices and utility tariffs to 
the fostering of more meaningful factor markets (including for urban land and 
labor, both subjects of recently completed ESW) and the integration of 
domestic markets (where ESW is now underway). 

10. As the Chinese commitment to fundamental reform in the above areas has 
intensified, and as our own relationship with China's reforms has matured, a 
change in expectations on both sides has become increasingly apparent. I 

lie what might be called a" arallel track" approach was followed, 
Bank ESW provi e ea a vice on reform p c p es, w e spec fie 

orted technolo ical and institutional modernization, 
loose links between the two. es ra eg are now and 

propose to continue allowing, y contrast, increasingly closes that gap. 
The Chinese authoritie w ex ect to be able to call on the Bank not only for 
major ESW re arts, but also for shorter, hi hl focussed think ieces 
ad ressing immediate reform issues (a demand we hope to be able to meet, in 
part, through an ongoing re-orientation of the mandate and staffing of the 
Resident Mission) . Beyond this , our operational lending program, rather than 
functioning at arm's length from the reforms, is increasingly involved with 
the "detailed engineering of change" required to translate centrally agreed 
reform principles into working models on the ground. 

11. State Enterprise Reform . The SOE sector lies at the heart of the reform 
challenge and, as suggested earlier, may be the area most crucially affected 
by the recent changes in the political and policy climate. These do not mean 
that Beijing is about to launch the mass privatization of the SOE sector. No­
one would lightly consider buying a Chinese SOE in today's circumstances 
(while, on the other hand, the situation does not involve the hopelessness 
that leads some other countries to consider giving SOEs away). What it does 
mean is that China's provinces , cities and counties, which are effectively 
responsible for the overwhelming bulk of the SOEs, have been given a large 
measure of freedom from ideological constraints in how they go about solving 
their problems. The NPC was told by the Premier, for example, that "some 
state enterprises may be leased or sold to collectives or individuals through 
public bidding". It would be wrong, though, to lose a sense of perspective on 
this. The first order of business for China's SOEs, in general, will not be 
privatization but corporatization : separating ownership from management (and 
from regulation), f ormation of Boards of Directors, reflection of ownership 
rights through shares , e tc .. Public share issues are likely to develop more 
slowly, and this is app r opriat e given the questions that need to be resolved 
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on accounting and regulatory standards (the last thing China's reforms need 
now is a series of stock market scandals and, unless considerable caution and 
care continue to be exercised, this is a real danger). The center thus needs 
to continue exercising a strong oversight function in this area. 

12. Our own strategy for further Bak volvement in su ort of SOE reform 
has been set out n a more detailed sector strategy a er whose recommend­
at ons were recently approved by Bank mana ement . Under the approved 
strategy, t e ongo ng reforms in the SOE sector will continue to be a central 
focus of our ESW program. In addition, future Bank lending in the industrial 
sector (and, by extension and mutatis mutandis, in other sectors, such as 
utilities) will seek explicitly to promote the "detailed engfneering of 
change" in such areas as ownership reform (separation of enterprises from 
government bureaus, formation of share-holding enterprises, ownership 
diversification), competition policy (freedom of entry and exit), taxation 
reform, development of the non-state sector and fostering of new business 
support services. 

13. Housing and Social Security Reform. Simultaneously, corporatization 
must involve enterprises shedding their welfare state functions. Beijing 
fully recognizes this need, and has a reasonably clear idea of what it would 
like the system to look like in five years or so . In housing, for example, 
enterprises would by then have shed their own direct responsibility, which 
would have been picked-up by commercial housing corporations , charging fully 
commercial rents. Meanwhile, increasing numbers of Chinese families would be 
choosing to become owner-occupiers. The center's vision is basically sound: 
the challenge lies in getting there from here . A typical family's rent might 
have to increase by about 3,000 percent in real terms between 1990 and the 
end-point of the reforms (currently projected for around 1997). In addition, 
until rent increases start to bite, the purchase option is unlikely to look 
attractive (unless itself subsidized). Again it should be understood that, 
while the center may set the broad lines of policy (and will also need to 
enforce standards and safeguards, e . g. on the protection of workers' pension 
rights), the basic responsibility for reform implementation in this sphere 
rests with the local governments. Our own first operation in support of these 
reforms is currently under development, in collaboration with half-a-dozen 
cities which are at the forefront of reform experimentation. 

14 . Financial Sector Reform is the third key area, and here - after an 
extended period in which little movement was seen - the central authorities 
have very recently signalled that they see the need for major change, and 
invited the Bank to submit a paper summarizing its recommendations. As noted 
earlier, the banks' autonomy in lending has been held in thrall to the need to 
sustain the SOE sector - and the weaning from this relationship will not occur 
overnight. At the same time, there is a new openness in discussions on how to 
segregate remaining "po l icy lending" from t e a ance sheets of what are now 
clearl e ec e to b ecome increasing-"Iy commercial banks; how to encourage 
greater-~--i-t-i--e-n ·-n tre- ITTrnkt rrg-s ector (inc u 1ng from foreign banks); 
diversification of non-bank financial institutions and capital markets; 
technical modernization of the sector; and the ongoing strengthening of both 
the monetary policy and prudential regulation functions of PBC. The role of 
the center in this secto r is obvious, and it is an area where we expect to 
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deepen further our own role both in advice and, as our dialogue advances based 
on discussion of the draft sector strategy paper, in subsequent operational 
"detailed engineering" of institutional change and development. 

15. Additional Sectoral Focusses. In addition to the main reform challenges 
covered above, we see three other key areas in which intensive Bank 
operational involvement will continue to deepen : 

(a) addressing basic infrastructure bottlenecks to economic growth; 

(b) combatting the remaining incidence of absolute poverty; and 

(c) meeting environmental challenges. 

/ 

/ 
/ 

16. Infrastructure Bottlenecks. Transport and energy supply constitute the 
two most notorious bottlenecks in the Chinese economy. The railways, while 
generally efficient, are overloaded by demand , and the road network is mostly 
of such poor quality as to barely offer an alternative. At the same time, 
above-average growth rapidly brings power outages to both firms and 
households, while telecommunications services (4 lines per 1000 of population) 
represent the third of the major bottlenecks. New channels for resource 
mobilization in these sectors are a critical requirement. Internal cash 
generation in the rail and power sectors should continue to improve, given the 
current momentum of (Bank-supported) price reform: as corporatization spreads, 
increasing attention will also be needed to new models of regulation. A 
greater challenge, from a financial point of view, will be finding ways to pay 
for the construction of a twentieth century highway system, a process still in 
its infancy and one in which we are now actively engaged. Telecommunications 
has continued, up to now, to be dominated by a ministerial quasi-monopoly 
which has resisted opening the sector to outside competition : we have 
undertaken ESW in this sector, but will need to ·see significant policy 
movement to justify hoped-for operational involvement. 

17. Poverty . We have completed a major piece of ESW on Poverty since the 
CSP was reviewed, and this was discussed at a Workshop in Beijing in October . 
While China's long-term record in combatting poverty is impressive, some 100 \ 
million Chinese remain stuck in absolute poverty - concentrated almost 
entirely in remote, resource-poor rural communities - and the n~ rs do not 
seem to have changed since about 1985. Their problems do not lend themselves 
t o easy resolution: the local agricultural resource base is often overloaded 
through population pressure . In some regions, proven technological packages 
now exist to reverse the resulting environmental degradation and raise yields 
and incomes, but even so some of the people will need to move off the land . 
Yet physical infrastructure in these regions is also often weak, and standards t,J'-tA 
of education (and health) place them practically outside China's mainstream. ~, 
Our ESW proposed increases in central funding for social services in these 
regions but, apart from s ymptoms of budget fatigue in Beijing, the real 
challenge may lie not so much in finding the money (a good deal is already 
allocated for poverty alleviation) as in fin~ ng mechanisms to ensure the 
resources actually reach (and a re effectively used by) the remote villages 
where the poorest Chinese are to be found . Continued creativity will be 
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needed, and much of our effort in the social sectors and agriculture is 
proposed to be concentrated on these issues. 

18. Environment. We have similarly completed a major ESW report on China's 
environment. Soviet-style industrialization bequeathed present-day China an 
environmental legacy which includes some of the heaviest urban air pollution 
(and most contaminated rivers) in the world . Policy innovation and 
institutional development in the environmental sphere since the mid-1980s 
represent something of a model of achievement among Bank borrowers but, in an 
era of nine percent average growth, have probably done no more than hold the 
line. Further follow-up analytical work is planned, and operations for 
environmental amelioration and more rational urban development now represent 
our fastest-growing area of lending. 

C. Future Lending 

19. Total new commitments to China in FY92, at $2.5 billion, made the 
country for the first time the Bank's largest current borrower, in itself a 
natural development given the size of the population and the economy, as well 
as the Government's collllnitment to (and track record in) economic reform, and 
an unsurpassed record with proJect implementation. It is expected that 
lending in FY93 will narrowly surpass $3 billion, an outcome reflecting 
priorities on both sides (though one accomplished at some cost to the 
originally planned FY94 pipeline) . 

20. We believe that, in terms of combined IBRD-IDA commitments, a 
continuation of lending at levels around the expected FY93 outcome will be 
warranted by China's development needs, income levels and overall economic and 
project implementation record. In terms of the scenarios set out in the 1992 
CSP, the overall lending volume and lending program we are now proposing 
(Attachment 1) approximate more closely the "High" than the "Base• case. This 
we consider justified by the ad 1t1ona progress in th policy environment 
discussed in earlier sections of this memorandum. 

21. The IDA 10 outcome implies that future borrowing will be undertaken on 
progressively harder terms. In aggregate, this presents less of a problem 
than it might have in earlier years, when some in China appeared to see IBRD 
borrowing primarily as a necessary price to pay for ace to IDA resources. 
In recent discussions, by contrast, our Chinese counterparts have made it 
clear that China wishes to continue as a major borrower o RD terms. In the 
more specific area o IDA borrowing, at tlie same time, the Department sees it 
as a major challenge to ensure that the expected reductions in IDA 
availability do not cause seri mage to our engagement in poverty 
reduction and environmental management. Our first round of discussions on 
these aspects, held in Washington in late-March, indicated an encouraging 
receptiveness to the Bank 's concerns on the part of our immediate 
counterparts. This wi ll however clearly be a continuing challenge, and the 
more so as the IDA r eductions start to bite. 

22. Questions may be r a ised as to China's need for the proposed level of 
Bank lending, in view of the currently healthy position of the external 
accounts. [The comple t ed CSN will incorporate the latest view of China's 
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external prospects, based on the work of the recently returned CEM mission, 
and cross - refer to RMSM projections to be provided in Attachment 2 . It will 
include reference to significant areas of uncertainty: bilateral and 
multilateral trade negotiations; possible further trade liberalization ; etc.]. 

23. Beyond this, it should be clear that the role the Bank is now playing in 
China is one whic transcends ca ital transfer as such. The sectors in which 
our own lending is proposed to be concentrate 1n rastructure supply, SOE 
reform, poverty reduction, environmental protection and amelioration, social 
reforms, etc . ) are areas in which, at this stage, there is l ! ttle overlap with 
private dire~t investment - even if, in several areas, helping deve l op new 
channels for greater private involvement represents an important medium-term 
objective. More fundamentally, the Bank is viewed as a highly trusted partner 
in the only clearly successful international model of econom c trans ton to 
date. This role has been earned by a demonstrated willingness to supplement 
our advisory role with hands - on operational engagement with practical change 
on a road sectoral and regional asis. It is t e thrust - of this memorandum 
that such engagements oulci continue, and should be backed by the resources 
needed to undertake it in a u y ere ible way . 

Attachment 

May 14, 1993 

(C\Main\lCSP.AO) 
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THE WORLD BANK/ IFC / MIGA 

OFFICE MEMORANDUM 
DATE: April 6, 1993 

TO : Files 

FROM: A~y J. Ody, Principal Country Officer, EA2CO 

EXTENSION: 82344 

SUBJECT: China: Country Strategy Note (CSN) 
Initiating Memorandum (IM) 
Minutes of Discussion 

1. A meeting was held under Mr. Burki's chairmanship on February 
12, 1993 to review the above IM. 

2. Mr. McCarthy (DPG) opened by observing that there appeared to be 
three key policy areas deserving particular focus: monetary policy and the 
strengthening of the relevant policy instruments; reform of state-owned 
enterprises (SOEs); and trade reform (specifically import liberalization). 
He asked, in addition, about the IM's emphasis on the uncertainty of 
Balance of Payments (BOP) forecasts for China: was this intended to 
provide a rationale for future adjustment lending? To the latter point, 
EA2 representatives responded that the issue was rather one of gauging 
China's capital import requirements: past experience showed that the BOP 
could turn around very rapidly. 

3. Mr. Bond (IFC) provided the meeting with indicators of the very 
rapid increase in IFC's role in China: there were now about 10 projects in 
the pipeline, and China's leadership was seeking IFC advice on issues 
involved in the privatization of SOEs. A vital requirement now was a more 
rational distinction between those issues which needed to be resolved at 
central level, and those best left to the local levels. To this, the 
chairman commented that, beyond the obvious macro questions (monetary, 
fiscal and trade policy), there were several others where a consistant 
policy line established by the center was essential, such as domestic 
market integration, grain distribution and housing policy. 
Mr. Bottelier (EA2CH) added that, within this distinctJo~, the Bank should 
make it an objective to focus much of its own effort on those issues which 
required significant central input: he gave the examples of the legal 
framework and the setting of industrial standards. 

4. Mr. Agarwala (EAPVP) expressed concern at what he saw as the 
unduly defensive tone of the IM. More specifically, he emphasized the 
significance of the changes proposed in the current Trade Policy Report, 
and echoed the earlier comments on the possible volatility of the BOP: the 
CSN should avoid a mechanistic approach to BOP forecasting. The Bank's 
lending, in turn, could be seen in part as a source of insurance on this 
front. On another aspect, he wondered if the IM was not unduly pessimis­
tic in projecting the decline in China's share of IDA beyond the tenth 
replenishment. 

5. Continuing, Mr. Agarwala stated that, after saluting China's 
accomplishments and ongoing reform efforts, the CSN should take up some of 
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the remaining areas of concern: regional disparities, the possible emer­
gence of a "new poor", environmental problems and deficiencies in the 
supply of physical infrastructure. On the latter point, t~e CSN should 
not be diverted by China's high aggregate investment/GDP ratio from making 
the case for increased infrastructure investment. All said, he concluded, 
China was a good client and there were not many such. Its current efforts 
in the field of enterprise reform constituted "a world-class experiment". 

6. Thanking the opening speakers, the chairman observed that he 
hoped for a paper of perhaps 6-7 pages, which would make a restricted 
number of key arguments. He invited other participants to provide sugges­
tions on which additional points might be selected. 

7. Mr. Petit (AGRDR) commented that the redefinition of the role of 
government now ongoing in China could have implications for the provision 
of public goods, such as agricultural research, which would need to be 
watched. An instrument used by the Bank in some other countries under 
such circumstances was the Public Investment Review (PIR), though he 
recognized that the decentralization of responsibility that had occurred 
in China would make it hard to recommend a PIR. Mr. Petit asked whether 
sufficient attention was being directed to rural poverty in the Bank's 
program (EA2 staff advi.sed that this formed the focus of a major ESW task 
very recently completed). He also asked what view the Department took of 
the danger of over-heating. The chairman responded that, while the issue 
was a definite concern, these were also reasons for cautious optimism -
not only growing experience with monetary policy instruments, but also the 
contribution further trade reform could make to easing supply constraints. 

8. Mr. Bottelier noted that some elements of uncertainty remained 
(e.g. the new National People's Congress, due to meet in March, and the 
future of China's MFN status in the U.S.): some caution in the CSN would 
be appropriate. He felt the Bank's "parallel track" approach had worked 
well to date, and the CSN could usefully emphasize the continuity with the 
future strategy whose endorsement it would seek. Mr. Agarwala added that 
a link could, in addition, be made to the recommendations of the recent 
Wapenhans report, i.e. the importance of Chinese "ownership" of the 
ongoing reforms. Mr. Goldberg (EA2AG) considered that, under any expected 
scenario, the overall country outcome was likely to prove satisfac~ory: no 
"special" justification was in his view needed for a large Bank program in 
China. 

9. Mr. Bottelier pointed to concerns over possible future politi-
cal/social unrest, and recalled the earlier experience of the Cultural 
Revolution. Other EA2 speakers commented that the lesson of the Cultural 
Revolution had been well-learnt in China: leaders and people understood 
that nothing of this kind could ever be allowed to happen again. 

10. Summing-up, the chairman said that the CSN needed inter alia to 
address the issue of the overall size of the future Lending Program. 
Referring back to Mr. Agarwala's earlier comment on post IDA 10 trends, he 
said that the message from Bank management was that a process of weaning 
the country from IDA was now being set in motion. Mr. Burki said that he 
envisaged the following outline for the CSN. 
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the country from IDA was now being set in .motion. Mr. Burki said that he 
envisaged the following outline for the CSN. 

Part 1 

Part 2 

• 

Current economic situation 
Limits to non-inflationary growth (role of monetary, fiscal and 
trade policies). 

Areas of Concentration for the Bank 
The Parallel Track Approach 

The Role of the Center (especially in policy-setting): 

- SOE Reform 
- Financial Sector 
- Housing and Social Security Reform 

• Areas of Sectoral Focus: 

Part 3 
• 

• 

11. 

- Industry (including SOE reform) 
- Infrastructure 
- Poverty 
- Environment 

Size of Lending Program 
IBRD: the relevant ratios should be reviewed (but "not myopical­
ly"); the importance of the Bank's "seat at the table" should 
also be reflected. 

IDA 

Mr. Burki closed the meeting by thanking the participants for 
their contributions. 

cc & cw: Mr. Pearce 

cc: Participants 
M/M: S.J. Burki(EA2DR), D. Pearce, A. Ody, B. Keidel, P Harrold, 

T. Raparla, B. Hofman, R. Lall(EA2CO), Z. Khan(EA2IE), 
J. Goldberg(EA2AG), Z. Ecevit(EA2EH), P. Bottelier (EA2CH), 
R. Agarwala(EAPVP), M. Petit(AGRDR), G. Bond(CPLD1), 
F.D. McCarthy (DPG) 

G. Kaji, V. Thomas, A. El Maaroufi(EAPVP), 
C. Jones-Carroll(EAPCA), C. Madavo(EA1DR), 
K. Ikram((EAlCO), S. Yusuf, Y. Kimura(EA2DR), 
H. Levy(EA2TP), M. Haug(EA3DR), J. Shilling(EA3CO), 
D. Ritchie(ASTDR), M. Koch-Weser(ASTEN), D.C. Rao(DECVP), 
J. Husain(AFRCE), G. Nankani(SASVP), M. Selowsky(ECAVP), 
L. Squire(MNAVP), N. Birdsall(PRDDR), A. Ray(DPGDR), 
J. Adams(OPRDR), M. de Merode(PHNDR), G. El-Rifai(MIGPA), 
M. Long(FSDDR), M. Iskander(PSDDR), R. Stern(IENDR), 
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V. Freeman(CASDR), M. Khan(CASDl), Y . . Horiguchi, I. Otani, 
M. Bell, K. Kochhar, p. Scott, H . . Khor(IMF). 
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DATE: 11-Feb-1993 06:lOpm 

TO: Anthony Ody ANTHONY ODY) 

FROM: Anandarup Ray, DPG ANANDARUP RAY 

EXT.: 31443 

SUBJECT: China: CSN 1993 

1 . Your Initiating Memorandum for the CSP on China provides a 
wide range of choice. Among other things, you are proposing to 
provide or discuss: 

(a) a survey of the most important developments in 
reforms and macromanagement; detailed evidence on 
sectoral reforms; results of our discussions with the 
Government on the various strategy papers; the 
possibility of sweeping import liberalization, etc.; 

(b) the limits to non-inflationary growth; 

(c) ESW and dialogue management; and 

(d) the implications of China's reduced access to IDA; 
the level, composition, and policy content of our 
lending program. 

2. This is a broad agenda, and adequate coverage will surely 
take you many more than the 4 or 5 pages you envisage. That 
would be fine; the appropriate length depends on the issues you 
wish to bring out for Management's attention . I have seen both 
very short and long updates. 

3 . We have no problem with the low-key, non-jargonistic, and 
non-ideological way you wish to continue to conduct the dialogue 
(para. 6), nor do we object to the pragmatism with which the 
Chinese are proceeding. The questions are: what strategic 
choices China is facing at this time, and what are the paths of 
adjustment we should recommend in the various areas? From this 
point of view we would be particularly interested in: 

monetary policy. It is generally acknowledged that 
improvements in monetary and financial policies in 
China are essential to its adjustment process. The 
CSN might report on the progress being made in our 
dialogue concerning the modernization of the monetary 
system. 

the strategy for reforming SOEs. As we have already 
indicated to you, it is quite unlikely that progress 
in this area can be sustained without 



decentralization, a competitive environment, and 
ownership changes in the direction of privatization. 
We, therefore, welcome your strategy paper, and look 
forward to further discussions either separately or 
in the CSN context. 

the strategy for trade reform. You have raised the 
question of accelerated import liberalization. We 
would very much welcome an analysis of the options in 
this area since the trade report seemed to suggest a 
good scope for import liberalization at this time. 

4. Finally, I was puzzled by your search for a rationale for 
Bank lending in para. 9. Are you going to propose adjustment 
lending? In that case, of course, we would need a discussion 
along the lines of the recent policy paper on adjustment lending 
(OD 8. 60) . 

CC: D. C. Rao 
CC: Amnon Golan 
CC: Michael Walton 
CC: F. Desmond McCarthy 
CC: Shahid Javed Burki 
CC: Vinod Thomas 
CC: Nancy Birdsall 

D. C. RAO) 
AMNON GOLAN 
MICHAEL WALTON 
F. DESMOND MCCARTHY) 
SHAHID JAVED BURKI) 
VINOD THOMAS) 
NANCY BIRDSALL) 



Anando: 

inclusion. 

February 10, 1993 

Re: CHINA CSN 

Listed below is a preliminary list of topics for possible 

Macro management; need for policy instruments for monetary 
control; presently it seems to be a binary system either on or 
off. 

The exchange rate; options for moving to a single exchange system; 
the advantages and disadvantages of alternate exchange rate 
regimes. 

3. Removal of constraints/distortions to external and domestic trade. 

4. Options for addressing the SOE's privatization; fiscal impact; and 
social implications of rationalization of the labor market. 

5. China's role in global institutions; Uruguay round/Gatt, regional 
trading groups. 

6. Resource mobilization; possible scenarios for the next decade; 
role of falling IDA component, increased infrastructural needs. 

7. Population issues. 

F. Desmond McCarthy 
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susJECT: CHINA: Coun Note CS 1993: Initiatin 

1. Last year, this Departmen repared a full-scale ry Strategy Paper 
(CSP) for China, which was discussed at t level-ef ire-President's Office on June 12, 
1992. The CSP reviewed the very impressive achievements of China's reform era to 
date, indicated the significance of improving infrastructure provision and macro­
economic management to sustaining China's growth performance, and highlighted four 
central (and related) reform priorities for China and the Bank (completion of 
price/marketing reforms, especially for basic foods and materials; housing and social 
security; financial sector; and State-owned enterprise (SOE) reform). Challenges in the 
environment and the remaining (regionalized) incidence of absolute poverty were also 
discussed. The review of June 12, 1992 basically endorsed the Department's proposed 
lending and ESW strategies. The Department was, however, requested to prepare a 
more detailed paper defining and justifying its proposed strategy for Bank assistance in 
the specific area of SOE reform, and that paper has now been prepared for submission to 
the President's Office. 

2. In FY93, the Department has committed to the preparation of a short CSP 
updating memorandum, or "country strategy note;' (CSN), in conformity with the 
provisions of OD 2.10, para. 35, viz: 

For the very largest borrowers (currently India, China, Indonesia, Mexico, 
and Brazil) and 5-10 other major borrowers with particularly vulnerable 
economies or rapidly changing conditions, the Regions should prepare annual 
CSP updating memoranda of 4-5 pages. These memoranda should highlight 
important changes (in economic policies, political conditions, or such 
exogenous factors as commodity prices or natural disasters), and describe 
how these would affect Bank strategy as set out in the last CSP. Depending 
on the circumstances, the Region and the Economic Advisory Staff should 
recommend to the OPNSV that that there be either an interim review 
meeting between the OPNSV and key Regional staff or a short discussion at 
the OC (for which no formal agenda would normally be required). 

The present IM serves to launch the process of preparation and review of the CSN. ThJ 
IM will be reviewed at a meeting to be held at 10:30 a.m. on Friday, February 12 in '' 
Room D-8002. The full CSN timetable is attached to this memorandum. 
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3. Following the OD guidelines, the CSN will survey succinctly th~ most 
important developments on the reform front, as well as in macro-economic management, 
since the 1992 CSP .1 The overall climate for system-wide reform is seen as having 
further improved very significantly over the past year, with the impetus initially created 
by senior leader Deng Xiaopeng's initiative at the outset of 1992 ratified authoritatively 
at the quinquennial Party Congress in October 1992. The CSN will an z he 
implications of the Congress' formal decisions (as well as the concomitant ersonnel 
c anges ma e . s will fie supp ement se ecttvely b more detailed evidence on 
sectoral reform progress in key areas, based on our own operation mvo vement (e.g. 
our review · Government of strate y_p,ap,e d the financial sector; the 
processing of reform-linked ro·ects in grain marketin and ho;:...:u==s:::::in=-=an=-==-i=-=;.;..; 
review of current ESW on trade reform; and corporatizatio nd · · ities). 
The CSN shou d also be in a position to incorporate the outcome of the March-April 
National People's Congress, which_ is_~Rected to a rove translation of the Party 
Con ress' strategy for separating government and ente nses mto a etail overnment 
reorganization. 

4. The Party Congress also authorized the revision of the 1991-95 Plan's 
overall growth target (set initially at an unreasonably low 6 percent) to a figure of 8.5 
percent (in line with the pace considered realistic, provided reform was stepped up, by .J./1. 

our last CEM). Actual ~rowth has, however, been even faster than this (12 percent in 1Y' 1 11-C/'CO 

1992), which raises the questions of whether renewed overheating is imminent and what ~ -
policy measures may be called for to avoid it. An ysis o ese issues, currently 
un erway, w11 e summanz in the CSN. ---

5. The recent decisions by the Chinese leadership provide support fg_r__iur.ther 
fundamental reforms very much in line with Bank advice, and are also fresh 
confirma on o mas 1ghly pragmatic approach to economic policy formation. At 
the same time, potential macro-economic stresses serve as a reminder of past difficulties, 
which last year's CSP saw not only as issues of technical policy-making weaknesses but 
also as symptoms of dee er systemic flaws, es eciall in the SOE sector. e thus see 
the developments o the past year as essentially confirming the 1992 CSP's analysis of 
both the strengths of China's approach to reform and the agenda for further progress. 
Similarly, we believe the overall strategy for Bank involvement proposed in the CSP has 
also been validated. 

6. That strategy, in outline, seeks to combine high quality ESW on key policy 
choices and sectoral or cross-sectoral problems (e.g. poverty, environment), which finds 
a responsive audience among policy-makers, with detailed lending involvement 
(generally with significant policy content) across a broad range of sectors, and nowadays 
more often at the sub-national than the national level. 'Diis strategy has at times been 
challenged in the Bank, and some have suggested that we should concentrate more on 

l/ It may be noted that the CSN will be processed in parallel with a new CEM, which 
would provide greater detail on these aspects. 

'-;> 
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negotiating tements..of ref-0JJD..Policy . t_.........,,.... 
seems to us flawed, however, given the realities of China's situation. First, in part 
because of the size of the country, lower levels have, throughout the reform era, very 
frequently been the leaders in developing new reforms, with successful initiatives 
generally diffused rapidly (and often endorsed ex post by Beijing). Secondly, we see the 
decisions of last year's Party Congress as largely eliminating residual ideological 
constraints to further reform. Across a wide range, therefore, a national policy 
environment supportive of further reform now exists, and the challenge remaining is to 
translate this into practical workable models, new institutional structures, etc. The 
Bank's support in this "detailed engineering of change" is eagerly sought, and is most 
effectively providecloy the comparatively "micro" a roach outlined above. The CSN 
will elaborate the im lications for the Bank's further work program. 

7. At least two additional developments will need to be analyzed by the CSN 
for their possible implications for the Bank's strategy. The decisions on the Tenth / 
Replenishment of IDA (IDA 10), while endorsing China's continued eligibility, will 
imply a significant reduction in China's share. As C hina starts down the road towards 
IDA graduation, we will be challenged to work out, together with our counterparts, 
operational mechanisms to safe he ursui f ou bjectives in the areas of overt 
alleviation and the environment, as well as in the social sectors more generally. 

8. Finally, although recent trends in the balance of payments show, as 
anticipated by the 1992 CSP, that imports are rising faster than exports (26.3 percent in 
1992 versus 18.3 percent), the implied shrinking of China's current account surplus is, 
at this stage, a fairly gradual one. Meanwhile, record levels of commitments for foreign 
direct investment (FDn in manufacturing are being reported, while policy decisions are 
increasingly opening the tertiary sectors also to FDI. The possibility of accelerated 
movement on the trade side should not be ruled out: sweeping import 1beralization has 
been put on the table in both bilateral and multilateral discussions and ul also help 

aeal wit a num6er of domestic issues (including, but not limited to, macromanagement). ? 
At the same time, we realize a case can be made that the ure_re ou c ~ fer rationale ' 
for ~ank Group support to China is, at least for the time being, less strong than in C> f,t-.' ~ 
earlier years. ---9. There is, however, a broader rationale underlying the Bank-China 
relationship. China is a credit-worthy and reliable client, eager to continue borrowing 
on a substantial scale from the Bank Group, and highly responsive - as seen earlier - to 
Bank advice across a very wide range of economic, social and environmental issues. 
DFI may be flowing well into (generally green-field) directly productive activities (and 
the revival of IFC's program, in particular, will be reflected), but there is little if any 
overlap here with the Bank's lending operations. More specifically, it needs to be 
recognized that - even with continued strong progress on public sector price reform -
severe constraints will still exist for some time to the domestic mobilization of resources ~ 
to meet China's heavy needs for infrastructure investment, social service provision or the_ 
restructuring of longer-established enterprises. The CSN will review all the above 
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elements in order to provide a basis for management guidance on the broad dimensions 
of the future Bank program in China. 

Attachment 

Cleared with and cc: Mr. Burki (EA2DR) 

cc: M/M Kaji, Thomas, Agarwala, El Maaroufi (EAPVP), Jones-Carroll (EAPCA), 
Madavo (EAlDR), Haug (EA3DR), Ritchie (ASTDR), Ikram (EAlCO), 
Shilling (EA3CO), M. Koch-Weser, (ASTEN), Yusuf, Kimura (EA2DR), 
Pearce (EA2CO), Goldberg (EA2AG), Khan (EA2IE), Levy (EA2TP), 
Ecevit (EA2EH), Bottelier (EA2CH), D.C. Rao (DECVP), Husain 

[CSN.IM] 

AOdy:cf 

(AFR CE), Nankani (SAS VP), Selowsky (ECA VP), Squire (MNA VP), 
Birdsall (CECDR), Ray (DPGDR), Golan (EDIDR), M. Ahmad (IECDR) , 
Ingram (RAD), Amoako (ESPDR), Adams (OPRDR), de Merode 
(PHNDR), E1-Rifai (MIGPA), Long (FSDDR), Iskander (PSDDR), Stern 
(IENDR), E1-Ashry (ENVDR), Petit (AGRDR), Pouliquen (INUDR), 
Horiguchi, Otani, Bell, Kochhar, Scott, Khor (IMF), Hassan (LEGEA) 
Freeman (CLACM), Khan (CASDl), Bond (CPLDl) 

EA2CO H/L Staff 
Asia Information Center 
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CHINA: Central Asia Updated On:Monday, November 23, 1992 

11/23/92 

EVENT: The Chinese foreign minister is now into the second week 
of a visit to Central Asia. 

SIGNIFICANCE: China's cultivation of ties with Central Asia is 
driven in part by a fear that ethnic unrest and Islamic 
revivalism could spread to the Xinjiang-Uighur Autonomous Region. 

ANALYSIS: Despite constraints and a degree of mutual suspicion 
-- a hangover from the Cold War -- China is attempting to expand 
trade, economic and political links with Central Asia. The first 
high-level Chinese economic delegation visited the region in 
December 1991 ~- before the break-up of the Soviet Union -- to 
explore the possibility of commercial ties independent of 
Moscow. China recognised the independence of all five republics 
shortly afterwards. 

rlier this year, a railway line from Alma Ata to the Chinese 
_Jrder was completed, passing through the Ala Tau mountains via 
the Kazakh towns of Aktogay and Druzhba. It links up with a 
Chinese-built railway -- still under construction -- which 
crosses the Gobi desert and Xinjiang. Eventually the line will 
join Beijing, Alma Ata, Tashkent and Ashkabad to Tehran and 
finally Istanbul. Kazakh officials intend the line to increase 
trade with both China and Europe. 

Rail links with Kazakhstan have complemented road links and a 
large cross-border trade has developed, with Chinese consumer 
goods exchanged in Alma Ata for minerals and metals. President 
Nursultan Nazarbaev of Kazakhstan visited Beijing earlier in the 
year. 

China's contacts extend beyond Kazakhstan: 

Relations with Uzbekistan received a boost in March, 
when President Islam Karimov visited Beijing and 
signed 14 agreements on trade, transport and 
investment. 

Trade with Kyrgyzstan has also expanded in recent 
months, following a recent visit by President Askar 
Akaev to Beijing. 

Food, consumer items and light engineering goods are 
also being traded in the wider region. 

China is in discussion with Pakistan, Kazakhstan and 
Kyrgyzstan about recreating the ancient Silk Road by 
linking Alma Ata, through Xinjiang, to Pakistan's 
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northern areas and the Indian Ocean port of Karachi. 
For Central Asian republics, excluding Turkmenistan, 
Karachi is their closest link to the sea. 

Relations with Turkmenistan were cemented last week 
with the visit to Beijing of President Saparmurad 
Niyasov and the signing of a number of economic 
accords. 

China's main political goal is to ensure that ethnic unrest and 
Islamic fundamentalism in Afghanistan (see OADB, October 30, 
1992, III) and Central Asia do not spread to Xinjiang: 

There are an estimated 5 million Muslim Uighurs in 
Xinjiang and 300,000 -- who fled from the communists 
in 1949 -- in Kazakhstan and Kyrgyzstan. There is also 
a substantial Kyrgyz population in Xinjiang which now 
has links with Kyrgyzstan for the first time in 75 
years. 

In Kazakhstan, Uighur exiles have set up the Uighurstan 
Liberation Front. 

With anti-Han Chinese nationalism and Islamic fundamentalism on 
the rise amongst the Uighurs, Beijing is anxious to develop 
relations with Kazakhstan and Kyrgyzstan, to ensure that Uighur 
exiles do not foment separatism among their ethnic brothers in 
Xinjiang. Recent contact with Uzbekistan is an attempt to 
prevent it being absorbed into a southern bloc of Islamic 
countries. 

Beijing is prepared to use force to crush opposition. In 
Xinjiang, around 50 people were killed in April 1989, when the 
militia put down a Uighur revolt in the town of Baran, near 
Kashgar, only 150 miles from the Kazakh border. Nowadays, 
however, Beijing's emphasis is on raising the Uighurs' standard 
of living in the hope of reducing the potential for unrest. This 
year, it has increased investment in Xinjiang by 23%, with 370 
million dollars targeted for investment in industry and 
communications. It plans to develop Xinjiang as a processing 
zone for imports of minerals and metals from Kazakhstan. 

Nevertheless, suspicions remain on both sides. As a legacy of 
the Sino-Soviet hostility of the 1960s and 1970s, nuclear 
~;ssiles in Kazakhstan are still aimed at Chinese targets, while 

; siles in Xinjiang are aimed at - Central Asia. However, China 
derives comfort from a perception that the Central Asian 
republics are following its 'model' of encouraging economic 
liberalisation, while maintaining autocratic rule to check the 
growth of political -- particularly Islamic -- opposition. 
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CONCLUSION: Longer term, China cannot insulate Xinjiang from 
political and economic change in Central Asia. Cross­
fertilisation will reinforce Uighur separatist sentiment. 

Keywords: AP, EE/SU, China, Central Asia, politics, economy, 
religion, ethnic, nationality, trade, investment, 
transport 
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~ SOUTH KOREA: Diplomatic Ties Updated On:Monday, August 24, 1992 

08/24/92 

EVENT: China and South Korea established full diplomatic 
relations today. 

SIGNIFICANCE: The agreement ends decades of hostility between 
the two countries and will further isolate North Korea. 

ANALYSIS: Chinese Foreign Minister Qian Qichen and his South 
Korean counterpart Lee Sang-ock signed an agreement establishing 
full diplomatic relations in Beijing this morning. The two 
countries fought on opposite sides in the Korean war and have 
circled each other warily ever since; the agreement therefore 
brings four decades of hostility to a close. As a consequence, 
Taiwan will break off its existing relations with Seoul. It was 
also announced that South Korean President Roh Tae-woo would make 
an official visit to Beijing in the near future. 

sis yet another victory for South Korea's 'nordpolitik', 
wnereby Seoul abandoned its former staunch anti - communism in 
order to woo Pyongyang's major allies in Moscow and Beijing. 

Although such overtures originally cut little ice in the era of 
Brezhnev and Mao, they began to bear fruit during the 1980s in 
the growth of trade, sports and other unofficial contacts. The 
breakthrough was the 1988 Seoul Olympic Games, attended by China, 
the Soviet Union and other Soviet bloc states. 

Although none recognised South Korea at that point, diplomatic 
relations with East European countries followed rapidly, 
culminating in full ties with the Soviet Union in September 1990. 
This was a particularly bitter blow to North Korea, both 
symbolically and financially. North Korea has its very origins 
in Soviet military government north of the 38th parallel between 
1945 and 1948, and (like Seoul pari passu) had always counted on 
its allies accepting its claim to be the only legitimate 
government of the peninsula. 

In one of the less publicised and more unlikely political 
friendships of recent times, Gorbachev and Roh Tae-woo met three 
times in less than a year: in San Francisco, Moscow and South 
Korea, all in 1991. Gorbachev never visited North Korea, and 
added injury to insult when in January 1991 Moscow insisted that 
•. 1ngyang pay for trade in hard currency at world market prices. 
_ -~s caused North Korea's total trade to slump by 25% last year, 
as its formerly preponderant trade with the Soviet Union/CIS all 
but collapsed. 

The Soviet Union's perceived defection pushed North Korea closer 
to China, which until today appeared warier of offending Kim Il 



CHINA/SOUTH KOREA: Diplomatic Ties 

Sung's sensibilities. But Beijing has experienced all the same 
frustrations as did Moscow vis-a-vis its wayward Korean allies: 

Sino-North Korean trade -- although it rose by 17% from 
519 million dollars in 1990 to 609 million dollars last 
year -- comprised 524 million dollars of Chinese 
exports as against only 85 million dollars of imports. 
Pyongyang's inability either to reduce or finance this 
deficit has compelled China to insist on payment in 
hard currency from this year. 

Although Kim Il Sung was pointedly shown around 
numerous joint ventures and special economic zones when 
he visited China last October, North Korea is still 
refusing to embrace economic reform. 

China shares the general concern regarding Pyongyang's 
suspected nuclear ambitions, even though it has not 
yet said so publicly. 

Meanwhile, trade and other unofficial ties between China and 
South Korea have developed rapidly since the late 1980s: 

Direct trade alone totalled 4.4 billion dollars in 
1991, with at least a further 1.4 billion dollars 
passing through Hong Kong. 

Regular ferry services and charter flights connect the 
two countries, although there are as yet no scheduled 
air services. 

South Korean companies have begun investing in China, 
especially in the nearby Shandong and Jilin provinces 
(see OADB, July 6, 1992, II). While most are small 
firms in low-wage sectors (eg footwear and textiles), 
projects already in motion include a 60 million dollar 
Samsung VCR assembly plant in Tianjin, and a huge 250 
million dollar cattle ranch (the biggest in Asia) and 
beef business in Yanbian Korean autonomous zone, close 
to the North Korean border. 

Ever since Li Peng's remark at a UN regional meeting in Beijing 
in April -- when he told the visiting South Korean foreign 
minister that "running water naturally makes a ditch" -- Seoul 
1

· \ had high hopes for a full normalisation of ties. The 
L .• rrent ascendancy of the reformists in the Chinese leadership 
has expedited the process. 

Economically, trade -- and in particular investment will now 
accelerate still further. There are also reports that Seoul will 
loan Beijing 2 billion dollars. 
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Besides being neighbours, the two countries' assets and needs are 
neatly dovetailed. China's raw materials and low wages 
complement Seoul's technological and manufacturing skills. For 
China, South Korea is a useful alternative source of technology 
to Japan. For Seoul, growth of the Chinese and other Asian 
export destinations partly compensates for declining expansion 
and fear of protectionism in its traditional OECD markets. 

Politically, this resumption of an ancient relationship -- Korea 
was for centuries culturally influenced by China, and paid 
tribute to the imperial court -- represents a reassertion of geo­
political realities over the artificial barriers created by the 
Cold War. There are also security implications: it remains to 
be seen whether China -- or North Korea -- will now revise the 
1961 treaty of alliance between Beijing and Pyongyang. 

More probably it will be supplemented, rather than replaced, by a 
P 0 ijing-Seoul security agreement. In similar vein, President 

:is Yeltsin is expected to sign a Russia-South Korea friendship 
agreement when he visits Seoul in mid-September, without 
necessarily formally repudiating the 1961 Soviet Union-North 
Korea treaty. 

One immediate, and predictable, consequence has been Taiwan's 
simultaneous termination of diplomatic ties with Seoul in 
response to its worst diplomatic setback since Washington 
switched recognition to Beijing in 1979. Today's agreement robs 
Taipei of its only remaining ally in Asia (as well as a prime 
piece of Seoul real estate, with its embassy going to Beijing). 
Sanctions already announced include suspension of flights and 
cancellation of trade preferences. 

Yet Taipei has been expecting this defection for some time. 
Sharing as they do common economic goals -- primarily to increase 
their mutual trade, and thus reduce their common dependence on 
Japan -- neither Seoul nor Taipei, despite the rhetoric, will in 
the long run allow bilateral economic ties to be greatly damaged. 
Roh has said that he hopes favourable unofficial ties will be 
maintained, and officials have pointed out that Taiwan's policy 
of 'flexible diplomacy' -- which allows it to nourish thriving 
trade and civilian links with countries which do not recognise it 
diplomatically -- would also be applied to South Korea. 

· . ~th Korea, however, is the real loser. Pyongyang's isolation 
--~ now complete ( even distant Cuba is commencing sports exchanges 
with Seoul). The pressure on Kim Il Sung's regime 
wholeheartedly to embrace dialogue and economic reform will now 
be acute. 

One small silver lining for both countries is that nothing now 



CHINA/SOUTH KOREA: Diplomatic Ties 

prevents links between Pyongyang and Taipei. Taiwanese business 
groups have already made exploratory trips, while a North Korean 
delegation is said to have visited Taiwan secretly in June. 

CONCLUSION: Formalised relations between China and South Korea, 
in addition to shaping the emerging post-Cold War political order 
in East Asia, will increase pressure on North Korea to commit 
itself to diplomatic pragmatism, political normalisation and 
economic reform. 

Keywords: AP, China, South Korea, North Korea, Taiwan, Russia, 
international relations, economy, foreign policy, 
trade, foreign investment 
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CHINA; CSP 

1. , Attached is a minute of the discussion of China CSP held in the 
President's Office on June 12, 1992. The minute wa.s drafted by me and 
cleared by the President's Office. 

cc: Messrs/Mesdames: Preston, Karaosmanoglu, Sandstrom, Stern, Kaji, 
Lynn, Rajagopalan, Shibata, Summers 
Haug, Madavo, Ritchie, El-Maaroufi, Thomas, Vazquez 

SJBurki:jd 



NOTE ON CHINA CSP 

The China CSP was discussed in a meeting chaired by Mr . Preston on 
Friday, June 12 at 10:00 a.m. Messrs. Sandstrom, Karaosmanoglu, Shihata, 
Rajagopalan, Summers 1 Lynn, Kaji and Burki attended the meeting. 

The discussion focussed largely on the following four issues raised in 
the CSP: 

Size of lending and differentiation among the low, base, and high case. 
There was agreement that given the size of the Chinese economy, its 
creditworthiness, the management of the World Bank financed portfolio of 
projects and China's growing commitment in addressing the problems of 
environment, there was a good case for lending at the level of the proposed 
base case scenario. This scenario as well as the one presented under the high 
case would not pose exposure problems for the Bank under any of the applicable 
criteria, although the need to maintain flexibility to meet China's financing 
needs over the longer term should be kept in mind. The region explained that 
even the base case scenario was contingent upon China pursuing reforms in a 
number of areas; in fact, all the projects being prepared had policy 
components explicitly identified in their design. However the Region agreed 
to reduce lending in the low case. 

Lending for State owned enterprises (SOEs). The question of the 
advisability of large scale lending for SOE in the industrial sector had been 
raised in a memorandum circulated by Mr. Ryrie in advance of the meeting. The 
region explained that it was following a two-pronged approach in developing 
its industrial sector lending program: to help create an environment in which 
the non-state sector enterprises would grow, and to restructure the S0Es so 
that they function according to the dictates of the market. While a number of 
SOE operations were under preparation, the region will bring to the senior 
management a strategy paper on SOE reform before taking any final decision on 
these projects . 

Estimate of Chinese GNP . . It was suggested that the methodology used by 
China for estimating its GNP may have a serious downward bias. The region 
referred to a study under preparation in which the conclusion was that China 
was making appropriate adjustments in its methodology and that upward 
adjustment of some 25% would perhaps result from the application of the U.N. 
System of National Accounts. In any event, the Purchasing Power Parity 
adjustments for China was not out of line with those that are needed for a 
number of other developing countries. The region said that a research effort 
was being mounted in collaboration with DEC to introduce a more robust 
analytical base for national accounting in China. 

IDA for China. The region's view that China remained eligible for IDA 
support was accepted but it was emphasised that a hardening of blend is now 
called for. The region indicated that a 70:30 IBRD:IDA blend would seem 
appropriate for the base case. Furthermore the blend in the low case would be 
hardened to match the blend in the base case. 

Shahid Javed Burk~ 

June 26, 1992 ~ (· 
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June 17, 1992 

Mr. Gautam Kaji 

China Country Strategy Paper 

The CSP is well written and sets out the four areas of 
reform which will be emphasized: housing and social security, 
the financial sector, state owned enterprises, and commodity 
pricing and marketing. Individual operations would be closely 
linked to the reform agenda. 

The forthcoming strategy paper on state enterprise reform 
will address in more detail questions with regard to, inter 
alia, the improvement of the policy and institutional 
environment for private sector development, the content and pace 
of state enterprise reform, and the justification for future 
Bank lending to state enterprises. The paper should take into 
account the suggestions made during our meeting last Friday and 
the comments made by Mr. Ryrie in his memorandum of June 11. We 
should review the strategy paper before the end of 1992. In the 
meantime, we should minimize further work on any new direct 
lending to state enterprises, particularly in competitive 
markets. Policy reform and institutional restructuring should 
be clearly articulated in other operations already under 
preparation, which would demonstrate how the proposed strategy 
for state enterprise reform could be effectively implemented. 

Significant lending is proposed in all three lending 
scenarios. More differentiation would be appropriate. In 
particular, lending in the low case should be reduced. Also, 
the blend should not be softer in the low case than in the base 
case (i.e., no more than 1/3 IDA; further hardening of the blend 
may be necessary depending on the outcome of the IDA-10 
replenishment) . 

cc: Messrs. Burki, Linn, Rajagopalan, Ryrie, Shihata, Summers, 
Terasawa , . 

Husain, Jaycox, Koch-Weser, Thalwitz, Wood 

Karaosmanoglu, Stern 
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Lawrence H. Summerf~ 

33774 

CHINA - Country Strategy Paper 

1. We have reviewed the revised draft of the China CSP, which as 
you know will be the subject of a meeting to be chaired by Mr. Preston 
on June 12. The basic strategy as it is now envisaged is, we believe, 
a good one, where we welcome the strong linkage proposed in both the 
Base and High cases to significant further progress on policy reform. 
And as the CSP notes, policy reform for the state-owned enterprise 
sector will be especially important, but is also a complex area, where 
further work is required to specify precisely what the Bank should 
expect in order to be able to proceed with lending in the industry and 
finance sectors . Therefore, the proposal to draft an Enterprise Reform 
Strategy Paper in the first half of FY93 is a reasonable one, and we 
look forward to working closely with you on it. 

2. The strategy as now presented, along with somewhat lower Base 
Case lending amounts plus revised projections by FRS on the overall 
Bank portfolio, also means that the projected portfolio share of China 
now is less of an issue than it was before. 

3. We are still concerned, however, over one area of the CSP, which 
can hopefully be cleared up prior to the June 12 meeting. There appear 
to be a number of arithmetic errors (as well as other problems of this 
nature), in the standard tables on the balance of payments projections 
attached to the CSP. For example, the current account balance does not 
add up, short-term capital flows appear to be double-counted, short­
term capital stocks are presented in the table on disbursements, and 
entire sections of several tables were simply left blank. 

4. A more fundamental concern is whether the resulting financing 
scenario is a reasonable one. Although in part it may be a consequence 
of the arithmetic errors, the previous draft of the CSP had the stock 
of commercial bank debt falling from $14.5 billion in 1990, to $11.1 
billion in 1993. In the current draft, the stock of this debt rises 
from the $14.5 billion figure for 1990, to $32.0 billion in 1993. 

5. This may not be unreasonable, but there is little discussion of 
whether this is so. It is also not clear whether any of the "adding 
up" problems play a role in this. It is not an issue, however, which 
should come up at the June 12 meeting. Rather , it would be preferable 
that a corrected set of projections be circulated prior to the meeting, 
along with a one or two page covering memo which explains and justifies 
the financing scenario presented. 

cc: Messrs. Karaosmanoglu, Sandstrom, Burki 
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CHINA CSP 

1 . A revised draft of the China CSP was submitted to the Office of 
the President, and circulated to Senior Managers within the Bank, in 
mid-April. The President's Office has confirmed to us that there will 
be a meeting on the CSP, to be chaired by Mr. Preston, although 
probably not until mid-June (due to the travel schedules of Mr. Kaji 
and then Mr. Preston). The purpose of this memo is to brief you on the 
status of this CSP and on how it was revised from its earlier version. 
The revisions appear to have been at least in part in response to 
concerns you had earlier expressed . 

The Basic Strategy on State-Owned Enterprises 

2. A principal concern we had expressed on the previous draft of 
the CSP was whether the Bank would be following a proposed lending 
program which would bring us to the ceiling on possible exposure, but 
where the policies being followed reflected only partial reforms and 
were ultimately unsustainable. Not only would this be non-viable in 
the long-run (inadequate policies being non-sustainable), but in 
addition , we would not be in a position to support through increased 
lending a new Government which wished to follow a fundamental change in 
policies in a market-oriented direction. A key area of policy concern 
is the state-owned enterprise (SOE) sector. 

3. There has been a significant improvement in the treatment of 
these issues in the revised draft of the CSP. The basic strategy as 
now proposed should be welcomed. The main issue that remains is how it 
will be implemented in practice. 

4. There is a better articulation of the problems in the SOE sector 
in the revised CSP, with the point made that if these problems are not 
addressed, there could be severe consequences for the rest of the 
economy. The revised CSP makes explicit and clear that the Bank's 
lending program, in the Base Case as well as in the High Case,- should 
be conditioned on significant and continued progress in addressing the 
SOE (as well as other) policy is s ue s ( s ee para. 33 and 35 on pages 16-
17) . The CSP also states that Bank l ending operations in Industry and 
Finance would not proceed without progress on these policy issues (see 
para. El of Annex E) . There has als o been some scaling back of the 
Base Case lending program (by about 9%), which when coupled with new 
projections from FRS on the size of the total Bank portfolio, leads to 
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less of a concern on our overall exposure in China (this is discussed 
in the next section below). 

5. Finally, and perhaps most importantly, the revised CSP proposes 
that on the key area of Bank strategy on the SOE sector, that an 
Enterprise Reform Strategy Paper be prepared in the first half of FY93 
(see the end of para. 35, as well as para. D21 in Annex D). Although 
perhaps a bureaucratic response, it is not unreasonable in the present 
circumstances. The subj e·ct is complex as well. as important, and the 
preparation of such a sector strategy paper would allow attention to be 
focussed on precisely what reforms are prerequisites for Bank lending 
in the area. 

6. These changes basically respond to our concerns. They recognize 
the importance of SOE reforms, and link a substantial amount of our 
lending to it. Based on the titles of the projects in the lending 
program tables, it appears roughly 28% of the Base Case IBRD lending 
program (about 19% of the Bank and IDA together), would be linked to 
progress on SOE reforms. Excluding these operations, one might view 
the true "Base" Case as averaging about $1,4 billion in new IBRD 
commitments per year, versus $1.9 billion in new commitments per year 
under the Base Case of the CSP (and $2.7 billion per year in the High 
Case). This would also leave us some headroom for an expansion in 
future lending in the event there is a fundamental change in policies 
in the right direction sometime later in this decade. 

7. Our main concern is whether there will really be such linkage. 
The key question will center on the assessment of what should be 
considered to be sufficient in the area of SOE "reform". The Region 
appears willing to accept the position of the Chinese authorities that 
basic ownership reform should not be necessary, while the views of DEC, 
based on the experience elsewhere (and as expressed in the recent Board 
Paper on Privatization), is that without basic ownership changes, 
attempts at SOE reform ultimately are disappointing. These issues will 
be worked out in the context of the proposed Enterprise Reform Strategy 
Paper, which the CSP states will synthesize the work of CEC and others 
with the experience so far in China (para. D21 of Annex D). We should 
follow the drafting of this sector strategy paper closely, and staff of 
DEC (in particular of CECPS and CECSE, as well as of DPG) should be 
involved. Mr. John Nellis could be of particular help, and we have 
discussed this with him. This sector strategy paper for China should 
be a good opportunity to apply in Bank practice the principles worked 
out in the Privatization Paper. 

The Portfolio Share Issue 

8. The Base Case program of the earlier version of the CSP, coupled 
with the projection of the total Bank loan portfolio provided us by 
FRS, implied that China would have accounted for 11 to 12% of the 
Bank's total loan portfolio by the year 2000, with the share still 
rising. The Bank's portfolio diversification guideline is that in 
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general, the share of the Bank's loan portfolio for any one country 
should not normally exceed 10%. Under the High Case, the share would 
have course been even higher. Our concern with these shares was not so 
much over the breaching of the guideline limits themselves (which is 
more a concern of FRS in the Bank, rather than DEC), but rather that 
with portfolio limits reached, we would not then be in a position to 
support a true reform program in China, if one were to be adopted at 
some point in the future. 

9. This appears now to be less of an issue than before. In part 
this is because of a reduction (by 9%) in the proposed Base Case 
lending program of the CSP. Perhaps of more importance is the linkage 
of a significant share (28%) of this Base Case lending to significant 
SOE reform; the Base Case levels of lending would only be reached (if 
the CSP is to be trusted) under a significant improvement in the policy 
environment. Finally, the FRS projection of the figure for the total 
Bank portfolio in the year 2000 is now significantly greater than what 
they had provided us before. They had previously provided a figure of 
$135 billion, with this including $15 billion (we were told) for loans 
outstanding for that year to the CIS. This was a preliminary and not 
yet official projection, and may have been in error (it may have 
excluded the CIS in fact). In any case, the current FRS projection for 
the Bank portfolio for the year 2000 is $170 billion (including $19 
billion for the CIS). This is 26 % above their earlier figure. 

10. The combination of a lower level of Base Case lending (by 97. in 
terms of commitments, for FY93-97), and a larger Bank-wide portfolio 
(by 26%), means that the projected China share of the Bank's portfolio 
in the year 2000 would be 9.0%, if one uses the disbursement 
projections of the Region (which are the ones used for the balance of 
payments projections of the CSP). If one uses the standard 
disbursement profiles that FRS has developed for its projections of the 
total Bank portfolio (which are based on Bank-wide averages, where 
these averages are slower than the disbursement pace for loans to 
China), the China share in the year 2000 would be only 7.4%. And if 
lending for industry and finance is held up due to inadequate progress 
on SOE reform, the shares would be even less. However, under the High 
Case projections of the CSP, the projected share would reach 11.4% in 
the year 2000, thus indicating that the High Case is not a totally 
credible scenario (unless Bank portfolio policies change). 

11. All these projections are, of course, subject to a significant 
degree of uncertainty. And too much significance should not be 
attached to the year 2000; if the guideline limits are breached in the 
year 2002 or 2003 (as simple extrapolation would indicate), then we 
should take that into account now, for the lending program proposed in 
the CSP for FY93 to FY97. However, the figures are now in a range 
where it should no longer be such an issue for DEC. Rather, our focus 
should be on the quality of the lending and its linkage to policy 
reform (and in particular to SOE reform). This was discussed above. 
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The Balance of Payments Projections 

12. The balance of payments projections provided in the CSP are an 
additional area of concern. The worry is not so much over whether the 
basic figures are reasonable (they could be), but rather whether much 
thought has been given to them and what they imply. In particular, we 
are concerned over the figures on the financing of the balance of 
payments. Although .debt issues are not paramount in China, under the 
proposed scenario the Bank and IDA will be the largest single creditor 
to China. Despite this, it does not appear that much consideration has 
been given to how this lending from the Bank Group will fit in to the 
overall financing of the balance of payments. The balance of payments 
projections themselves are full of arithmetic errors, with the picture 
presented changing totally between that presented in the earlier draft 
of the CSP and the current one. Although there is no need to place any 
emphasis on the projections of the earlier draft of the CSP, what is 
worrying is that the scenarios in the two drafts of the CSP are 
presented as if they had not changed in a fundamental way. Yet the 
figures on the financing are totally different. 

13. This can be seen most readily in the figures on the commercial 
bank debt: 

Commercial bank debt outstanding 
1990 1991 1992 1993 1995 

Draft of 1/30/92: $14.5b $16.3b $11. 7b $11. lb $14.2b 
Draft of 4/13/92: $14.5b $22.3b $26.4b $32.0b $42.3b 

For 1993, only one year from now, the difference is $21 billion, which 
for most Third World countries (including China) is not a small 
amount!/. The resulting picture on China's creditors becomes: 

Change in debt outstanding, 1990-95 
Draft of Draft of 
1/30/92 4/13/92 

IBRD $5,825m $5,390rn 
IDA $4,536rn $4,356rn 
Other Multilateral $726rn $726rn 
Bilateral sources $2,558m $2,558rn 
Private lenders -$9,044m $19,103m 

Total $4,601m $32,133m 

14. Note that for the period to 1995, the Resource Balance in the 
two projections is unchanged. Part of the problem in .the projections 
appears to stern from arithmetic problems in the earlier draft of the 
CSP. However, arithmetic problems remain (the current account balance 
does not add up, for example, and short-term lending seems to be 

!/ As the late Senator Dirksen of Illinois said: "a billion here, a 
billion there, soon you're talking real money." 
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double-counted). In addition, many of the lines (as well as certain 
complete sections) in the standard attachment tables were simply left 
blank. 

15. This is not really satisfactory. Although the projections 
themselves (once the arithmetic problems are cleared up) may not be 
unreasonable, our main concern is whether Regional Management has given 
much consideration to the financial picture being presented. If they 
had 1 they would have found some of the errors. Perhaps the best way to 
deal with this would be to request the Region to submit a corrected set 
of projections prior to the President's meeting on the CSP, with a one 
or two page covering memo explaining why the financing scenario being 
presented is a reasonable one. In particular, they should explain why 
they are comfortable with the projected level of commercial bank 
lending. The point would not be to embarrass them, but to elicit 
consideration of these issues. Finally, the projections should include 
at least an extrapolation of the standard Bank exposure ratios to the 
year 2005; when the exposure ratios are rising so rapidly, the 
projections should not be cut off only three years beyond the latt year 
of the lending program being proposed. 

16. If you agree that the Region should be asked to submit a 
corrected set of projections, we would draft a simple memo on this for 
your signature. 

FJLysy: 

cc: Walton, Nellis, Lav 

p.s.: You might find the attached news report, from today's Wall 
Street Journal, of interest. It appears to indicate that the Chinese 
authorities may be willing (at some point in the not too distant 
future, although perhaps not yet), to consider the privatization of 
state enterprises on a significant scale, at least in areas such as 
light industry. The CSP presents the view that this is unlikely. 



A10 THE WALL STREET JOURNAL 

China's Easing 
Of Sorne Rules 
:Lures Investors 

' : .. 

Allowing Foreigners to Buy 
. . . Stakes in Firms Prompts' 
· ' Hong Kong Enthusiasm 

By JESSE WONG 
Staff Reporter ofTIIF. WALL STRF.ET J01.1RNAL 

- HONG KONG - The bureaucracy re· 
.. m~ins as dense as ever. But with the 
.P,ace of economic change in_ Ch!na picking 
up, this year, the door to foreign investment 
,Is opening wider. 
.. , Though only vaguely publicized, the 
shift has enabled foreigners to · acqutte= 
. sizable minority stakes, along with a de-

ree o manage men con ro ma an o 
e-owne concerns. This orm of direct 

investment in exist n enter rises marks a 
departure rom t e past, when foreigners 
.were generally restricted to building up 
businesses from scratch. 
· , Coming on the heels of a limited opening 
.of the country's stock exchanges to for· 
. eigners,' the latest easing has generated 
.enthusiasm In Hong Kong, which has long 
been China's biggest source of foreign In· 
,vestment. So far, the enthusiasm has 
.yielded results only for a few Ho~g Kong 
)ll'{estor~. But many oth~rs ar~ trymg. . 
• • ·"There is a lot of talkmg gomg on, even 
iii6ugh we haven't seen much yet in the way 
ol-'8.ctual investment," says Me'ocre Lee, 
a.·Song Kong partner and China expert at 
'J\.rthur Andersen & Co., the international 
at:eoun ti!lg firm. 

inefficient State Sector 
~·:The shift toward direct investment is 
a;6ther signa o e1Jin 's concern a ou 
t e me 1c1en sta e sector. un e gov· 
ernment bureaucracies and with little re, 
gard for market demand, many state en· 
terprises need subsidies to survive. Yet 
they account for more than 50% of the 
~ountry's industrial output. Collectives­
semiprivate businesses often operated by 
Jocal officials but not funded by the ~tate­
ahd a sprinkling of private companies ac· 
count for the rest. . 
• ; While privatization seems a possible 
way out, it has been resisted by Beijing as _ 
contrary to socialism's ideals. The issue 
gets even more sensitive when it come~ to 
selling assets to foreigners. The w riva· 
tizations that have taken place were one 
on an experimental basis. Typically, they 
involved the sale of tiny, ailing companies 
to Chinese entrepreneurs. If the current 
shift toward direct investment proves tea· 
sible on a \,Vlcte scale, 1t would be a mile· 
stone m the country's tortuous attem t to 
1 era 1ze 1 s centra nn d econom . 

: , -''Beijing used to be fairly hostile_ to e 
idea of letting foreigners profit from mvest· 
ing in state-owned enterprises," says Wf?O 
Tun-oy. an economist at Hong Ko~g Baptist 
College. "But it may be becommg more 
flexible because nothing else seems to be : 
working very well." . 

For China's economy as a whole, the 
star performer since reform first began in 
1979 is the foreign sector. Last ear alone, 
foreign-invested enterprises mcreas 
t eir o. s a e sector, bv 
contrast, grew a meager 8%. The foreign 
sector 1s dominated by Sino-foreign joint 
ventures, along with a handful of ventures 

· wholly owned by overseas investors. With 
few exceptions, these foreign-invested en· 
terprises were all created from scratch. 

Potential Investments 
Beijing:· doesn't seem prepared yetJ_q 

selloff whofe fiusmesses, and some_md)!_~· 
tries remam off hm1ts to foreign involve· 
ment. But mcreasmgly. selected sectors, 
especially retailers and makers of con· 

· sumer products, are being cited as poten· 
tial investments. In general, it appears 
forei ners will be allowed to ac mre at 
most 50 0 0 an;r s a e company. 
- -in their publ!c rhetoric, Chinese officials 
ra11ging from Premier Li Peng to provin· 
cial leaders are vague on the matter. 
But in the past few months, many of them 
have come to Hong Kong in search of 
investment capital. · 

Such visits· have prompted the Hong 
Kong Trade Development Council to act. 
Funded by taxpayer money, the agency's 
primary task is to help the colony's manu· 
facturers seek out trade and investment 
opportunities. Since March, it has been 
scouting for such opportunities among 
state companies in the cities of Shanghai 
and Beijing and in Guangdong province. 

Although some of the businesses are 
small, the size of the potential investment 
required ranges up to S50 million. Mary 
Wong, a senior manager with the council, is 
confident of results, though nothing con· 
crete has emerged so far. 

"What we 're doing is playing match· 
maker. We look for promising enterprises 
that need modernizing or fixing up and we 
try to find them the right partner," she 
says. "We feel that the climate is right for 
this kind of exercise." 

Even with the right climate, reaching an 
investment agreement ' can be a tedious 
process. With the Chinese side insisting on 
valuating a business according to its assets 
and the typical investor preferring to go by 
earnings potential, the two sides could 
easily end up in a deadlock. · 'This can be an 
insurmountable problem in many cases. 
The Chinese side tends to be very con· 
cerned that it may be selling state assets 
too cheaply," says Peter Fung, a director 
of Sun Hung Kai & Co., a Hong Kong 
investment company . 

Such problems notwithstanding, ,.Syn_ 
Hung Kai is about to complete nefotiations 
on two investments after a ha! year of 
Thiks. Boen or them mvolve state·ownea 
com ames m Guangdong; one makes elec· 
nc <lPP 1ances, an e o er ma resses. 

Many Hong Kong investors prefer 
Guangdong because of the province's prox· 
imity to the colony. Others argue that 
better values can be found further north, 
where foreign investment is harder to come 
by. That's the approach of Victor Chu, a 
prominent Hong Kong investor and senior 
partner of the law firm Victor Chu & Co. He 
was one of the first Hong Kong investors to 
get in amid the current race to gain an 
investment foothold in China. 

His in vestment of about Sl million has 
bought him a minority stake in a chemical 
factory in Jiangsu, a province near Shang· 
hai, in partnership with a local government 
entity. Mr. Chu has staffed the joint venture 
with legal, accounting and mctnagement 
professionals whom he recruited in China. 
Their familiarity with the domestic invest· 
ment climate helped facilitate negotia· 
tions, he says. , · 
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CHINA - Comments on the Country Strategy Paper 

1. In some important respects t rec,ant trends in Chinese 
economic re£onns are indeed encouraging. China certainly warrants 
substantial intellectual support backed by 11 sizeable lending program. 
However, I continue to have conce~~s about t he strategy prqposed in the 
CSP regarding two related issues: the proposed level of IBRD assistance 
and the pace (and extent) of ente~prise reform. The CSP proposes a 
"base case• level of lending which would br:Lng China to about 11-12% of 
the Bank's portfolio in 2000 and a "high ca:3e • for 11rhich China's DOD 
would be over 13% of the Bank's portfolio in that ye.a.r. thereby 
substal'l.tially exceeding the portfolio guideline.l/ Against this, we 
do not yet know the outlines of a new indus t ~ia.l-fra.mework which could 
merit such support. Therefore. wh,en and if (a) a new industrial policy 
framework: is identified and agreed. (b) a r1iuonable transition is 
identified and agreed, and (c) gov,errunent ilaplements other essential 
economic policies, there would be no headrooin to allow increased 
support. My representative raised these iuues at the Bank-wide J;'eview 
cf the CSP, and while subsequent discussion with staff have usefully 
clarified the issues, my concerns have not been allayed. 

2. Industrial reform is the key challenge. I agree there have 
been productivity improvements in the state enterprise sector as a 
consequence of the reforms introdu,ced in tht! 1980s, but these gains have 
lagged those outside the state ent,erprise s1!ctor. The losses afflicting 
parts of the sector are of increasing concern to both the Chinese and 
the Bank and could eventually undermine the overall reform effort. The 
CSP assumption is that an adequately improv,~d industrial framework can 
be formulated and a transition to that new f ramework efficiently managed 
to warrant a maximal level . of supp,ort, and f or which c0nm1itment levels 
in the range of $3. 5-$4. 0 billion .in the neJct few years are appropriate. 
However, we do not now have evidence that such a · 'framework, short of 
private ownership, can be identifie d much less implemented ; similarly, 
we do not know the outlines of a f ,ea.sible transition for China. In this 
vein, the CSP candidly and appropr.iately spi~aks of targeting assistance 
to design the ne.~t stage of a regulatory framework, state ownership 
mechanisms, and industrial restructuring experiments. 

!/ The projections for the Bank as a who l e are based on a level of 
commitments and d.isbursement is for the CIS which are quite 
tentative; if not achieved, China ' s DC)D would be an even higher 
percentage of the total . 
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3. Against this uncertainty, we plan to coumit resources to 
China that would leave little room to support any future govermnent in 
the course of the mid or late 1990s which might be ready to implement a 
coherent program of more radical change. lather, we would be put in the 
position of greeting that development with negative net transfers in 
"support~ of the program. Do Ye really want to pre-empt the possibility 
of such increased fi.uancial support on the basis of what we know now 
about both government and our ability to define/implement an industrial 
framework? 

4. 'l'he proposed scenario also leaves uo room for an increased 
IBRD allocation to compensate for a possible shortfall in I.PA 10 
resources. While this undesirable possibility is far from certain, I 
think it is fair to ask what the Region would suggest as a reasonable 
response should such a shortfall materialize. 

s. Given these considerations, I think it makes more sense to 
scr~p the CSP's ·high case• and to redefine the proposed •base case• as 
a scenario to be followed if good progress, as we can now foresee it. is 
made in industrial refo:t'lll (and, of course, all the good things happened 
in trade, fiscal, and other sectors). The CSP could then be 
reformulated with something like the current •1ow case• as a more 
realistic base case. This would leave open the possibility of increased 
support in the future if events so warrant. 

6. Regarding ESW, I feel that the proposed level is entirely 
appropriate given the magnitude and variety of the issues to be 
addressed. Similarly, I think it makes sense to protect technical 
assistance now envisaged, and, to the extent that the high c.ase co.ntains 
incremental technical assistance, to find ne~ vehicles for such t.a. 
within the smaller lending progrwils. 

cc: Messrs. Sandstrom; Burki, Yusuf, EA2DR; Thomas, EAPVP; 
Grilli DPG; Walton, DECVP. 
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CHINA - Information Requested 

1. Attached are three brief notes which address the three issues 
you requested we look at on China. The first is on possible biases in 
the estimates of China's per capita GNP, and was prepared by Mr. 
Michael Lav. It draws on the project Mr. Ramesh Chander is leading on 
the estimation of China's GNP. The second note discusses the three 
1991 Bank projects in China, which John Nellis and Sunita Kikeri 
identified as providing World Bank loans to public enterprises in 
potentially competitive sectors (industry), but which were not linked 
to time-bound programs of ownership change. The third note discusses 
the issue of inter-provincial income inequality during the period of 
1978-89. 

2. You have already received the package of news clippings on China 
that you requested. Attached here are two further news articles that 
appeared this week, and which suggest China may be serious about 
proceeding with significant economic reforms at this time. 

FJLysy: 

cc: Grilli (o/r), Shilling, Lav, Nellis 



China GNP 

The Numbers 

Annex I 
Michael Lav 

In brief, there are a range of estimates of China's per capita 
GNP. According to the Bank's Atlas methodology, $370 is the right 
number. An ?gency of the United States Gvoernment puts the number 
at $9001• Various experts have come up with correction factors of 
two to four times the official number as best guesses. 

For comparison, the Atlas estimate puts China on a level with 
Pakistan, while a multiple of two would place China above Egypt 
($600) and about equal to the Philippines ($760). A correction 
factor of three would place China at about the level of Columbia, 
Peru, or Syria. 

The research project managed by Ramesh Chander should have 
some estimates in about 3 months, which promise to be a distinct 
improvement over 7xisting estimates. 

The Problems 

1) GDP estimates: 
"Real GDP" growth calculations are highly suspect. China 
constructs an official constant price series using a list of 
government prescribed prices for a base year. The implicit 
GDP deflater is then derived from current GDP and the official 
constant price series. (Current GDP is measured from surveys 
of prices, input/output tables, and other tools.) The bias 
may well be to generate estimates of GDP level and growth 
which are too high. Apart from inconsistent application of 
methodology, the methodology means that the whole exercise 
rests on assumptions, rather than a carefully defined 
benchmark. 

2) generalized issues: 
price controls: These generally bias GDP estimates downward, 
but some controlled prices (i.e. those for grains) are 
ceilings. Direct price controls are imposed on important 
components of the economy although there does not seem to be 
an estimate of the proportion of total GDP in the "controlled 
price regime". Commodities with direct price controls include 
grains, petroleum, cotton, soybeans, and many others. Indirect 
price controls are also important. However, no one seems 
willing to guess the level to which GDP would increase if one 
used market based prices for all of GDP. 

1Note that the CIA has produced some highly questionable GNP 
estimates. For example, during the 1980s, Poland's per capita GNP 
was estimated to be the same as Spain's. 



corrections for quality: A correction for quality would 
probably lower the GDP estimate, although for a less 
industrialized China this would probably be less of a problem 
than it was for Eastern Europe. 

exchange rate: Impact on GDP estimates unclear. The presence 
of foreign exchange controls including controls on purchases 
of the SOEs would normally suggest an overestimation of GDP, 
but Ch~na's combination of foreign exchange controls and a 
current account surplus ( designed to re-build foregin exchange 
reserves) suggests a more careful analysis than now possible 
would be required. 

3) sectoral issues: all the problems cited below bias reported 
GDP downward: 

i) industry: TVEs widely report the value of output using 
constant prices, which is then interrpreted in the national 
accounts as if it had been reported in current prices. Also, 
new businesses in the collective sector, particularly in newer 
subsectors such as electronics, frequently follow the same 
practice. 

ii) service sector activities: sparse coverage throughout the 
country. Particular problems include the items below. 

iii) urban housing: severely undervalued, imputed rents are 
very low. Housing accounts for only 1% of GDP, while in other 
similar countries it is more normally 8-10% of GDP. 

iv) governmnet services: the national accounts exclude 
subsidized housing, transport and other services provided for 
government employees. 

v) enterprise supplied nonhousing services: not included in 
the national accounts 

vi) rural services: transportation, repair shops, and other 
activities are severely underreported. 



Annex II 
Frank Lysy 

China - Three World Bank Projects With Lending to Industry 

1. In work done for the recent Privatization Paper, John Nellis and Sunita 
Kikeri screened 228 non-SAL, non-social sector, Bank and IDA projects approved 
in CY90, to determine how many might be affected by their recommendation that 
"the Bank should not lend directly to enterprises functioning in competitive 
or potentially competitive markets except where it can be shown that such 
lending will facilitate an agreed upon, time bound, program to privatize that 
enterprise " . Of the 228 projects, 54 went to SOE's, and of these, only 12 
went to enterprises in competitive or potentially competitive markets (the 
rest being basically to utilities). Of these 12, Nellis and Kikeri concluded 
that with relatively slight changes in the project formulations, 7 of the 12 
would have been in line with the policy recommendation of the Privatization 
Paper. Of the remaining 5 projects, 3 were for China. 

2. We have examined the President's Reports presented to the Board for 
these three projects, to determine more precisely what is being planned. The 
findings are interesting, although it is not clear to what extent one should 
generalize from just three operations. We will first describe what is being 
planned under these projects, and then discuss what conclusions might be 
drawn. 

The Three Projects 

3. The three operations are: 

(a) Medium-Sized Cities Development Project, with a loan of $79.4 
million from the IBRD and the equivalent of $89 . 0 million from IDA 
(a total of $168.4 million); 

(b) Henan Agricultural Development Project, with a credit of $110 
million equivalent from IDA; 

(c) Shanghai Industrial Development Project, with a loan of $150 
million from the IBRD. 

4. The Medium-Sized Cities Development Project is a comprehensive urban 
development project for three cities in China, with components in a broad 
range of areas, including urban planning (accounting for $5.3 million of the 
Bank and IDA funds), education and health ($21.7 million), transport ($9.7 
million), water and sewerage ($17.0 million), housing ($15.2 million), 
industrial water pollution control ($7.2 million), and lines of credit for 
industry ($55.0 million). An additional $37.3 million of project funds would 
be initially unallocated, to be available for contingencies. Excluding the 
unallocated amounts, 42% of the project funds provided by the Bank and IDA 
would be for the lines of credit to industry. This industrial component 
"would make available sub-loans for upgrading technology in selected local 
enterprises on the basis of municipal strategies for industrial development". 
The sub-loans would be from the respective municipalities, with appraisal and 
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supervision of the industrial sub-loans done "on each city's behalf" by the 
China Investment Bank. 

5. In essence, this is a~ urban development project, with perhaps 
innovative actions being planned in the area of urban planning. However, the 
largest single component provides credit from the municipal authorities to 
local industrial enterprises. There is no suggestion that this would be done 
in the context of any industrial sector reform program, nor would there be any 
ownership change. 

. . 
6. The Henan Agricultural Development Project is a comprehensive 
agricultural development project for a specific geographical area of Henan 
Province. It too contains a wide range of components, including funds for 
irrigation and drainage ($32.2 million of foreign exchange costs, to be 
covered by IDA), agricultural credit to farmers ($11.4 million), livestock 
development ($8.1 million), aquaculture ($3.9 million), institutiona l support 
($1.0 million), and credit to agro-industry ($20.1 million). The Henan 
Provincial Government would be responsible for the project, and would on-lend 
funds to the farmers through four county-level revolving funds, and to 
agroindustrial enterprises and for agroprocessing through procedures which 
were still to be determined when the project went to the Board. 

7. This is basically a comprehensive agricultural development project, with 
components in a broad range of areas, but with credit to agro-industry being 
one of the more important in terms of project funds. There was no indication 
in the documentation that the funds would be provided to agro-industry in the 
context of any reform program, nor were ownership issues mentioned. 

8. The Shanghai Industrial Development Project, in contrast to the other 
two, is a project centered on industrial development issues. The IBRD funds 
would be provided to the Shanghai Municipality, which would on-lend the funds 
through five participating financial institutions, to state enterprises in 
four specific sub-sectors in Shanghai: electronic components, precision and 
scientific instruments, printing machinery, and electrical apparatus. The 
investments financed would be in support of sub-sector restructuring plans, 
where there would first be an "organizational restructuring" to create 
"reconstituted subsector corporations, which are integrated corporations able 
to carry out the product and manufacturing rationalization needed in each 
subsector". These reconstituted subsector corporations would have the 
necessary authority to direct the state enterprises under them to restructure, 
by for example closing certain production lines. The President's Report 
states that "the factories are characterized by overlapping products, 
duplicate manufacturing processes, poor product quality, and limited marketing 
and distribution channels". 

9. This Shanghai Industrial Development project was clearly conceived in 
the context of a sectoral "reform" (or at least restructuring) program. The 
documentation states that the Bank "has initiated a series of provincial 
operations [of which this would be the second] designed to assist the 
provincial authorities in identifying and resolving policy and enterprise 
reform issues in conjunction with specific subsector and enterprise-level 
restructuring". However, it is not at all clear that the reforms being 
supported are as fundamental as called for in the Privatization Paper as to 
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justify World Bank lending in the sector. In particular, there would not be a 
fundamental change in the structure of ownership through any sort of 
privatization. Rather, the report indicates that there would be a 
strengthening of subsecto~ "corporations", which would be given the power to 
direct, centrally, the rationalization programs they feel are required in the 
subsector. This at least appears to be a move to more centralized control, 
rather than to decentralized private ownership . However, without a much more 
complete understanding of the issues in Shanghai, we are not really in a good 
position to second-guess the Regional staff on what should be done. Perhaps 
the best analogy to what would be done under this operation , is the 
rationalization program General Motors is now carrying out (with perhaps 
similar prospects for a return to profitability). 

Generalizations 

10. Although it is dangerous to generalize from only three projects, the 
review of the projects suggests a few interesting findings. First, if the 
focus of concern is on lending in an appropriate policy environment, then at 
least the Shanghai Industrial Development project makes a bow in that 
direction. However, it is not at all clear that the policy reforms being 
supported are adequate, and the lack of true ownership changes is a particular 
concern. This suggest the need to examine more closely the content of the 
"policy reform " programs that these operations support. 

11. Second, in two out of the three cases, the lending to industrial 
enterprises operating in competitive sectors will be done through operations 
whose primary focus is not industry but something else: urban development and 
agriculture in the cases examined here. The staff teams that put together 
these operations were probably not overly concerned about industry or policy 
issues for industry. Nonetheless, a substantial portion of Bank and IDA funds 
in these operations would be used to support state enterprises operating in 
potentially competitive industrial sectors. This suggests that we should 
examine more closely all of the components the Bank is financing in non­
industrial operations; it is not clear that the quick screening that Mr. 
Nellis and Ms. Kikeri were able to do necessarily picked up all of these 
cases. If the problem is widespread, it suggests the need for a broader 
review of Bank lending operations to ensure consistency with policy objectives 
in sectors such as industry. 
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China: Inter-Provincial Income Inequality 

1. There has been a substantial amount of work done on developments in 
inter-provincial income inequality in China, which would be impossible to 
summarize here. Much of it is conflicting, with opposite conclusions 
sometimes drawn from basically the same data. Rather, I will present some 
recent figure~ which cover the period of reform of 1978 to 1989, and then 
discuss what basic conclusions one might draw from it. 

The Numbers 

2. The following information on regional incomes and growth is drawn from 
(with some rearrangement) Table 1.3 of the Yellow Cover draft of the World 
Bank report China - Strategies for Reducing Poverty in the 1990s, dated March 
4, 1992. 

Region: North North­
east 

North­
west 

Yangtze 
River 

South 

A. Income per capita, constant 1980 yuan, national income concept 

1978 

1989 

% change 

341 

771 

126% 

509 

1029 

102% 

297 

614 

107% 

B. Simple Rankings, from Highest to Lowest 

1978 

1989 

% change 

3 

4 

3 

1 

1 

6 

C. Population in millions 

1989 242 98 

5 

5 

5 

128 

382 

908 

138% 

2 

2 

2 

325 

314 

872 

178% 

4 

3 

1 

96 

South­
west 

218 

457 

110% 

6 

6 

4 

217 

The definitions of the Regions are (briefly, for full detail see the report): 

(a) North: Beijing, Tianjin, Hebei, Henan, and Shandong 

(b) North-east: former Manchuria 

(c) North-west: Shanxi, Shaanxi, and farther west 

(d) Yangtze River: Shanghai, Jiangsu, Zhejiang, and up river 

(e) South: Guangdong, Fujian, and Hainan 

(f) South-west: Guangxi, Sichuan, Guizhou, and Yunnan 
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Interpretation 

3. Whether one would consider these figures as indicating increasing or 
decreasing regional inequality may depend in part on the implicit weighting 
scheme one uses. Over the eleven year period involved (which is rather short 
for the points at issue), the simple ranking across regions did not change 
much; only the regions in place 3 and 4 switched positions. 

4. However, the more relevant growth story was quite different. It is 
interesting t~at the richest region (Manchuria) had the slowest rate of 
growth, while the most rapid growth was in the South (around Guangdong), whose 
per capita income placed it in the middle range among regions . The poorest 
regions (the North-west and South-west, i . e. the interior) did not do well in 
growth terms relative to the other regions; only the richest region grew more 
slowly, and the difference in the growth rates among these bottom three 
regions may not be considered significant . 

5. The basic story therefore is that the middle-income regions (led by 
Guangdong) grew fastest over 1978-89 , while the richest and poorest regions 
did not do so well. However, it should also be noted that even the regions 
with the "worst" growth saw a more than doubling of their per capita incomes 
over this eleven year period. They thus did significantly better, according 
to these figures, than most regions of the world. 

6. One could easily write a book on the possible causes of these 
differentials in growth performance across regions in China. Furthermore, the 
story at the regional level only may be too aggregative; one shoul d probably 
examine more closely movements in the rural-urban differential, for example. 
But briefly, there are two broad issues to examine: first, why did some 
regions grow more rapidly than others, and second, what would have been the 
effects of migration. 

7 . On the regional growth issue, it appears clear that the southern coastal 
areas grew most quickly due to the policies followed in those regions. They 
not only moved furthest from central planning, but they also were the regions 
most open to foreign investment (both due to central policy which dictated 
that foreign investment should be focussed on the coastal regions, and due to 
the receptive environment these regions offered foreign investment) . In 
contrast, the richest region, Manchuria, which grew the slowest, is 
characterized by old industrial areas, with large state enterprises dominant 
and resistant to change. The poorest regions, which also grew slowly, were in 
the interior, and as the above cited World Bank report notes, in these areas 
"state pricing and procurement procedures remained relatively authoritarian". 
Finally, there was the explicit government policy for much of the decade which 
dictated that there would be a flow of raw materials and other real resources 
from the interior areas to the coast, with these resources provided at 
controlled prices which implied a real transfer to the coastal areas. 

8. In a market economy with labor mobility, migration might have played a 
role to smooth any regional changes. However, labor mobility is severely 
circumscribed in China for several reasons, plus eleven years is really too 
short for such effects to become clear. But it should also be noted that the 
story above is not that the richest regions grew the fastest. Rather, it was 
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the middle income regions that grew the fastest. What the effect of migration 
might have been is therefore not fully clear. 
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Hard-Line Beijing Official to Step Down 
Uy I.Pn~ tt. Sun 

Witshin1<tu11 fo,, i: 1 ·ut ~.~n St·rvkc 

BEUING, March 8-China's hard­
line culture minister has submitted 
his resignation to top Communist 
Party officials, apparently falling vic­
tim to a renewed struggle in. the 
leadership between reformers and 
conservatives, Chinese sources said. 

He Jingzhi, 67, a Communist ideo­
logue who has called for a resur­
gence of politicized art, was named 
acting minister of culture in 1989 in 
the wake of the army's brutal sup­
pression of the student-led democ­
racy movement. The sources said He 
announced his intention to step down 
in a letter to party leaders 10 days 
ago and that his departure could be 
announced formally later this month. 

,.·:' , 

He's resignation comes as party 
reformists, evidenlly with the back­
ing of senior leader Deng Xiaoping, 
appear to have gained enough mo­
mentum to press for economic re­
forms and to play down ideological 
differences with the West that have 
been encouraged by party diehards. 

"Deng is trying to show that he 
means business," said one Chinese 
political analyst. "If there is just talk 
[about reform!, that would not be a 
strong enough signal. !Deng! can't 
rely on people like He." 

Deng recently toured two special -
economic zones in the country's 
quasicapitalist south, and his lauda­
tory remarks about the free-market 
boom there initially were dissemi­
nated only to government ministers. 

Now, however, his views on the sub­
ject have been assembled into a 10-
page major policy speech, and party 
members and non-party members · 
alike are being urged to study it, 
sources said. By spreading the mes­
sage so broadly, party reform advo­
cates apparently hope to gain as 
much popular support as possible. 

The most widely distributed ver­
sion of Deng's speech mentions no 
official by name, but sources said 
that versions available to high-rank­
ing leaders single out I le and two 
other officials for failing to promote 
economic reform. The other two 
men are Gao Di, who heads the Peo­
ple's Daily, the official party organ, 
and Wang Renzhi, head of the party 
propaganda department. 
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Premier hints at .Possibility of political reform 
Colina MacDougall perceives a shiftin·g of emphasis in the Chinese leader's attitudes 

The leader of far west China's predominantly M,oslem region 
has announced a crackdown on worsening "sabotage and 
subversive activities," according to an official report, AP 
reports from Beijing. 

F OR THE FIRST first 
time since the 1989 Tlan­
anmen troubles, a hint 

of political change has dawned 
In China. LI Peng, China's usu­
ally hardllne premier, declared 
at a State Council meeting this 
month that economic reform 
should be "matched with politi­
cal reform." 

This follows the Initiative 
launched by Deng Xiaoping, 
the country's supreme leader, 
to boost economic reform, 
which is currently sweeping 
the country. Deng spent time 
In south China and Shanghai 
last month praising the "open . 
policy" and the capitalist fea­
tures of the Special Economic 
Zones. These SEZs, set up to 
attract foreign investment, dis­
play economic growth far 
beyond that elsewhere in 
China. 

Tomur Dawamat, chairman of the government of the Xln­
Jlang Autonomous Region, voiced fears held by Chinese 

· leaders that the break-up of the Soviet Union and indepen­
dence for Us former republics would encourage China's own 
restive minorities, most of whom live in remote, border 
areas. "The changeable internallonal situation has affected 
and ls still affecting Xinjiang'!i social stablllty," Tomur said. 

Diplomats in Beijing said it 
was unlikely that Li's remarks 
meant he was calling for a 
more pluralist system. He was 
more probably referring to the 
administrative reforms China 
had tried. to launch in the mid­
l 980s. But as one diplomat 
noted: "Once this kind of thing 
Is on the ·agenda, it's likely to 
stray further afield, further 
than the leaders want It to." 

Li's comments are the latest 
and most Important sign yet of 

Xlnjlang borders the newly Independent republics of Kaz­
akhstan, Kirgblzstan and Tajikistan, and many Xinjiang 
residents share the same culture, language and blood tles 
with residents across the borcler. 

a possible victory for the · 
reformers in China's long-run- · 
nlng battle with the conserva-
tives. · 

But the trend had already 
begun. Towards the end of last 
month even the People's Dally, 
for the 33 months since Tlan­
anmen the chief mouthpiece 
for a tough line demanding 
Chinese-style socialism, 
switched to urging boldness 
and experiment. 

Reports have even surfaced 
of the possible rehabilitation of 
Zhao Zlyang, the party leader 
dismissed because of his soft 
line towards the demonstrators 
in the Tiananmen protests. 

One party Insider was 
reported as saying that Zhao, 
who has been virtually under 1 

I 

house arrest since June 1989, 
had recently been consulted on . 
economic policy. 

Even the hardliners seem 
·reluctantly to have agreed that 
economic reform ls required to 
maintain stability, since grow­
ing living standards mean less 
discontent. Deng's speeches in 

· the SEZs of the south are now 
being studied throughout 

. China, in preparation for the 
session of the National Peo­
ple's Congress, the 
rubber-stamp parliament, later 
this month. 

The evaporation of Marxism­
Leninism In · the formerly 
socialist world may have some­
thing to do with this new 
approach. Denk was probably 
speaking for all worried <iffi-

cials when he reportedly noted 
in Shenzhen, the SEZ adjoining 
Hong Kong: ;'Everything can 
collapse very quickly if mis­
managed. Did east Europe and 
the Soviet Union not crumble 
overnight?" 

Deng has apparently not 
minced words in his battle 
against the conservatives for 
economic reform . In his 
speeches reportedly conveyed 
to the enlarged meeting of the 
polllburo in mid-February by 
Jiang Zemln, the party leader 
and Deng protege, he declared: 
"Some comrades have opposed 
opening up right from the 
start ... not just once, but consis­
tently." All this year the Hong 
Kong Chinese press, which 
often has excellent contacts 
inside China, has been awash 
with tales of disputes between 
him and the old guard: 

The elders are fighting for 
more than their own positions. 
They plan to ensure their chil­
dren will inherit power on 
their demise since they can 
probably be trusted to continue 
the party line. 

Many hold key jobs in the 
hierarchy, unsurprisingly In a 
society where the concept_ of 
family holds sway. As the con­
servative patriarch ·Chen Yun 
said a few weeks ago, "the chil­
dren will not pull down the 

monuments of their parents." 
Chen Yun's son, Chep Yuan, 

Is a vice-governor of the Peo­
ple's Dank of China, the cen­
tral bank. Wang Zhen's son 
Wang Jun Is a director of the 
key China International Trust 
and Investment Corporation. 
Deng's own children are in top 
positions, with a son-in-law 
controlling a major part of Chi­
na's arms sales. 

More than half the potential 
central committee candidates 
(to be elected at the forthcom­
ing party congress) are the off­
spring of high-level officials, 
the "party of princes," as tile 
Hong Kong Chinese press Iron­
ically calls them. 

This does not mean they 
share the political views of 
their parents (foreigners who 
have met them believe they are 
more liberal than the previous 
generation) but they are cer-

. lain to support the power of 
party rule since it confers priv-
ilege. . · 
· The leaders, Deng Included, 
draw a sharp distinction 
between economic and genu­
inely political Issues. But since 
all the previous bursts of eco­
nomic reform have been fol­
lowed by rising political 
demands, It remains to be seen 
whether Beijing can success­
fully ride the tiger. 
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THE WORLD BANK/INTERNATIONAL FINANCE CORPORATION 

OFFICE MEMORANDUM 
DATE: March 10, 1992 

TO: Distribution 

FROM: A~y J. Ody, EA2EH 

EXTENSION: 84081 

SUBJECT: CHINA: Country Strategy Paper (CSP) - RVP Review Meeting 

1. A meeting was held under Mr. Kaji's chairmanship, on 
February 19, 1992, to review the above draft CSP. Attendance is listed 
below. .. 
2. In his opening remarks, the chairman indicated his view that the 
paper could benefit from a stronger initial stocktaking of past progress 
with economic reform in China, which should stress the distinctive nature 
of the Chinese reform model. He drew attention to the fact that, within 
the paper's classification of low, base and high case scenarios, even the 
base case assumed distinct further movemen~ in key policy areas such as 
enterprise reform. He also asked the meeting to consider the stance of the 
proposed lending program, which was clearly based on the view that, in 
China, the Bank's leverage was primarily of a sectoral nature . Finally he 
highlighted for discussion the emphases of the planned ESW program : in his 
own view, the recommended targeting of trade, enterprise reform and fiscal 
policies was an appropriate one . Mr. Burki supplemented the chairman's 
remarks by asking the meeting whether a sufficiently convincing case was 
made in the paper for China's continuing access to substantial IDA 
resources. 

3. Picking up Mr. Burki's point, Mr. Madavo (EA1DR) wondered if the 
link between IDA access and performance (including on economic reforms) was 
adequately made. Mr. Burki responded that reform performance per se was 
not an IDA criterion, and the chairman reminded the meeting that China was 
subject to an artificial ceiling on IDA availability - on any comparison of 
performance the country would earn high marks. Ms. Elliott (FRM) reported 
on recent contacts with potential IDA donors, which indicated that a strong 
case for China would need to be made - this case could be strengthened, she 
suggested, if more explicit connections could be made between IDA 
availability and further progress in sectors of IDA concentration. 
Mr. Burki saw additional areas where the IDA case might be reinforced: the 
importance of China's participatory style of project design at local level, 
and the fact that many of those raised out of poverty in recent years were 
even now only barely above the poverty line - past achievements in this 
respect needed to be sustained. Asked by the CSP team whether the audience 
for the IDA case was an internal or external one, Mr. Kaji stressed the 
usefulness of the CSP exercise for briefing the Bank's senior management on 
the case to be made for China. 

4. In response to questions from Ms. Lichtenstein (LEGEA) on the 
monitorability of further progress in key reform areas, and the 
explicitness with which the CSP's proposed linkage between lending and 
reform had been made to the Chinese authorities, Mr. Burki explained that 
an element of judgement was inevitable in assessing reform progress. 
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He added that, in discussions with China's leadership, the need for further 
progress in such fields as housing and social security and industrial 
reforms had been made very explicitly. The policy dialogue, he said, was 
continuing and progress could be seen. 

5 . Mr. Schmidt-Hebbel (CECMG) questioned whether the CSP's low case 
was sufficiently pessimistic: he wondered about the dangers of violent 
disruption or a collapse of production as seen in Eastern Europe. The 
paper spoke of strengthening the Central Bank (PBC) - did this include 
establishing the independence of monetary from fiscal policy? He also 
asked whether the Bank was clear on the model it supported for social 
security reform? Both the chairman and Mr. Burki addressed the issue of a 
possible "cataclysmic" downside scenario. Such a case could, in principle, 
be constructed for almost any borrowing country, but of what practical 
value would it be? Mr. Burki emphasized that such an outcome was not 
considered of significant probability - in his own view a new generation of 
leaders was now in place. On PBC independence, the CSP team accepted that 
an incremental approach was involved: for a more independent monetary 
policy to be possible, PBC must first be strengthened institutionally to be 
capable of managing such a policy. Drawing on the Department's recent 
sector report on social security reform, M~. Burki explained that the Bank 
supported a model with decentralized administration, but within a 
centrally-established framework mandating the portability of benefits. 
Possible private involvement in the system was a longer-term issue. 

6. Mr. Ritchie (ASTOR) found less emphasis on trade issues in this 
CSP than when the Bank dealt, for example, with India, and wondered why 
this was. Mr. Burki and the CSP team agreed that China's remarkable 
success in expanding its trade volume (comparable to Korea rather than 
India) meant that, until recently, the Bank had accorded this issue 
relatively low priority. However, export success should not obscure the 
need for more progress with import liberalization - the Department intended 
to give greater emphasis to trade policy in future, and this was reflected 
in the CSP's ESW proposals. 

7. Messrs. Earwaker (FRSCR) and Lysy (DPGDR) both called attention 
to possible implications of the CSP's macroeconomic scenarios for China's 
future credit-worthiness. Mr. Earwaker believed the paper should look more 
closely at the effect on credit-worthiness of slower economic growth under 
the "low" case. Mr. Burki suggested that the best guide under such 
circumstances was the cautious debt management China had displayed in the 
past, but the chairman indicated that the paper should nonetheless address 
such questions more explicitly. Mr. Lysy felt that the justification (e.g. 
on balance of payments grounds) for fast-disbursing lending under the high 
case had not been established convincingly. More broadly, he considered 
the issue for China was less one of credit-worthiness than of burden­
sharing. In the near-term, at least, the Annex Tables suggested that Bank 
Group lending might constitute a relatively high proportion of the total 
capital inflow. The CSP team agreed to re-examine the reliability of the 
specific data and assumptions included in the Annex . Mr. Burki in turn 
accepted that the case for fast-disbursing operations in China was not a 
strong one, and agreed with the chairman's suggestion that it needed re­
consideration. 
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8 . Mr. Kupasrimonkol (CSIDI) indicated that China needed to do more 
to sustain the growth of the domestic non-state enterprise sector, a point 
the CSP team accepted. He was also concerned about the sustainability of 
China's success in attracting foreign direct investment (FDI) - the country 
needed to move beyond low tech ventures, largely funded by overseas 
Chinese, but the emphasis on foreign-exchange balancing remained a 
constraint, and cultural restrictions on management autonomy were, in his 
view, a deterrent particularly for Japanese investors. The CSP team argued 
that the freeing-up of the parallel market in foreign exchange had done 
much to resolve the balancing issue, and Mr. Kupasrimonkol agreed that his 
remaining concerns focussed largely on the project approval stage . Mr. 
Yusuf (EA2DR) added that the past year had seen excellent results for FDI, 
which suggested that China was viewed by Japanese investors as highly 
attractive compared to other host countries in the region, such as 
Thailand, Malaysia and Indonesia. 

9. In closing the meeting, Mr . Burki emphasized that the 
differences between the CSP's base and high cases referred largely to the 
speed of reform implementation rather than the depth of the changes 
implied. Mr. Kaji recommended that , where judgement calls on reform 
progress were likely to be called for, the ~evised CSP should clearly point 
up this fact. 

cc and cleared w/Mr. Thomas (EAPVP) 

Distribution : 

Attendees: Messrs./Mmes . : Kaji, Thomas, El Maaroufi (EAPVP); Burki, 
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Carroll (EAPCA); Lichtenstein (LEGEA); Kupasrimonkol, 
Wogart (IFC-Asia 1); Ezekiel, Bond (IFC-CEXSU); Elliott 
(FRMRO); Schmidt-Hebbel (CECMG); Earwaker (FRSCR) 

cc : Messrs . /Mmes.: Pearce (EA2CO); Kimura (EA2DR); Sonmez (EA2CH); 
Haug (EA3DR); Grilli (DPGDR); Rao (IECDR); Birdsall (CECDR); 
Golan (EDIDR); Wyss (CODDR); Kashiwaya (CFSVP); Nishimizu 
(FRSDR); Pfeffermann (CEIED); Quan (CS1DR); El-Rifai (MIGPA); 
Hassan (LEGEA); Raghavan (LOA); Neiss (IMF); El-Ashry (ENVDR); 
Hamilton (PHRDR); Petit (AGRDR); Churchill (IENDR); Pouliquen 
(INUDR); Lynn (PBDDR); Weigel (CEIFI) 

Asia Information Center 
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WBG ARCHIVES 

1. I attended this morning the Vice Presidential Review Meeting 
(chaired by Mr. Kaji) on the draft CSP for China. Overall, the CSP was 
well written and reflected a well thought out strategy. There is, 
however, a key issue that is developing on the Bank's approach in China 
that you should be aware of. Mr. Grilli requested that I send a short 
note to you on it. 

2 . Shahid Javed Burki is developing and pushing the position that, 
in contrast to the more common (and recent) Bank view that 
comprehensive and relatively rapid policy reform is needed in Centrally 
Planned economies, China is correct in pursuing an approach of 
Gradualist change. This view is being developed in the CSP (for 
presentation to Senior Bank Management), a~ well as in the CEM for 
China that is now being drafted (where the key review meeting was held 
last month; Michael Lav of DPG looked at this CEM closely as one of the 
designated Peer Reviewers). Clearly, the outcome of this debate will 
be important to the size of our total lending program. 

3. The issue is whether a Gradualist approach is a sustainable one. 
The Bank record on predicting this is unfortunately not a good one. We 
have in the past (in the 1970's) provided strong support to countries 
in Eastern Europe (in particular Yugoslavia) based on a Gradualist 
approach to reforming the planning system, but this has turned out to 
be a disaster. In hindsight, the reforms that were attempted in the 
countries of Eastern Europe in those years were clearly insufficient, 
and the economies fell apart in the 1980's. Yet at the time, many 
argued (as is now being done for China) that the policies being 
followed were appropriate or at least adequate, where the reasonably 
good growth record, as officially recorded, was cited. In the official 
accounts, the GDP of Yugoslavia grew at a rate of 5.9% per annum over 
1960-70 and at , a rate of 5.8% per annum over 1970-81. The exports of 
Yugoslavia grew at a rate of 10.1% per annum in real terms over the 
1960's. By the official figures, China has also been growing rapidly. 

4. It may take decades for problems of a similar nature to appear 
in China, particularly as it is starting as a relatively low income 
country where agriculture (not industry) is the leading sector . There 
are also many important differences between the approach being followed 
in China and that which was followed in Eastern Europe. But if the 
path being followed by China is not a sustainable one, then the Bank 
will be facing a failure in a country that not only accounts for one-
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fourth of mankind, but which by then might account for 10% of the IBRD 
portfolio and billions of dollars of IDA funds. 

5. The basic operational issue at this stage, although somewhat 
simplistic, is whether the reforms the Region is proposing as 
justifying a High Case lending program, should in fact be required for 
a Base Case of Bank activity. These reforms include: 

(a) An accelerated move to unified, market-determined, pricing of 
basic commodities, in contrast to the current system of a dual 
pricing system for these goods (a low official price and a 
flexible private price); 

(b) Liberalization of the import regime, so as to expose domestic 
firms to international competition; and 

(c) A more level playing field between state enterprises (which 
receive subsidies from the budget and preferential access to 
credit), and non-state enterprises. 

6. It would appear to us that such reforms will be absolutely 
necessary for the system to be sustainable. Others at the meeting, in 
particular the representatives of the IFc, · also took this view. We 
will have to see in the next draft of the CSP to what extent the Region 
modifies their position in response to the discussion at the meeting (I 
doubt it will be by much). These issues are likely to arise again at 
the next level of review, which will be with the Office of the 
President. You may wish to intervene beforehand with a note to Mr. 
Burki. 

FJLysy: 

cc: Walton, Lav 
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CHINA 1991 CSP Draft 
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As a preface, I think that the CSP draft covers the ground 
very well. The following comments on the draft CSP therefore are 
designed largely to clarify points or to provoke a constructive 
response to issues that are important. 

Uncertainties resulting from noneconomic factors which 
could affect reforms. I do not think that the uncertainties 
facing China in the medium- term are fully discussed. This might 
be for a tactical reason. These uncertainties present certain 
important contingencies that need to be addressed directly . For 
instance, I can think of two objective factors that are faced by 
China presently: 

(a) the elder leaders from which much leadership directions 
continue to be received would, at one time or other, suddenly or 
in the foreseeable future, make way for the next cadre of 
leaders. Even though it might be usefu.l to assume that the 
present thinking could prevail, the uncertainty must be dealt 
with in a CSP. 

(b) the fast political and economic changes in the Soviet 
Union and the rest of the communist economic systems elsewhere 
would have some impact on China's directions. Even though the 
present leadership might prefer to be insulated from these 
developments, they would have a likely impact nonetheless. 

Pace/ content/ and/ or objective of reforms. The CSP makes 
a clear case in favor of the present objectives of reforms. This 
is discussed in paras. 25 to 28. The success of the China 
reforms of the last decade, based on this gradualism, happened 
during a period in the international environment when China was 
the only central planning economy undertaking any credible 
reforms. Hence China's success flourished under a supportive 
international environment -- although this should not detract 
from the successful management of the changes under the country's 
leadership. The situation is the reverse at this point in time. 
Today, all the other socialist economies are undertaking major 
reforms in their economies, and China -- from this standpoint 
has become the conservative vanguard. As a result of this 



changed international environment, it might prove more difficult 
to gain new markets -- not only because of competition -- but 
more so because some barriers could be erected which would affect 
market access. It would therefore be useful to have an 
assessment of how this change in the international environment 
would affect the strategy of gradualist reform. 

Economic scenarios. How sensitive are the economic 
scenarios to the uncertainties mentioned above? Does this alter 
the base case, or does it make it less likely to occur than 
alternative scenarions? The issue here is whether the base case 
assumptions are realistic in terms of the projections of growth 
and financing requirements, whether the upper and lower bounds of 
financing requirements are robust. Public and private sources of 
financing might not respond in the same way to any change in 
perceptions about conditions in China. Probably, the same could 
be said of multilateral and bilateral sources. 

Bank strategy: lending scenariosfor FY93-97. The core 
program -- or the low case lending scenario -- contains 57 
operations for a total amount of $10.2 billion; the base case, 77 
operations for $14.7 billion; and the high case, 84 operations 
for $16.8 billion. The core program is about 61 percent of the 
high case scenario in terms of volume of anticipated lending. 
The following are issues that come to mind --

(a) Whether the core program is really the true core 
program. From para. 43, it appears that there is a core program 
which is a subset of what is proposed. All the three scenarios 
assume that China would continue to remain creditworthy. A true 
test of the core program -- or something close to it -- would be 
a lending scenario close to what had been the case during the 
uncertain period between 1989-1991. 

(b) Whether the proposed IDA blend in the base case is 
consistent with the anticipated allocation of that resource, in 
view of new countries that could qualify for support under IDA 
and of traditional countries adopting strong programs (India?). 

(c) Composition of lending. The priorities enunciated in 
the draft -- for instance the proposed greater attention to 
poverty and the social sectors is welcome. It would be useful to 
get some indications of how much would be the mix of lending vis 
a vis the productive sectors. It would depend on the volume and 
role of financing from other donors, especially if they would 
leave certain gaps in investments in productive sectors. Another 
issue is the possibility of adjustment lending; is this planned 
in the the higher case lending scenarios? These are not 
discussed explicitly, although there are hints to the effect that 
some adjustment lending would be proposed. 

ESW. The economic and sector work is fairly tight and the 
priorities reflect in part the past composition of ESW efforts. 
Two questions may be asked: (a) Is there a need to tilt the 



balance between policy advice and more basic studies at this 
point? (b) Population. Recent analysis indicates the China's 
population is undercounted. There is no mention of population in 
the ESW plans as presented in the annex. Are there any planned 
on the subject? 

CC: David Pearce 
CC: Shahid Javed Burki 
CC: Enzo Grilli 

DAVID PEARCE) 
SHAHID JAVED BURKI 
ENZO GRILLI) 
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1. Since the last CSP was reviewed by the President's Council in September 1988 (and 
bearing out that paper's warning on incipient overheating), China went through a period of 
macroeconomic instability more severe than the two experienced earlier in its reform decade. 
The second half of 1988 was characterized by a rapid upsurge in urban inflation, at its peak 
approaching 80% on an annualized basis. Publicly announced plans to decontrol prices of most 
major commodities helped trigger panic buying and were almost immediately overtaken by the 
adoption of an economic stabilization and retrenchment program. With the benefit of hindsight, 
this may have been a critical precursor of the upheaval that culminated in the events of June 3-4, 
1989 in Beijing. In the immediate aftermath of Tiananmen, China's leaders were to be almost 
wholly preoccupied with efforts to restore and maintain political, social and economic stability. 

2. By early 1990, the economy had largely stabilized, thanks to the dramatic 
effectiveness of the steps taken, comprising determined administrative measures, including credit 
rationing, as well as significant use by China's central bank, the People's Bank of China (PBC), 
of indirect levers such as higher interest rates (see China - Between Plan and Market, the 1990 
CEM). In the meanwhile, however, the authorities had felt obliged to place the implementation 
of many reforms on hold in the immediate interests of macroeconomic and political stability. 

3. Although on the surface, and taking a short-term perspective, economic management 
over the last three years may be considered satisfactory, deep-seated structural problems remain 
to be adequately addressed (see Section B). There are also more recent signs (though not at this _ 
stage unambiguous) that the economy may again face overheating and could head towards l\.t:l/U.r.c.l__.....J.. 

another stop-go cycle. The past year has not been devoid of reform measures, including major t~~-c.LtJ,r.t,>.,, 
price adjustments for food and transport, continued experiments with fiscal and enterprise reform ~=-
and a rationalization of trade practices to eliminate central subsidization of exports. Recent 
statements by prominent leaders have also reemphasized the authorities' continuing support for 
overall reform and the "open door". Nonetheless, the priority still given to stability, the 
renewed, if temporary, influence of China's elderly and more conservative leaders, the unknown 
attitudes and role of the armed forces and Beijing's sensitivity to the potential for further 
economic and social distress all suggest that current uncertainty about the depth of commitment 
to and likely pace of reform in China may continue for some time. 

4. Utilization of Bank assistance. Despite the dislocation of our lending commitments 
over 1989-90, and their own need to focus on short-term concerns, the Bank's ESW has 
continued to command serious attention among semor po icy-makers in Beijing. In some 
instances a major report has helped to crystallize the terms of the internal debate, in other cases 
it is sustained work over a number of years that more gradually influences the current of 
domestic thinking. In the financials here our messages on the need to strengthen PBC, control 
credit more effectively and reinforce the institutional, accounting and regulatory framework of 

--- - - ---
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the banking sector are being taken actively on board (and are expected to be operationalized in 
part through future lending). On the fiscal side, we have continued to help the Government 
explore alternatives to the prevailing tax contracting system between different levels: no 
fundamental change is imminent but reform experiments are now underway in rationalizing tax 
structures and revenue assignment. Though the record on price reform is still unev~, ou 
sustained emphasis on tariff reform for power and railways (two sectors of major operational 
involvement as gra u y gamed ground, and the Government now appears increasingly serious 
about further reforms of ener rices and grain pricing and m · . Our work on the 
reform of housing and social security provision - increasingly recognized as a precondition for 
fundamental reform of State enterprises - has also received attention, and may be followed up 
by operational support for innovative local programs. Finally, recent sector work in the health 
and education fields has exposed current policy choices to objective analysis informed by 
international parallels, though as practical policy-making in these sectors now largely takes place 
at lower levels of the system, it is as yet too early to assess the ultimate impact of our 
recommendations. 

5. Supervision ratin s of China's overall effectiveness in the implementation of Bank 
projects dipped markedly in FY90, in part reflecting stresses caused by the austerity program. 
FY91 showed some recovery, however, and th k a6'solute ratin s have continued throu hout to 
be very substantiall superior to either Bank-wide or regional averages (an assessment essentially 
con inned by PCR/Project Auclit m ;ngs to ate er aps equ Iy striking, in a program of 
this size, is the consistency of the('portfolio quality: only 4 percent of Chinese projects are 
currently assessed as exhibiting maj~ hievement of development objectives and 
compliance with legal covenants continue to be rated particularly highly, and earlier delays with 
procurement have been addressed by streamlining procedures, with some success. Areas of 
comparative weakness, where further emphasis will be needed, include progress with training 
and technical assistance components. More broadly, the supervision burden can be expected to 
intensify further as the portfolio matures, _!he reform objectives of operations become more 

. ambitious and imple~ ntation resixmsibilities within China continue to be decentralized. A PCR 
recen y completed for the Department's only policy-based loan to date, the Rural Sector 
Adjustment Loan, concludes that, while less progress was achieved on key policy aspects during 
the disbursement period than projected (e.g. reform of grain pricing and marketing), reflecting 
the authorities' preoccupation with stability and the containment of inflation, the pace of rural 
reform shows more recent signs of revival. 

6. Relations with Other Sources of Finance. China has made no use of IMF lending 
since a one year standby arrangement agreed in 1986. The most recent Article IV consultation 
took note of the country's maintenance of a multiple exchange rate system and exchange 
restrictions and urged reform of these arrangements: the Government has confirmed its intention 
to unify the official and parallel rates, and differentials have indeed narrowed substantially. 
Bank and Fund staff frequently participate in each others' missions, and are co-operating 
particularly closely on monitoring macroeconomic developments and designing measures to 
strengthen PBC. Other multilateral and bilateral sources of funding, including the Asian 
Development Bank (ADB), have generally looked to the Bank for leadership in overall relations 



3 

with China: most followed our example in suspending new commitments immediately following 
lune 1989, most have subsequently followed our lead in resuming active lending. China 
continues to be seen as creditworthy by the commercial banks, although the exceptionally low 
margins above LIBOR previously available were marked up to more normal levels (comparable 
to, other East Asian borrowers) in the aftermath of June 1989. Disputes over responsibility for 
guaranteeing various commercial loans, mostly incurred in 1985-86, are progressively being 
cleared up. There remains, however, some lack of transparency over the definition of sovereign 
debt, which needs clarification if similar misunderstandings are to be avoided in future. 

B. Development Issues and Policy Agenda 

7. At the time of the last CSP, China was rapidly slipping into a serious bout of 
inflation, caused by overheating and an inappropriate macroeconomic policy stance. 
Overcoming inflation became the priority economic goal during 1989-90, and it was not until 
mid-1990 that serious attention began to be given once more to medium term reform and 
development issues. Since mid-1990, the economy has been growing quite rapidly, at annual 
rates around 7%, and, despite credit growth of over 20% p.a., without any significant 
resurgence of inflation to date, although the possibility remains a major concern. 

8. Thus, with the economy in recovery (and with international relations also returning 
to, normal), the Chinese authorities were able to approve the formulation of the Eighth Five Year 
Plan for 1991-95 .8EYE it fresh cij2p,roach. This differs from ear 1er pans inasmuch as it 

' ocuses on overall development strategy and reform issues, rather than on detailed physical 
targets as in the past. It thus forms a useful backdrop against which to address these issues in 
a CSP context. 

9. Development Strategy and Constraints. The past decade has seen a very high 
growth performance ( +/- 9% p.a.) with emphasis on rapid development in coastal provinces. 
It also saw an initial period of rapid productivity growth in agriculture (1980-84), which helped 
to generate very high national savings rates and create investment resources to finance the 
subsequent rapid growth of industry, especially in rural areas (1985-88). It can be expected that 
the next decade will see a qualitatively different development path, with four particular 
characteristics: 

(a) a relatively slower overall pace of economic growth, at an average 6% 
p.a., in part reflecting a conscious attempt to avoid the stop-go cycles 
of the 1980s; 

(b) in coastal and urban areas, the service sectors becoming the largest 
source of growth, especially in financial, transport, and information 
services; 
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(c) relatively higher growth in interior provinces, especially in the 
processing of raw materials and food industries (encouraged in part by 
the regional impact of further price reform for basic commodities); and 

(d) in the coastal areas, an adjustment of the industrial structure in the light 
of (b) and (c). 

10. While China's comparative advantage will remain in the labor-intensive, lower value 
products in which its export industry has excelled in recent years (garments, shoes, toys), the 
continued modernization and increased sophistication of the industrial sector should permit the 
country to compete internationally across a wide range of industries, most notably in consumer 
electronics, machine tools and light machinery, and transport equipment. At the same time, the 
external environment facing China's exports in the 1990s is not without its share of uncertainties, 
including likely slower overall trade growth, trends in protectionism and the possibility of 
political discrimination against Chinese products. 

IL The constraints to China's development do not come from the typical sources, such 
as lack of savings, natural resource depletion or inability to borrow. Rather, constraints come 
from two sources: infrastructure bottlenecks and the policy framework. With respect to the 
former, the rapid pace of industrialization in the latter half of the 1980s put severe strains on 
the energy and transport sectors. Unless these two areas in particular receive the attention they 
deserve, they will serve increasingly to slow the aggregate pace of development. It is for this 
reason that the Government's investment program - and the Bank's lending program -- put 
considerable emphasis on these two sectors. At the same time, inefficiency of resource 
utilization, especially for energy, continues to be a serious problem for China, which needs to 
be addressed through more appropriate pricing policies as well as specific energy-saving 
investments, especially in heavy industry. 

I2. The second source of constraints comes from the policy framework. This is in two 
respects: whether appropriate macroeconomic reforms will be instituted, so that growth can 
continue at a rapid pace, but without the recurrence of such serious economic cycles; and 
whether additional policy reforms will be instituted to encourage further efficiency gains and 
improve resource allocation in the economy, especially in the State-owned Enterprises. 

13. Policy Issues and Agenda. The reform agenda is wide-ranging and is aimed at 
creating by the year 2000 what China calls a 'socialist commodity economy', which would 
combine market determination of prices and most investment decision-making, with a strong 
public ownership function and central regulation of markets. The following paragraphs review 
the Government's intentions in key policy areas. 

14. The financial sector has seen little significant progress in the last three years, and 
Government influence over lending by the banking system continues to be pervasive. The 
Government has stated its intention of strengthening the central bank's supervisory and 
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regulatory capability, and of separating more clearly directed policy lending from commercial 
fending in the banking system. Particular attention is being given to capital market development. 

I5. Fiscal management and tax policy are scheduled for reform only in the second half 
of the decade, following a number of reform experiments in the present plan period. These 
experiments are in two areas: in new arrangements for the separation of taxes and profits, and 
in separating the tax system from the enterprise contract system, so as to introduce more uniform 
effective tax rates. Essentially, the latter involves converting the contracts to an after-tax basis. 
At the same time, the central budget deficit has been the leading source of pressure in recent 
months for price reform (and has also forced the authorities to start thinking seriously about the 
future of loss-making State enterprises). 

16. In terms of planning reforms, the stated goal is to continue to reduce the role of the 
State in the direct management of the economy, and to focus instead on management by indirect 
levers. In particular, this means reduction of the State's role in fixing prices and allocating 
resources administratively, with markets taking over these functions. No specific targets have 
been identified in this regard. 

17. Aside from these three key areas of macroeconomic management, there is a range 
of key policy issues within the incentive system. Enter.prise reform remains at the heart of this, 
and policies towards the State-owned Entemrises (SOEs) are the nexus of most of the major 
issues. The Government now recognizes that this remains the least satisfactory sector of the 
economy, and the policy area where least progress has been made. While maintaining public 
ownership, the Government continues to look for ways to separate ownership and management 
more effectively and harden currently soft budget constraints, so as to create more efficient and 
dynamic SOEs. The two main routes to this are the separation from the enterprises of their 
welfare functions -- in housing, pensions, health and (over)employment -- and the merging of 
currently weak and strong enterprises into enterprise groups. The latter is seen as the preferred 
route to the restructuring of poorly performing enterprises, while the former is seen removing 
the major constraint to such restructuring. 

18. Non-State entemrises, especially township and village enterprises, are seen as having 
a continued significant role to play, especially in employment creation, but not necessarily as 
a source of competition to the SOEs. 

19. Price reform continues to be an area to which major Government attention is being 
given, with a noticeable increase in such attention of late. In particular, Government is working 
to adjust the most heavily distorted prices -- for energy, transport and grain -- and to convert 
price subsidies into wages. After the major distortions are corrected, there would then be scope 
for greater market determination of prices, although clearly the former will be the major focus 
of activity in the short term. 

20. External sector reforms are not high on the Government's agenda at present. This 
said, major attention continues to be paid to the role of foreign investment, and of the Special 
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Economic Zones and Development Areas, such as Pudong in Shanghai, as sources of capital, 
technology and management expertise. However, after the reforms of January 1991, which 
evened export incentives across sectors and provinces, little further is scheduled in trade reform, 
and specifically no import liberaliz.ation is at present on the cards. 

21. The Bank's Dialog:ue with the Government. The Bank continues to have a very 
strong and active dialogue with the Government on major policy issues, and, as will be seen 
(Section D), these are being brought increasingly into the lending arena. There is a broad 
consensus between the Bank and the Government on the overall shape of reforms, but there ar~ 
three particular areas where we consider that more effort is needed: the financial sector; SOE 
ownership reform; and price reform. As will be seen later, it is in these three areas that we are 
proposing lending operations to support a deepening of reforms, with such lending to be 
incremental and contingent on significant progress. 

22. In the financial sector we remain very concerned about the level of directed lending, 
the weak ability of the central bank in supervising and regulating the financial system, and the 
resulting deterioration (albeit unquantified) in the banks' portfolios. The major areas where 
reform intentions seem to be inadequate are in the creation of independent commercial banks, 
and in the associated increased role of the interest rate. This will inter alia require innovative 
approaches to the financing of the Government's investment programs (e.g. separating 
infrastructure financing from commercial banking through separate investment corporations or 
funds, and/or expanded use of bonds). 

23. Ownership reform has been simultaneously the scene of great success and of failure. 
The great success has come in the remarkable growth of the non-State sector in the past ten 
years, and we hope and expect this will continue to expand. The failure, as noted, has been in 
the SOEs, whose losses help drain the budget and whose appetite for credit imperils the solvency 
of the banks. We have urged the rapid removal of constraints to SOE reform, in particular 
through housing and social security reforms, and the development of new institutional 
mechanisms to separate Government from the day-to-day operations of enterprises. In addition, 
we have urged the Government to facilitate and encourage the role of non-State enterprises as 
a source of competition with the SOEs. 

24. On price reform Government is now responding to our repeated emphasis on the 
priority of this area. However, while price adjustments, especially for grain and energy, will 
remove many of the most serious distortions, the Government has been much less clear on 
increasing the role of markets. This is of particular relevance in agriculture, where we have 
urged a much greater role for markets, especially in the grain sector, while recognizing that the 
development of such markets will, to be efficient, require substantial investments in 
infrastructure, such as storage and distribution facilities. 

25. The Pace of Reform: the "Gradualist" Approach. China has adopted a 'gradualist' 
pace of reform: "feeling the stones to cross the river" instead of "crossing the chasm in one 
leap" . This is a system based on reform experimentation prior to generalization, and of 
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implementing reforms on an ad hoc basis when the timing seems prudent, convenient or 
necessary (especially, of late, as a response to fiscal pressures), rather than on a specific pre-

. announced timetable. 1 While some steps are being taken to articulate the overall program more 
clearly, there is no intention to deviate from past patterns significantly. 

26. The case for gradualism in China is based on two arguments. First, the success of 
China's reform program over the last thirteen years is riot in dispute. Indeed, until its reputation 
became tarnished by the events of 1989, it was being hailed· as the model for other reforming 
socialist economies to emulate. There is no reason to doubt that there exists further scope for 
incremental gains to be made in terms of efficiency improvements as a result of additional 
reforms. Thus the success of the past lends support to the view that this strategy of reform suits 
China. . 

27. The second reason concerns the desired end result of reforms. China is not trying 
to create a western, market economy. It is not trying to eradicate the vestiges of the socialist 
system. Instead, it is trying to introduce reforms and new institutional mechanisms to modernize 
and increase the efficiency of the socialist system, which includes a very significant role for 
markets in resource allocation and for the private (or non-State) sector. However, this implies 
that it is not desired (or necessary) to tear down old systems, and it also implies that the reform 
design will continue to evolve, as China is operating in areas not yet fully designed or tested, 
especially in terms of institutional development. In this context, talk of 'shock therapy' for 
China makes little sense, for there is no clear idea of what the new institutions would be like, 
nor is it apparent what disease such therapy would be designed to cure. 

28. This does not mean that the Bank has no argument with the specifics of the reform 
program, or the pace at which it is proceeding (paras. 21-24). What it does mean is that we 
accept that a gradualist approach has worked in the past and continues to be appropriate for 
China. 

C. Macroeconomic Prospects, Creditworthiness and External Capital Requirements2 

China's experience in 1988 with the destabilizing impact of 
"announcement" effects for future price increases (para. 1) has helped 
strengthen an innate caution in this area. It also emphasizes the point that 
it is the capacity of the urban population to absorb the consequences of 
reform that is the chief determinant of the politically substainable rate of 
change. 

2 It should be noted that these projections relate only to the present 
People's Republic of China (PRC) and we do not make any adjustment for the 
change in Hong Kong's status in 1997, assuming that debt would continue to be 
treated separately for the PRC and the Hong Kong S.A.R,, 
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29. Macroeconomic Pros.pects. We consider China's macroeconomic prospects under 
three scenarios, which differ as a matter of degree rather than in terms of substantially different 
assumptions. The base case assumes a moderate, steady pace of reform over the decade, 
roughly in line with the current policy pronouncements and plans of the Government. The high 
case assumes that the pace of reform quickens in the next year or so, with consequent gains in 
efficiency. The low case, by contrast, assumes a repetition of the economic cycles of the 1980s, 
with associated reform cycles. In each case, however, we see a strong ~rowth performance and 
continued creditworthiness. The key distinctions between the cases are in the degree of 
efficiency improvement, and consequently in the level of welfare. 

30. The base case projects that growth will average the Government target of 6% per 
annum, with slightly higher average rates in the second half of the decade than in the first. The 
present reform strategy calls for an acceleration of policy change in the second half of the 
decade, and this is reflected in a gradually falling ICOR over the period, from 6.5 to 5.5, with 
the associated necessary rate of investment falling from 39% of GDP in 1990, to 36% by the 
end of the decade. Inflation control is assumed to remain a priority for the Government -- hence 
the lower rate of growth than in the 1980s -- and inflation is expected to be in the 5-6% range 
over the period. Any sign of a return to double-digit inflation is expected to generate the firm 
policy response witnessed in 1988-89. The composition of growth is, however, expected to be 
somewhat different than in the recent past. Industry is expected to show more moderate growth, 
at about 5 % in GDP terms, while the service sectors, and especially transport, finance and 
information services, are expected to be the leading source of growth, at around 9 % per annum. 

31. The external sector is also projected to continue to expand its role in the economy, 
with both exports and imports growing faster than GDP. The export (volume) growth rate is 
set at about 7 .5 % , while we project a rapid growth of imports for a year or two, to eliminate 
the present trade surplus, and thereafter growth at about 8 % . The strong emphasis on technical 
modernization in the development strategy is expected to be reflected particularly in higher 
capital goods imports, which we expect to grow at about 10% a year. Nevertheless, the current 
account deficit is not expected to exceed 2 % of GDP, keeping debt within manageable levels 
(para. 37). 

32. The downside scenario assumes less progress in reform, and a repeat of the stop-go 
cycles of the 1980s. It is not expected that this would have a very severe impact on the average 
growth rate -- even in 1989, at the height of the austerity program, GDP grew by 3.9% -- but 
rather it would be reflected in three · things: a higher ICOR, and thus a significantly lower rate 
of consumption growth; a higher average inflation rate, nearer to 10 % per annum on average, 
because of the high rates during the "booms"; and a lower rate of foreign direct investment, 
because of the economic instability. This would raise debt ratios slightly, though still not 
seriously. The downside risk that we have not attempted to model explicitly is that of a serious 
deterioration in export markets, and specifically the removal of MFN status for China in the 
United States. This is for two reasons: first, the probability of this occurring is still judged to 
be relatively low based on the experience of the last two years; second, and more importantly, 



9 

we consider that the impact of such a step would be felt primarily through a reduction in the 
ea.pita.I goods' import level in China, and thus in the pace of modernization, rather than in 
creditworthiness indicators, as China would be sure to react to such an event with tightened 
import restrictions to stabilize the overall external account. 

33. The high case assumes a much more aggressive attack on reform issues, 
commencing in the next year or so. This would have three primary effects: GDP would rise by 
an average of about 7 % a year in response to efficiency gains ( experience has shown that 
reforms launched in periods of macroeconomic stability have a strong growth effect as people 
respond to the new incentives); more products would become export-competitive, raising average 
trade levels; and in response to these reforms, foreign direct investment would rise more rapidly, 
and this would reduce debt service levels. 

34. External Financing Requirements. The external financing requirements of the three 
cases are presented in Annex A-1. The current account position is expected to continue to be 
a policy variable for the Chinese Government, and thus we do not project very different results 
under the three scenarios. It is assumed that the 1990 surplus of US$12 billion will be 
eliminated by the end of 1992. Imports are growing at present at an annual rate of over 20 % 
(with exports at about 14%), and the experience of 1988 suggests that the response to removal 
of import restraints will be maintained at this sort of pace for some time. We also assume that 
there will no longer be a desire to continue to build up reserves, and that these will slowly fall 
in relative terms to about 4 months' imports from the abnormally high present 7.5 months. The 
deficit is therefore projected to expand gradually over the decade, reaching a level of US$10 
billion in 1995 (1.8% of GDP), and US$12 billion in the year 2000 (1.4% of GDP). 

35. With only very small additions to the absolute level of reserves, the net external 
financin r~ irement would barel exceed this deficit. In the ase, a out US$3 billion net ­
of this amount is expected on average to come rom . ei n direct investment, which is the 
present level, and thus the external financing requirement is about US$6 1 lion per annum on 
average over the course of the decade. This is lower in real terms than the average level of net 
borrowing during the 1980s, which was about US$5 billion per annum. The distribution of such 
borrowing between official and private sources is expected to be slightly more favorable to 
China than in the last decade, as more ano larger sources of official financing are now available _ 
nota. ly alreaoy committed additional Japanese credits, and access to A-Ul3 ordinary resources, 
expected to rise to US$1 billion per annum on a commitment basis by 1993. Thus, just over 
half of the external financing requirement is expected to come from official sources, and the 
balance from private sources, compared with the 40-60 split to date. 

36. The only significant difference between the base case and the alternative scenarios 
in this regard relates to the level of FDI, since the current account is judged to be about the 
same in all three cases. In the higher scenario, FDI would rise to about US$4 billion per 
annum, while in the low case it would be about US$ 2 billion, the lowest it has been in the 
recent past. The balance would be made up by commercial borrowing, with consequent 
marginal improvement/worsening of debt ratios. However, given China's expected continued 
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creditworthiness, such borrowing would all continue to be on a voluntary basis, and debt 
rescheduling is projected to be neither necessary nor sought by the Government. 

37. Creditworthiness. Under all three of our scenarios China would continue to enjoy 
a strong creditworthiness position, with all indicators remaining very good. Total debt 
outstanding stood at only 14.4% of GDP in 1990, and under our base scenario, this would fall 
to 13% in the year 2000, and stay between these two levels throughout the decade. Even in the 
low case, debt would stay well below 20% of GDP, and would be only 12 % in the high case. 
The associated debt service levels also remain healthy, at a peak of 13.2% of export earnings 
in 1992, falling to 10.4% in 1995 and only 8.4% in the year 2000. However, even with these 
modest indicators, it should be emphasized that in a different sense they cannot be regarded as 
conservative, in that the absolute level of debt would double over the decade to US$121 billion 
in the year 2000, placing China among the ranks of the most highly indebted developing 
countries in absolute terms, and implying that China would account for a substantial proportion 
of total new net debt to developing countries over the decade. The exposure of the Bank under 
alternative scenarios is evaluated in para. 45 below. · 

D. Bank Assistance Strategy 

38. Our overriding mandate in China, as in all borrowing countries, is to support broad­
based economic development and to combat poverty. Our previous CSP, processed in 1988, 
argued that the country was then only beginning to approach its long-term equilibrium status as 
a leading client of the institution. That process, interrupted in the event by exogenous factors, 
is now resuming and the arguments then adduced - China's size, income levels, dynamism and 
creditworthiness - continue to create a prima facie case for a program of effective support at 
least comparable in absolute size to that provided to any other borrowing member. Even the 
highest lending scenarios we will present will, however, involve relative (per capita) assistance 
levels substantially lower than those enjoyed by most other borrowers from the Bank Group. 

39. An effective program of development assistance for China must seek to balance 
needs for help with policy and institutional reform, technological modernization, infrastructural 
strengthening, environmental protection and poverty alleviation. Our point of departure is that, 
provided overall and sectoral policies are seen as conducive to development, these needs justify 
a program which is both substantial in size by our own institutional standards, and also sectorally 
and geographically broad-based. Even such a program, however, will not be able to meet all 
possible needs in all parts of China. Building on recent trends, we propose the following broad 
principles to guide the sectoral and geographic focus of our future work: 

(a) Support for industrial and urban reform (including urban environmental lending) will 
be concentrated primarily along the coast, to the extent that (and as long as) this region continues 
to be at the frontiers of reform and experimentation in these sectors; 
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(b) Assistance for social sector development (education, health) will be concentrated 
primarily in poorer rural areas, mostly in the interior, where achieving and maintaining 
minimum acceptable standards is most at risk. A substantial share of the a~ricultural portfolio 
will also be used to address the interrelated problems of rural poverty and environmental 
degradation in the most vulnerable areas of the hinterland; and 

(c) _ Selection of investments in basic infrastructure will be based upon increasingly 
systematic evaluation of strategic priorities on a nation-wide basis. 

The principles outlined above - especially ) - do not always command support among our 
working level counterparts, whose em hasis is fr uentl on narrowly-defined repayment 
cons1 erations. Explicit management support is sought for the proposed poverty/environmental 
focus m t e social sectors and agriculture. 

40. We present in Annex D a proposed three-year ESW program which would build 
upon and deepen the achievements of the past three years. In keeping with the priorities set out 
in Section B above, the program places significant emphasis on issues of industrial reform and 
restructuring, as well as on regional integration and relations between different levels of 
Government. Compared to recent years, it will also involve more explicit focus on trade 
development issues. Proposed sector-specific studies are reviewed in more detail in the sector 
strategies outlined below (paras. 46-68). 

41. In Annex C we present our proposals for lending. In view of the uncertainties 
which currently surrolTnd the future depth and pace of reform, we propose to link our aggregate 
lending volume more explicitly than in the previous CSP to the effectiveness with which reform 
is pursued in the most sensitive sectors, and - to indicate the range of outcomes at present 
contemplated - have prepared three indicative lending scenarios for the five years FY93-97. 
These three scenarios, in tum, may be considered roughly comparable to the three 
macroeconomic outcomes modelled in Section C above. The base scenario assumes that the 
Government effectively delivers the range of reforms and policy experiments it is currently 
committed to or has clearly foreshadowed. Inter alia, such a program would, in its early years, 
include: 

(a) measures to strengthen the regulatory, supervisory and accounting environment for 
the financial sector; the initiation of portfolio audits for the major banks and subsequent effective 
steps, as needed, to ensure their financial soundness and stability; and progress in addressing 
issues raised by directed credit; 

(b) an environment conducive to national and regional experiments with new forms of 
corporate governance (e.g. Boards of Directors, joint-stock companies) and the active pursuit 
of meaningful industrial restructuring; 
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( c) support for effective reforms to divest provision of social security and housin~ from 
productive enterprises; and 

(d) reform of producer and consumer pricing and marketing of basic foodstuffs. 

42. Meeting these requirements would permit us to provide policy-linked investment 
support in the four reform-sensitive areas cited above: respectively, finance, industry, 
housing/social security and grain distribution, in addition to our "core" program of support for 
agriculture, social sectors, environment and basic infrastructure. On this basis, the~ lending 
program over five years would amount to about 77 operations totalling some US$14. 7 billion 
(of which, an assumed US$4.8 billion equivalent in IDA). Failure to meet the minimum reform 2 
conditionality in any one of the four areas would result in that sector droppin~ out of the } 
pro~ram: the resources involved would not be considered fungible to other sectors. 

43. The low or "core" program presented assumes much less progress with reform than 
currently appears foreshadowed - it might correspond to the comparative policy stagnation that 
has affected the country when past stop-go cycles have got out of hand. This scenario is itself 
illustrative, rather than a minimum program to be guaranteed under any circumstances - it is 
possible to conjecture conditions (however unlikely) under which lending would be even below 
this "core" (e.g. serious deterioration in the financial standing of public utilities, attempted 
reversal of household production responsibility reforms in agriculture). Under the "core" case, 
total lending would be cut back to some US$10.2 billion (57 operations), with IDA also cut 
(though less than proportionately in view of its social emphasis) to US$3.4 billion. 

44. The high case assumes a bolder program of reforms than currently envisaged, and -
unlike the other two scenarios - introduces the possibility of policy-based lending per se. 

Examples of the kind of reforms which could unlock lending above the base case would include: 
an accelerated move towards unified, market-determined pricing for basic commodities; 
measures to liberalize import restrictions to expand competition in the domestic economy; or 
moves towards a truly level playing field as between State and non-State enterprises (collective 
and private firms). Again, this scenario should be considered illustrative rather than an absolute 
ceiling. It assumes total lending of US$16. 8 billion (84 operations) with all of the increase over 
the base case on IBRD terms. 

45. Bank Exposure. The implications of the proposed three lending program scenarios 
for Bank exposure have been evaluated under the three comparable macroeconomic scenarios 
presented in Section C above. Under all three scenarios, Bank guidelines would be adhered to, 
although, under the high scenario, the share of IBRD debt in total public debt would increase 
substantially. Nevertheless, as the table below indicates, the indicators will all remain well 
within manageable levels for some time to come. 
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Table 1: Creditworthiness Indicators, 1991-2000 
(percent) 

Base High 
91 '95 '00 '91 '95 '00 

IBRD DS/Exports 0.5 0.7 1.2 0.5 0.7 1.2 
IBRD DS/Public DS 4.9 8.7 16.2 4.9 8.7 17.5 
Prfd Cred DS/Pub DS 13.0 15.8 19.0 13.2 15.8 19.1 

DS = Debt service DOD = Debt outstanding and disbursed 

Sector Assistance Strategies: Prcmosed Sector Work and Lending Programs 
' 

Guideline 

5.5 
20.0 
35.0 

46. As emphasized in Section B above, we regard industrial reform - and more 
specifically reform of the SOEs - as the most crucial and difficult challenge now facing China's 
leadership. The importance and sensitivity of this sector are reflected both in the orientation of 
our overall ESW program and by our proposal to make further lending for Industry and Finance 
clearly contingent upon further progress with reform. Key elements of our strategy include 
helping the State clarify and separate the exercise of ownership functions from its policy role; 
promoting the development of a conducive regulatory and policy environment and helping 
develop replicable models for industrial restructuring. Bank assistance to promote domestic 
competition (including the breakdown of trade and ownership barriers which currently inhibit 
inter-provincial commerce) will also be necessary. Finally, significant attention to the further 
deepening of financial sector reform is warranted: despite the progress achieved since 1985, 
banks still lack significant autonomy, the structure of interest rates remains distorted (reflecting 
distortions in the overall price regime) and measures designed to strengthen PBC further, 
including the development of an appropriate supervisory and regulatory framework, will be 
critical. 

4 7. The detailed design of the next stage of industrial reforms will require targeted and 
specialized assistance with the articulation of a regulatory framework, State ownership 
mechanisms and industrial restructuring experiments. Continued focussed sector work in 
selected areas of enterprise reform and the promotion of competitiveness is therefore indicated. 
A series of subsector studies, e.g., machine tools, designed to illustrate the application of 
practical policy and institutional prescriptions and to build on earlier studies of the electronics 
and automobile sectors is also planned. This will be complemented by a series of operational 
interventions, targeted at the more progressive coastal provinces, designed to promote 
experiments and develop practical models which can subsequently be replicated more broadly. 
To this end major industrial restructuring and enterprise reform projects in Shanghai, Tianjin 
and Shenyang are planned; if resources permit, similar initiatives will also be pursued in 
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Guangdong. These industrial restructuring operations will require accompanying elements of 
welfare and labor market reform, as well as specific conditionality on enterprise, trade and price 
policies. 

48. Provincial projects will be complemented by a limited number of national subsector 
operations, e.g., fertilizer, electronics and heavy engineering, which would allow us to focus 
on cross-provincial issues, including the promotion of greater national integration. We also 
allow for further support to the non-State industrial sector, as a follow-up to our recent Rural 
Industrial Technology Project. Finally, the planned FY92 Financial Sector Technical Assistance 
Project, which will build on the sector priorities established in our recent review of Financial 
Sector Policies and Institutional Development, is intended to play a key role in helping lay the 
foundation for future financial sector reform by assisting in the development of a sound 
supervisory, regulatory and accounting framework for the banking system as a whole. Assuming 
that financial sector policy reform continues at a satisfactory pace (to be assessed during regular 
annual reviews), we would subsequently plan to proceed with additional targeted assistance 
designed to promote key financial intermediaries, e.g., strengthening the specialized and 
comprehensive banks, helping the China Investment Bank (CIB), the recipient of much Bank 
support in the past, evolve into a more financially autonomous investment bank, and undertaking 
further work on the broadening of capital markets. 

49. The success of our strategy in industry and finance will depend critically on 
continued and steady progress by the Government in implementing sector reforms. The size of 
our program of operational assistance and, to a lesser extent, that of sector work, will therefore 
be determined by the overall pace of the reform process and our counterparts' response to 
suggested initiatives. While we have to be cognizant of political realities in China, minimum 
acceptable "reform conditionalities" will have to be clearly articulated for each operation early 
in the project cycle, and then clearly communicated to our Chinese counterparts. Close 
monitoring of performance during the project preparation and appraisal process will then be 
necessary. 

50. Urban. China's cities are the forum within which industrial reform must take place 
- State enterprises are overwhelmingly urban in nature. For many SOEs, State ownership is 
effectively exercised by bureaus at city level, and thus ownership reform must also be addressed 
at this level. In addition, if SOEs are to be relieved of responsibility for housing, pensions, 
medical care and protection against unemployment - to permit the firms to be judged against 
more rigorous financial standards and allow labor markets to start functioning - it is, in the first 
instance, primarily city-level agencies that must pick up these social responsibilities. Beyond 
these direct connections with enterprise reform, the past decade has seen an unprecedented 
degree of decentralization of responsibility for urban planning and service provision and 
financing to the city level, and the newly empowered municipalities face a wide range of 
challenges including breaking down institutional compartmentalization, building up more 
integrated budget processes and new revenue sources, developing more flexible, market-driven 
systems of land allocation, working out low-cost approaches to traffic management, encouraging 
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the evolution of self-sustaining public utilities financed through user charges, experimenting with 
improved policy approaches to combatting air and water pollution, etc. 

51. With our recent sector work on Urban Housing Reform and Reforming Social 
Security we have a solid intellectual basis for pursuing an active operational dialogue in these 
sectors. The center now recognizes their crucial connection with enterprise reform and has set 
generally sound guidelines for pension pooling and creation of unemployment insurance 
(socialized medical insurance so far lacks strong central guidance). Beijing additionally 
recognizes that rents must rise very substantially from their present nominal levels if housing 
is to become financially self-sustaining, and also sees an increased role for home-ownership as 
part of the longer-term solution. Cities are, however, being given some latitude in the details 
and timing of implementation - with the expectation that, as usual in China, successful 
experiments will attract emulation. Experience to date suggests that some cities are aggressively 
pursuing rent reform (with compensating wage adjustment), cost control and sustainable financial 
solutions, but others currently favor deeply discounted sales and the use of compulsory savings 
schemes to fund subsidized mortgages. We are seeking agreement both at national level and 
with reform-minded cities on a satisfactory policy framework for sustainable reform of housing 
and social security, including meaningful rent reform, phasing-out of subsidies, establishment 
of autonomous housing corporations, adoption of more flexible standards on buildings and land 
use and social security provision consistent with increased labor mobility. Given the extent of 
rent adjustment that will be needed, housing reform will be far from easy in political terms. 
Based upon encouraging dialogue at the center (and with some cities), however, we are listing 
sector lending in support of housing and social security reform in our base case scenario (but 
allow in the core program for possible slippage in this area). 

52. More broadly, we envisage a growing program of operational support for improved 
urban management in key reform-oriented cities. Our overall policy framework will emphasize 
divestiture by productive enterprises of social functions, a growing role for market signals, the 
development of financially self-sufficient public utilities, strengthening the management of 
existing assets and improved prioritization and planning of new investments. In some cases, as 
in the recently approved Medium Sized Cities Development Project, it may be feasible to support 
policy and institutional improvements and investments on a relatively comprehensive, cross­
sectoral basis. Such an approach is, however, resource-intensive and probably less well-suited 
to China's larger cities, where greater selectivity in investment support to target priority 
subsectors will be called for. We will, however, assure ourselves that our support fits into a 
rational overall policy strategy and system of investment prioritization at city level: one model, 
being pioneered in Shanghai, involves agreeing in advance on a multi-year, cross-sectoral 
Reform Action Plan. In formulating city-specific project designs, we will place heavy emphasis 
on measures to ameliorate the impact on the Urban Environment of past and continuing 
industrial and residential development. Improving the supply and utilization of water, the 
disposal and control of municipal and industrial wastewater and/or solid and gaseous wastes 
through investments, institution strengthening, tariff reforms and effluent charges and long 
range, least cost environmental strategies and programs will be among the key features of about 
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eight core provincial/municipal operations at present under active preparation. We will continue 
our sector work on urban land markets, and initiate study of municipal finance. In addition, 
more in-depth work is urgently needed to understand better the implications for urban growth 
and service provision of large numbers of "temporary" urban residents, to date all but ignored 
in official planning and policy formation, and we plan to add such work to our current ESW 
program. 

53. The Transport sector has been, together with energy, the classic "bottleneck" sector 
in China's recent industrial development: the link between the two sectors is close as some 40 
percent of the freight tonnage carried by the country's dominant transport mode, the railways, 
consists of coal, China's main energy source. For both coal and rail the fundamental problem 
of past underinvestment and inadequate capacity has been compounded by technological 
insularity and the distorting impact on demand of sub-economic pricing: though for rail 
transport, at least, major tariff adjustments over the past two years have done much to correct 
the latter problem. Compared to the railways, all other transport modes are even more seriously 
underdeveloped, especially the roads. Modal choice is thus heavily distorted - in addition, little 
has been done to develop modern inter-modal connections (containerization, etc.) . The overall 
capital requirements of the sector are extremely large, as are the scope for and benefits of 
diffusing international technology and management techniques - and our base case assumes that 
we will continue to dedicate between a fifth and a quarter of our total lending to transport, with 
some internal shifts of emphasis as noted below. We also see the need and potential to broaden 
the terms of our dialogue to place greater emphasis on cost recovery, investment and O & M 
financing and system planning in the various modes. In addition our ESW program will 
continue the work on cross-modal transport issues commenced by our recent Guangdong 
Province Comprehensive Transport Study, with the completion of a multi-modal analysis of the 
crucial Yangtze Economic Zone surrounding Shanghai and the launching of a new inter-modal 
study on long-distance passenger transport. 

54. In the Railways sector, our early operations focussed on the expansion of capacity 
on congested key routes, together with modernizing the manufacture of locomotives, rolling 
stock and equipment, but with relatively limited direct involvement in broader, system-wide 
modernization and reform issues. Simultaneously, however, we made use of a range of project­
supported studies and technical assistance activities to develop a better base of understanding of 
selected sectoral and institutional questions - including development of a Railway Investment 
System to help prioritize future capacity expansion investments on a system-wide basis, 
upgrading of management information systems and a Railway Costing System to serve as a basis 
for more rational cost-based tariff setting. As these investments mature, together with studies 
on aspects of system-wide technological modernization (track, locomotive and rolling stock 
maintenance, telecommunications and electrification), they are strengthening our ability to 
engage our counterparts in substantive dialogue on policy reform issues (including further tariff 
reform) and institutional development priorities, and also generating more solidly grounded 
components for our lending operations - whether in priority capacity expansion or system-wide 
modernization. The early fruits of this broadened approach were seen in the pilot system-wide 
components of the recently approved Fifth Railway Project, and we plan to base the investment 
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components of future operations entirely on output of the Bank-supported system studies, while 
also pursuing the operationalization of investment selection models and cost-based tariffs. The 
Government is in principle committed to further enhancing the railways' self-financing of new 
investments, and has launched a Railway Investment Fund to plow-back resources from recent 
and projected tariff increases; we therefore feel confident including future railway operations in 
our base case lending scenario (though we allow in our low case for the contingency that further 
tariff reform might be impeded e.g. by an upsurge in inflationary pressures). We will continue 
to broaden the intellectual underpinnings of our operational involvement: future studies are 
expected to address such aspects as rail-based container transport (currently underdeveloped and 
a key to strengthening inter-modal links) and the environmental impact of the sector. 

55. China's Highways constitute the most seriously underdeveloped of all transport 
modes by any international comparison: on either a quantitative or qualitative basis. Past 
underinvestment in roads contributes to the pressure on the railway system while also limiting 
the scope for interrnodal competition and more rational allocation of traffic between modes, and 
the weakness of the network inhibits regional integration, distorts industrial location and 
threatens to constrain the transformation of the industrial sector from heavy to light manufactures 
and further export promotion efforts. While the 8FYP recognizes the need for major expansion 
and upgrading, central resources are limited and much of the burden for funding even "national" 
highways (as well as direct responsibility for construction and maintenance) rests with the 
provinces: it is thus at this level that our operational involvement will continue to be 
concentrated. Future provincial projects, whose location will be based on a prioritization of road 
investment requirements (including the need to fill in remaining gaps in the "national" network), 
will continue to spread to new provinces advances in supervision and quality control of road 
construction, design and planning. Highways have been among the few projects in China which 
have lent themselves to the introduction of ICB for construction: upgrading the capacity of the 
domestic construction sector will continue to be among our principle objectives. In addition, 
as in the railways sector, we plan to broaden further the range of issues covered in our sector 
dialogue and our operational activities and plan to experiment with a "one project, one issue" 
approach to several key sectoral concerns. One of these areas of concentration will be the 
inadequacies of current systems of highway financing and the appropriate future role of vehicle 
license fees, earmarked fuel taxes, tolls and bonds - a study supported by an earlier project is 
currently under review and we plan to pursue these issues at both national and provincial levels. 
In addition, too little is currently understood about the comparative underdevelopment of the 
domestic trucking industry (already the focus for significant non-State enterprise involvement) -
our work in Guangdong indicates that relative and absolute costs are exceptionally high by 
international standards, but further sector work (probably supported by project-financed 
activities) is needed to analyze the respective contributions of such factors as inadequate 
infrastructure, unsuitable vehicle designs, regulatory issues, management and financing, and to 
design potential operational interventions to strengthen the sector. A further area for exploration 
and possible study would be the impact of vehicle emissions on air pollution. Both our 
provincial operations and selected Municipal Transport projects in major cities will continue to 
strengthen institutional capacity for planning, traffic management and road safety improvement. 
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56. Our earlier sector study of Water Transport indicated that the potential of inland 
waterways and coastal shipping has been under-exploited in recent years: though here too 
progress with deregulation has allowed a significant increase in private sector participation. The 
8FYP indicates that priority will be given inter alia to upgrading facilities along the Yangtze, 
and we will explore the scope for initiating operational involvement in inland waterways - though 
indications are that issues of cost recovery will first have to be resolved. By contrast, China's 
~ are the one component of the transport sector where most progress has been made in 
clearing accumulated capacity constraints - in part reflecting our own active lending program to 
date. Here greater selectivity in further expansion appears called for - and we will initially focus 
our efforts on studying the strategic issues which should guide future development: multi-modal 
links to the hinterland, regional sites for concentration of deep-sea facilities and the respective 
future roles of Hong Kong and other Chinese ports. 

57. Energy, as noted earlier, has been together with transport one of the key constraints 
to industrial growth - reportedly some 20-30 percent of industrial capacity is affected by 
shortages of power. The Bank has maintained a significant program of commitments in the 
·power sector throughout most of the past decade. Operational involvement in other parts of the 
energy sector (coal, petroleum) has been less active for reasons discussed below. In Electric 
Power, in addition to the major role we have played in technology transfer (including 
introduction of competitive bidding procedures), our primary objective has been the reform of 
tariffs, to provide both producers and consumers with more realistic incentives. Progress, if 
uneven, has been demonstrable, and the financial covenants introduced under our projects (to 
which the borrowers have in large measure adhered) have been a significant factor. China's 
"new plant new price" policy has resulted in major increases in overall tariff levels, and we now 
expect that the average level of tariffs will be close to long-run marginal cost by the mid-1990s. 
While the internal structure of tariffs remains distorted, inconsistent and lacking in transparency, 
the Government has shown considerable interest in our sector work on this issue and in several 
follow-up seminars, and we can now anticipate real progress in tariff rationalization; for 
example, province-wide agreements to improve the structure in Shandong and Henan provinces 
under the next two thermal projects. 

58. In proposing a continued active presence in the power sector as part of our core 
lending program (and, as a share of the base case, close to its historical 10 percent level) we see 
additional scope for technology transfer (e.g. in pump storage and large mine mouth generation) 
and also take account of the new confidence we detect among government officials in tackling 
reform issues such as tariff restructuring. We also plan to step up still further the attention paid 
to including state-of-the-art pollution control measures in thermal plants and monitoring 
resettlement issues in hydro schemes. A study will soon get underway on energy conservation 
(primarily in industry) which will have important implications for this sector and the 
environmental impacts, both locally and globally (e.g. acid rain and greenhouse gas emissions) 
of coal-burning thermal power plants. Technical assistance funds have also been provided for 
a comprehensive regional air pollution control study of thermal power plants in the coastal 
regions of China. Beyond this, institution-building objectives are taking on new relevance in 
the sector: our recent Ertan project was the first to be undertaken by a financially semi-
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autonomous enterprise rather than a Government bureau. While there were special 
circumstances involved, the scope for "enterprise reform" in the power sector is an aspect we 
will pursue in future operational work - together with the relevance for China of formal public 
utility regulation as practiced in other countries. 

59. The Government has not yet indicated explicitly its attitude to the largest stratejic 
decision in the power sector, the implementation of the possible Three Gorges Project, and no 
approach for Bank financing has been made. Before we could consider any such request, we 
would need to understand what was proposed to make the project sustainable on the basis of the 
international feasibility study which we supervised (key unresolved issues include project scale, 
environmental impact and resettlement proposals). 

60. The Coal sector, likely to continue to supply 70-80 percent of China's primary 
energy needs for the foreseeable future, is one in which policy issues and, to a lesser degree, 
institutional constraints have thus far prevented us from playing a major role. The potential 
benefits from transfer of modern technology and management methods could be enormous - in 
terms both of efficiency and environmental gains and improvement of the industry's adverse 
worker safety record. However, the implementation experience of our only previous loan for 
coal development suggests limited receptivity to such modernization within the State-owned 
sector of the industry, while the seriously distorted State price of coal (resulting in heavy losses 
for the producers, as well as perverse incentives for consumers) has remained a fundamental 
obstacle to follow-up operations. We therefore plan a two-track approach. Building on our 
recent study on Efficiency and Environmental Impact of Coal Use, we are considering 
operational intervention targeted at provincial level mines (in Shanxi province), as experience 
in other sectors suggests that provincial enterprises tend to be more flexible and receptive to new 
ideas, including transfer of state-of-the-art technology, than their State counterparts - while the 
pricing of their output has for some time been more flexible and market-determined. Such an 
operation would also permit us to introduce significant environmental and safety improvements 
with high potential for replicability. In parallel, we will continue to pursue an active dialogue 
on coal pricing (a subject on which we have already prepared several reports) in part in the 
context of a broader work program on energy pricing reform we hope to initiate with the State 
Planning Commission (SPC). While the projected lending program in Annex C shows no further 
coal operations after Shanxi, this is a sector where - when the Government does move decisively 
on price reform - the potential could exist for a major expansion in operational involvement. 

61. No new commitments have been made in the Oil sector since FY85, and none are 
currently proposed. We do, however, plan to lend for the development of Natural Gas: a far 
cleaner and more efficient fuel and feedstock than coal, whose potential in China has been 
underdeveloped. We envisage involvement on both the production and consumption sides, which 
will enable us to contribute to technology transfer, energy efficiency and environmental goals -
and will also provide a vehicle for addressing the current under-pricing of gas and rationalizing 
its allocation across consuming sectors. 
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62. Although the relative share of A~riculture in the economy has been declining, it 
continues as the primary source of income for some 60 percent of the workforce. Additionally, 
most of China's roughly 100 million people still living in absolute poverty are to be found in 
agricultural households, typically struggling to exploit ecologically fragile and marginally 
productive hillsides. The well-known earlier reforms of land tenure and product pricing and 
marketing encompassed within the production responsibility system have achieved impressive 
results in raising the incomes of many farm families and production especially.of higher value 
commercial crops, livestock and aquatic products (and, more indirectly, the output of an 
increasingly diversified rural industrial sector). This transformation has received significant 
support from our own series of rural credit and provincial agricultural operations. The 
agricultural sector as a whole, however, remains only half-reformed, with a sizeable portion of 
the grain crop and a few other staples still subject to central planning, production quotas and 
confiscatory producer pricing - the counterpart to the subsidized supply of such foods to the 
registered urban population: attempts at introducing fundamental reforms in these areas during 
1988-90 under our previous Rural Sector Adjustment Loan suffered from the authorities' 
overriding emphasis at the time on combatting inflation. 

63. We continue to regard grain sector reform as a crucial piece of unfinished business. 
Our recently published study of Options for Reform in the Grain Sector provides a guide to the 
main issues involved, which include not merely the need to adjust producer and consumer prices, 
but also the benefits attainable from radically liberalizing now tightly controlled domestic grain 
markets (regional experiments indicate present distribution costs can be cut dramatically). Initial 
Government response has been encouraging: sharp increases in administered urban grain prices 
earlier in 1991 failed to elicit the feared protests and recent initiatives have included opening 
regional wholesale markets, earmarking of reserve stocks for market regulation and steps to 
create semi-autonomous trading enterprises, as well as announcement of a 24 percent rise in the 
producer price for wheat effective next year. Continued moves to increase the role of market 
forces could lead to significant shifts in regional patterns of production and consumption - as 
well as raising incomes of rural producers - and would also likely require major investments in 
distribution infrastructure. We have indicated to the Government that, given satisfactory 
agreements on further market liberalization and completion of the price reform process, we 
would be ready to commence a possible series of large operations to help finance the necessary 
infrastructure investments and assist in the associated institutional development. 

64. Reflecting recent exchanges with central authorities, our base case scenario assumes 
that the above agreements will be attainable (and also that overall progress in financial sector 
reform will permit us to resume lending to strengthen the rural financial sector): the share of 
agriculture in our total lending under the base case would remain close to its historical level of 
30 percent. Our core program is projected to include operations to raise farm family incomes 
and spread sustainable production practices in three of the most impoverished regions of the 
country - as noted earlier, these are also some of the most environmentally sensitive zones (the 
red soils of southern China, the loess plateau of the northwest and the mountainous southwest) -
we will, however, face the need to overcome pressure from central agencies to concentrate 

more heavily on commercial activities in advanced provinces they perceive as having better 
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repayment capacity. We plan, in addition, to build on the provincial Forest Management Plans 
being prepared under our ongoing National Afforestation Project to develop more comprehensive 
forestry sector lending, which would improve the underlying capacity for policy analysis in the 
sector and also encompass the sustainable management of China's natural forests. 

65. Effective agricultural support services and water management remain of fundamental 
importance to Chinese agriculture and we will continue to be engaged in both areas. Preparation 
is now at an advanced stage for our first cross-provincial operation to focus exclusively on 
upgrading the full range of farm support services: achieving replicability will be a major aim. 
Involvement in irrigation will continue to target cost-recovery and improved sector planning. 
Our long-running support through sector work and technical assistance for water use planning 
along the Yellow River - the crucial source for much of China's arid north - will yield fruit by 
way of operational assistance in completing the final major structure required for the river's 
control and management. Beyond this, the next strategic question in this region will concern 
the feasibility of long-distance transfers of water from the south: extensive study will be required 
prior to any possible operational involvement. Our sector work program is also expected to 
include studies on agricultural production and marketing issues for non-grain crops and on the 
livestock feed grain subsector - the shape of any possible lending support here will be 
determined following the sector studies. Finally, this year's dramatic floods have demonstrated 
serious weaknesses in flood control in several regions of the country, including the Yangtze 
basin and parts of the northeast: at least one and possibly up to three operations over FY93-95 
are expected to provide urgently needed assistance in remedying such deficiencies. 

66. Social Sectors. The PRC's commitment, from the outset, to the broadest possible 
access to basic education and health has earned widespread international recognition and 
continues to be reflected in average indices of literacy, infant mortality and life expectancy 
normally associated with much higher income levels. China first looked to the Bank primarily 
for lending operations to help the tertiary education sector recover from the effects of decades 
of isolation capped by the ravages of the Cultural Revolution: over the years, key Chinese 
institutions significantly improved their capacity to absorb technology and their knowledge base. 
Meanwhile, however, new challenges were emerging as fiscal decentralization gave the 
provinces and lower levels increasing responsibility for both planning and implementing social 
sector policies and programs, while the dissolution of the rural communes weakened structures 
of collective social service provision in the countryside. Our own role has changed in response, 
with both sector work and operational interventions increasingly focussed on the choices facing 
provincial and lower-level decisionmakers as they strive to achieve quality, efficiency and equity 
in the provision of basic education and health services (including the supply of safe drinking 
water) - with special emphasis on the problems of the poorest rural counties, on whom the 
burden of fiscal decentralization is hardest. In both sectors, though our lending volume is 
constrained by Government preferences, one of the most important contributions we can make 
is to bring to bear on Chinese problems the lessons of international experience, which are in 
general little understood in the country. 
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67. Education. Our recent study of Provincial Education and Finance crystallizes the 
range of policy issues emerging from our work over the past few years. We consider China's 
aim to universalize nine years of basic education by 2010, which we strongly endorse, to be 
feasible provided greater attention is given to efficiency of resource use in the sector (better 
utilization of teachers and facilities, a more critical approach to expensive and narrowly based 
vocational programs at secondary level, rationalization of the fragmented and costly tertiary 
sector) and to more equitable funding mechanisms (i.e. targeted budgetary support from higher 
levels of Government for basic education in poor rural counties). Building on this analysis, we 
plan to present shortly an operation to implement reforms in some of these key areas in small 
towns and rural areas of six poor provinces (where access for girls is a particular concern), and 
to follow this by further assistance at provincial level for the effective training of junior 
secondary teachers. Subsequent involvement will continue the emphasis on poor regions and on 
assistance in improving efficiency in resource mobilization and utilization, as well as technical 
assistance and institution building. 

68. Health. Our 1990 report Long-Term Issues and Options in the Health Transition 
posed a powerful challenge to many aspects of current sector policy and practice and has 
stimulated widespread discussion. While not disputing that most indicators of health status 
remained highly favorable by international standards, it argued that constrained public health 
funding over the 1980s and the new emphasis on payment-for-service threatened, especially in 
poorer rura1· areas, to erode some of the previous decades' achievements against communicable 
diseases, and could also miss the chance to put prevention first in the battle against now 
increasing chronic diseases (cancer, heart disease, etc.). Some of the report's recommendations, 
on strengthening community-based disease prevention programs and rural primary health care, 
are already being implemented under the Integrated Regional Health Project and are attracting 
emulation; proposals for fundamental changes in health financing, however, face more of an 
uphill struggle. While there is no powerful constituency at central level for large-scale 
international financing in this sector, we will continue to use the leverage IDA gives us to 
maintain a regular operational program for the strengthening of public health services, especially 
in poorer rural areas. Project concepts which are maturing include one to reinstate free 
treatment of two major communicable diseases (TB and schistosomiasis) - a principle which has 
now been accepted - and one to upgrade the training (and improve the public funding) of health 
workers in poor rural counties. Maternal and child health care, so far supported indirectly 
through our overall sector and lending work, will also receive more explicit focus in the future. 
Additionally, we plan to undertake further sector work on the financing of health services, 
including the scope for broadening the coverage of medical insurance schemes while enhancing 
incentives for cost-consciousness. 

Responsiveness to Major Program Objective Categories 

69. Poverty Alleviation. The China Poverty Study, currently under preparation, will 
confirm that absolute poverty in China is overwhelmingly a rural phenomenon, and heavily 
concentrated in remote, resource-poor regions. Our agricultural portfolio, as discussed above, 
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is planned to include at least three operations specifically targeted at enhancing productivity and 
achieving sustainability in some of the poorest regions of the country, while the recent 
refocussing of our operational program in education and health is also consistent with the 
recommendations of the study. More work is still needed on the policy implications of greater 
internal labor mobility for poverty alleviation - we hope to address such issues, inter alia, with 
TA followup to the poverty study and within the Yangtze Economic Zone study in our ESW 
program. A proposed study on Center-Provincial Policy Linkages (Phase II) will focus directly 
on the effectiveness of budgetary transfers in reaching the poor. 

70. Environment. Environmental conditions in China present a number of serious 
challenges, the foremost being: (a) water resource management, including water quality; (b) air 
quality management; (c) solid and liquid waste management, including hazardous and toxic 
wastes; (d) energy conservation and industrial efficiency and pollution control; (e) natural 
resource management and conservation (especially forest resources); and (f) sustainable 
agriculture practices on marginal lands. The operational program outlined in this paper 
conforms closely to the strategy spelled out in more detail in our forthcoming Environmental 
Strate~y Paper. China's policies, programs and institutions in the environment sector are among 
the most comprehensive of any Bank member country (and conform substantially to the IDA 
Environmental Action Plan requirement): support to strengthen them further will be an important 
objective in many of our operations. Environmental aspects will be uppermost in the three 
marginal lands agricultural projects discussed above, the proposed forestry sector operation, the 
provincial coal project, and the series of provincial/urban environmental projects. We are 
processing a GEF operation for ships' waste disposal and marine pollution control, while GEF­
financed studies on greenhouse gas emissions and biodiversity (with expected operational follow­
up) are also underway. Studies on ozone-depleting substances (ODS) are in preparation with 
support from UNDP and the Montreal Protocol Interim Fund (MPIF), and will result in one of 
the largest ODS projects to be funded by the MPIF. Following our recent pilot program of 
technical assistance to the National Environmental Protection Agency (NEPA), funded under 
JGF, we plan to undertake a substantial program of technical assistance for China's 
environmental protection agencies (both national and local), either as a stand-alone project or 
as a national component attached to one of our provincial environmental projects: this assistance 
would be supplemented by additional resources mobilized from Technical Cooperation Credits 
and trust funds to help in carrying out further sector studies to develop policy, regulatory and 
institutional development action plans and formulate additional investment programs. We also 
plan to raise, at our next round of ESW consultations, a study of provincial and urban 
environmental management issues, inter alia to provide policy input to the series of 
provincial/urban environment projects. As also noted above, additional emphasis will be given 
to environmental issues within our energy and transport portfolios. 

71. Public Sector Reform and Private Sector Development. China's commitment to the 
primacy of public ownership in industry and public utilities does not preclude experimentation 
with new models of more dispersed ownership for SOEs (e.g. joint stock companies) or with the 
expansion of public listings on nascent domestic stock exchanges, and such experiments will be • 
actively supported under our future industrial operations. Nor has it inhibited the rapid growth 
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of non-State (private or collective) enterprises in industry, transport, construction and other 
service sectors. Much of our rural credit lending has long gone to private or collective end­
users, and our dialogue with cm during the preparation of the recently-approved Rural 
Industrial Technology Project resulted in a policy decision to diversify away from its previous 
exclusive focus on lending to State enterprises: possible follow-up to these initiatives will be 
conditioned upon satisfactory progress in our overall financial sector dialogue. Non-State 
enterprise development in the transport sector will be supported through our provincial highways 
program (most specifically the trucking industry work) and through possible inland waterways 
lending. We also hope to find additional vehicles to advance the analysis in our forthcoming 
CEM of the role that non-State firms can play in further service sector development. It is 
unlikely that the Bank can explicitly influence China's on-going redefinition of the role of 
Government. But selected intervention in sectors and provinces where reforms are progressing 
quickly, and denial of lending in areas where the authorities seem reluctant to advance fast 
enough in the required direction, will signal our interest in seeing China move faster. 
Infrastructure and urban development projects will aim to improve public institutions' efficiency 
in planning, implementing and providing public goods, and emphasis on cost-recovery and 
introduction of appropriate pricing will move to the center of our dialogue on irrigation, 
railways, energy, water supply and municipal services. 

Relationship with Other Donors 

72. Strate~ies of IFC. MIGA. Strategy statements by IFC and MIGA are presented in 
Annexes E and F respectively. IFC's three objectives in China are: (a) to promote a more 
favorable climate for foreign direct investment (FDI) through FIAS advisory services, (b) to act 
as a catalyst for private sector investment through participation primarily in international joint 
ventures, and (c) to help accelerate development of capital markets, including stock exchanges. 
FIAS has recently completed preparation, at Government request, of a report on impediments 
to FDI and is currently working with the Chinese authorities on measures to implement some 
of the report's recommendations. On the lending side, after about two years of relatively limited 
activity, IFC is programming a renewed effort of project promotion and is considering opening 
an office in China: a project pipeline is under active preparation. Finally IFC sees recent 
measures of financial sector liberalization (including the establishment of stock exchanges in 
Shanghai and Shenzhen) as opening the opportunity for its Capital Markets Department to play 
an active role in capital market development in China. MIGA, which provides long term 
political risk insurance to investors, is prepared to guarantee projects in China which meet its 
general eligibility criteria. Preliminary applications for guarantees have been received for some 
ten projects in different sectors, though to date no Contract of Guarantee has been issued for a 
project in China. 

73. Prospects of Co-financing. Though the Ministry of Finance (MOF) has expressed 
some interest in co-financing prospects, institutional responsibility within the Government 
remains fragmented and inimical to straightforward implementation - SPC generally allocates 
responsibility for obtaining foreign funding of a project to either MOF, PBC or the.Ministry of 
Foreign Economic Relations and Trade (MOFERT), each of which has ties to different groups 
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of multilateral or bilateral donors. In addition, due to lack of experience internally, the basic 
procedures remain poorly understood, despite efforts to explain and promote them. Recent 
attempts at ECO promotion yielded disappointing results, while the Government perceives more 
traditional instruments as subject to uncertainty and delay and is reluctant to consider them. 
Current limitations on access to US financial markets would also stand in the way of using the 
new instruments, unless China were willing to increase its exposure in Yen. We will, 
nonetheless, continue to pursue opportunities to encourage greater use of co-financing: there are 
early expressions of interest in possible collaboration in the railways sector from the Japanese 
authorities. 
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CHINA - Social Indicators, 1990 

HUMAN llESOUllCES 
Sia. er-th, !U'UCture of population 
Total oooulation (mn: = 1989) 

14 aiu! under 
15-64 

• Age dependency ratio 
Percentage in urban areas 

Females per 100 males 
Urban 
Rural 

Peon growth rate 

Urban/rural growth differential 
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INCOME AND POVERTY 
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hospital bed 
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female 
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Samt region I income groMp 
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:ASECA5E 

Actua( Est1matia ProJectia 

,i,mi ,i,a1 ,i,u ,i,~ ,~ ,~, ,~2 ,ffl ,~ 21l!l!l 

Real. Gr.owth Rates: 
Gross llomestic Product (GOP) 10.8% 3.9X 4.9X 5.0X 5.5X 6.0X 6. 0X 6.SX 
Gl"oss Domestic Income (GOY) 10. 7X 4.1X S.1X 4.9X S.4X 6.0X 6. 0X 6.SX 

Real per Capita Growth Rates: 
Gross-Domestic Product (GOP) 9.5X 2.6X 3.6X 3.8% 4. 2X 4.7X 4. 7X 5. 2% 
Total Consunption 10. SX 3.7X -3.0X 7.7X 8.2X 6. 4X 6. 4X s . ox 
Private Consunpt ion 10.4X 4.2X -0.9X 5.7X 8.8% 6.7X 6.6X s.ox 

Debt and Debt Service(LT+IMF+ST): /1 
Total DOD (USSM) /2 35304 42407 41624 52549 54971 61952 68769 75048 114839 

DOD/GOP 11 .6X 11.3X 9.9X 14. 4X 14.1X 14.8X 15.2X 13.SX 12 .3X 
Debt Service (USSM) 3812 4627 5683 7006 7917 8197 8028 8263 10990 
Debt: Service/Exports 8. 7X 8.9X 10. 1x 10.6X 10.8% 10.4X 9. 4X 8.3X 7.4X 
Debt Service/GOP 1.3X 1. 2X 1.3X 1.9X 2. ox 2.0X 1.8X 1. SX 1. 2X 

Interest Burden (LT+IMF+ST): 
Interest Paid (USSM) 1815 2195 1928 2564 3131 2956 2680 2287 1854 
Interest/Exports 4.1X 4.2X 3.4X 3.9X 4.3X 3.8X 3.1X 2.3X 1.2X 
Interest/GOP 0.6X 0. 6X o.sx 0.7X o.8X 0.7X 0.6X 0.4X 0.2X 

Gross Investment/GOP 39.1X 39.6X 39.0X 39.1X 39.6% 39.5% 38.9X 37. 5% 36.1X 
ICORs. CS years ending year shown)/3 3.6 5.5 6.2 6.5 6.6 7.6 6.7 5.5 

Danestic Savings/GOP 39.3% 38.7X 38.4X 42.6% 41.3% 38.7X 37.7X 35.7X 35.1X 
BOP· Resource Balance/GOP /4 0.2X -0.9X -0.7X 3.5% 1.7X -o.8x -1.2X -1.8% -1.0% 

National Savings/GOP 38.8% 38.2X 38.0X 42.0X 40.6% 38.1% 37.2X 35.3X 34.9X 
BOP Current ACCOU'\t Balance/GOP /5 0.0% -1.0% -1.1% 3.3% 1.4X -1.0% -1.3X -1.7X -0.9X 

~rg_inal Domestic Savings Rate 32.3X 28.4X 127. 1% -6.6% -4.7X 20.4% 18.4X 36. 4% 
~arginal National Savings Rate 33.0X 33.1X 135.3% 12.1% -9.7X 21.5% 21.1X 38.4X 

Governnent Investment/GOP 3.9X 4.0X 3.9X 3.9X 4.0% 4.0% 4.0% 4.0X 4.0% 
Governnent Savings/GOP 4.8% 3.2% 2.7X 2.7X 2.3% 2.1% 2. 0% 2.3X 2.2% 
Private Investment/GOP 35 . 2% 35.7X 35.1% 35.2% 35.6% 35.SX 34.9X 33.5% 32.1% 
Private Savings/GDP 30.7X 36.4X 37.1% 40.6% 37.7X 35.SX 34.7X 32.4% 32.0X 

Governnent Revenues/GOP 22.7X 20.0% 20.ax 19.9X 20.6X 20.6% 20.6X 20.6X 20.6% 
Governnent Expenditures/GDP 18.2X 17.3X 18.2X 17.6X 18.SX 18. 9X 19.0X 18.7X 18.8X 
Budget Deficit(-) or Surplus/GOP 1.7X 3.7X S.6X 4.SX S.9X 6.1X 6.2X 5.8X 6. 1% 
Primary Deficit(·) or Surplus/GDP 1.3% 3.3% S.3X 4.1X s.ox S.1X 5. 1% s.ox 5.1% 

Consuner Price Index(% growth rate) 12.8% 7.7X 0.9X 4.6X 6.7X 6.1X S.9X 5.9X 
GOP Deflator (% growth rate) 11.6X 9.0% 4.9X 3.0% 6.0X 6.0% 6.0% 6.0% 

Real Exchange Rate (1987~ 3.7 3.6 3.3 4.2 4.4 4.4 4. 4 4.4 4.4 
Terms- of Trade Index (19 =1-0.Qt 100.0 100.1 101.0 102.4 100.8 100.5 100. 6 100. 9 101.7 

Expor; (~ Volune Growth Rate l6 14.8% 7.8X 12.6X 4.4X 6.SX 6.8X 7.0X 7.4% 
xportsfGNFS-)-/GOP- ----- 14.4% 13.7X 13.4% 18.2% 18.7X 18.7X 18.8X 17.9X 16.0X 

lq>ort (GNFS) Volune Growth Rate 23.4X 7.8X -12.8x 16.8X 21.7X 9.2X 8.2X 6.5% 
Iq>orts (GNFS)/GDP 14.2X 14.7X 14.0X 14.6X 17.0% 19.5% 20.0% 19.6X 17.0X 

BOP Current Account Balance(USSM)/7 66 -3805 -4460 11935 5335 -4333 -6054 -9707 -8127 
Net Reserves (USSM) 22453 23751 23053 34476 43747 46484 49148 44838 56092 
Gross Reserves (months iq>orts) 6.0 5.0 4.5 7.4 7.5 6.6 6.3 4.8 4.2 

Note: All ratios are calculated from data in current prices and exchange rates. 
ICOR and growth rates are based on constant price data. 
Marginal savings rates are based on current price data deflated by expenditures deflator. 

/1."LT" denotes "logn-term debt": "ST" denotes "short-term debt." 
/2.Debt outstanding and disbursed. 
/3.Incremental capital-output ratios with a 5-year period. 
'4."BOP" denotes "Balance of Payments". 
/5.Current account balance as defined in line F. 1. in Annex B3. 
/6.Goods and nonfactor services. 
/7.For the definition, see footnote 5. 
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Part A: Current Price Data 

(billions of Yuan) 

BASEOSE Projection 
Per Capita GNP in 1990: S 
Midp,ear Population (millions): 

Actua[ Est11•tia Projectia 

,m ,~7 ,. ,ffl ,~ ,~, ,~2 ,im ,~ 2!l!l!l 

Gross Domestic Product 1133 1401 1586 1745 1888 2111 2372 2994 5490 
Net rndirect Taxes 99 114 127 132 151 169 190 240 439 
GDP at Factor Cost 1035 1287 1459 1614 1737 1942 2182 2755 5051 

l~rts (GNFS) /1 161 206 223 255 321 412 474 587 932 
Exports (GNFS) 163 193 212 317 353 396 445 535 876 
R·esource Balance 2 · 13 -11 62 32 -16 -28 -52 -56 

Total Expenditures 1131 1414 1597 1684 1855 2127 2400 3047 5546 

Tat'al Cons~tion: 688 859 978 1002 1107 1293 1477 1925 3563 
Goverrnent 95 112 129 143 147 166 186 235 429 
Private 593 747 849 858 960 1127 1291 1690 3134 

Gross Domestic Investment: 443 555 619 682 748 834 923 1122 1983 
Governnent /2 44 56 62 68 76 84 95 120 220 
Private /3 399 500 557 614 672 750 828 1002 1764 

Memorandull Items: 
Domestic Savings-· 445 542 608 744 780 818 895 1069 1927 

Net Factor Income -7 -8 -7 -12 -15 -15 -14 -12 -11 
Net Current Transfers /4 1 2 1 1 1 1 1 1 1 

National Savings 439 535 602 732 766 804 882 1058 1918 

Optional details for RMSM·X: 
Net Indirect Taxes·· 99 114 127 132 151 169 190 240 439 

Indirect Taxes 166 190 224 228 245 274 308 389 714 , 
Subsidies 67 76 97 96 94 106 119 150 275 

PART B: Constant Price Data 

(billions of Yuan, 1987=100) 

Actua[ Est1matia ProJectiia 

BIB!! ,i,n7 ,i,BB ,i,ni, ,99!! , i,i,, ,992 ,993 , i,i,s 2!l!l!l 

Gross D0111Htic Product 1133 1256 1304 1368 1436 1515 1606 1804 2472 

r~rts (GNFS) 161 198 214 187 218 265 290 342 475 
Exports (GNFS) 163 187 202 227 237 253 270 308 438 
Resource Balance 607 -3033 ·3272 10898 6405 -2048 -4031 -7936 -8646 

Total Expend i tu res 1131 1267 1316 1327 1417 1528 1626 1839 2509 

Total Cons~tion Expenditures: 688 769 807 793 864 946 1019 1182 1642 
Goverrment 95 107 109 92 115 121 128 144 198 
Private 593 662 699 701 749 825 890 1038 1444 

Total Investment Expenditures: 443 498 509 534 553 582 607 657 868 
Governnent /5 44 so 51 53 56 59 62 70 96 
Private /6 399 448 458 481 497 523 545 587 772 

Terms. of Trade (TT) Effect 0 -1 2 4 3 2 3 4 9 
Gross Domestic Income 1133 1254 1306 1372 1439 1517 1609 1808 2481 
Domestic Savings (TT Adjusted) 445 485 499 579 575 571 590 626 839 

/1.Goods and nonfactor services. 
/2.Gross domestic fixed capital formation only. 
/3.Derived as a residual; includes increase in stocks. 
/4.Total net unrequited transfers excluding official capital grants. 
/5.For the definition, see footnote 2. 
/6.For the definition,see footnote 3. 
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PART C: Value Added by Sector 

(sectoral shares in percent) 

Actua( Est111111ted Projected 

,9Bl:I ,9!7 ,9!! ,9~ ,~ ,w, ,w:z ,im 1~ 2!l!l!l 

Agriculture 28.4X 27.4X 26.SX 27.SX 27.9X 27.4X 26.7X 25.SX 22.1x 
Industry, of which: 40.6X 41.3X 41.6X 41.6X 42.SX 42.6X 42.2X 41.4X 38.6X 

flHning 3.SX 4.SX 3.SX 4.1% 4.2X 4.2X 4.1X 4.1X 3.SX 
Manufacturing 36.SX 36.SX 37.SX 37.SX 38.6X 38.4X 38.1% 37.4X 34.ax 

Services 31.0X 31.3% 31.6X 30.9X 29.3X 30.0X 31.1X 33.1X 39.3X 

Total 100.0X 100.0X 100.0X 100.0X 100.0X 100.0X 100.0X 100.0X 100.0X 

Note: Historical shares are calculated from current price data. 
Projected shares are frOIII current price data if available; otherwise, from constant price data. 

PART D: Long-Tenn Growth Rates 

(Average annual growth rates are calculated frOIII constant price data.) 

Actua[ Estimated Projected 

1965· t.S 197.S-!o 19Bo-90 ,w!l 1w!l-9S 1wS-2!l M 

Gross Danestic Product at Harket Prices: 8.SX 5.6X 6.2X 4.9X 5.7X 6.SX 
Agriculture 2.SX 2.1X 4.3% 6.9X 3.SX 3.SX 
Industry of which·· 12. 1X 8.7X 11.6X 8.3X 5.0X s.ox 
Hanufacturing 9.4X 9.9X 11. 7X 7.SX 5.0X 5.0X 
Hining 11. 1X 16.6X 5.0X 5 .ox 

Services 19.SX 6.ax 0. 1X -2.7X 9.1X 10.6X 

Iq,orts of GNFS 1.6X 11.6X 5.4X -12.ax 12.9X 6.7X 
Exports of GNFS 2.1X 4. 1X 11.3X 12.6X 6.4X 7 .3X 

Total Expenditures 8.6X 6.4X 5.3X a.ax 6.SX 6.4X 

Total Cons~tion: 7.3X 5.3X 4.9X -1.SX 8.3X 6.SX 
Government /7 7.0X 7.3X -a.ax ·15.3X 8.4X 6.SX 
Private /8 7.3X 5. 1X 5.7X 0.3X 8.3X 6.SX 

Gross DOlllestic Investment: 12.9X 8.9X 6.0X 5 .ox 4.3X 5.7X 
Goverrment 6.0X 5 .ox 5.7X 6.SX 
Private 6.0X 5 .ox 4.2X S.6X 

Memorandun Items: 
Capacity to Iq,ort 2.ax 9.SX 12. 1X 13.SX 6.2X 7.4X 
Gross National Income 8.6X 6.2X 6.3X 4.SX s.sx 6.6X 
Gross National Product 8.SX S.6X 6.2X 4.6X s.sx 6.SX 
Gross Domestic Income 8.6X 6.2X 6.3X 5. ,x S.7X 6.SX 
Gross Domestic Savings 12.4X 8.1X 8.SX 16.2X 1.7X 6.0X 
Gross National Savings 12.4X 8.4X 8.9X 16.3X 2.0X 6.3X 
Population 1.2X 1.2X 1.2X 1.2X 
Labor Force 2.4X 2.6X 
Gross Domestic Product per Capita 4.9X 3.6X 4.SX S.2X 

/7.For the definition, see footnote 2. 
/8.For the definition, see footnote 3. 
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Gross Danestic Product (Market Prices) 
Agriculture 
Industry 
Services 

Gross Danestic Income 
Total Investment 
Total Cons~tion 

Population 

Per Capita: 
Gross Domestic Product(Market Prices) 
Total Cons~tion 
Private Cons~tion 

GOP Deflator 
In.,ort (GNFS) 
Export (GNFS) 

Total Expenditures 
Cons~tion 
Investment 

Agd eulture 
Industry, of which: 
Mining 
Manufacturing 

Services 

In.,ort Elasticity based on 
In.,orts (GNFS) 

Marginal Saving Rates: 
Gross Domestic Saving 
Gross National Saving 

ICOR (period averages) 

Labor Force(X): 
Agriculture 
Industry 
Services 
Total 

CHINA -- National AccOl.rlts 

PART E: Anrull Growth Rate 

ANNEX B 
(Page 4 of 11) 

(Anrull growth rates are calculated froa constMt pdce data . ) 

Actua[ ProJectia 

1980 1987 1988 1989 1990 1991 1992 1993 1995 2000 

10.SX 3.9X 4. 9X 5. 0X 5. 5X 6. 0X 6. 0X 6.5X 
3.2X 3.3X 6. 9X 3.5X 3. 5X 3. 5X 3. 5X 3.5X 

20. 7'X 7. 6% 8. 3X 5.0X 5. 0X 5.0X 5.0X 5. 0X 
4.9X -1.3% -2.7'X 6.6X 8. 4X 10. 1X 9.7'X 10. ZX 

12.3X 2.3X 5.0X 3. 5X 5.2X 4.3X 3. 7'X 6. 5X 
11 .9X 4.9X -1.ax 9. 0X 9.5X 7. 7'X 7. 7'X 6.3X 

1. 2X 1.2% 1.2% 1.2% 1. 2X 1.2% 1. 2% 1.2X 

9. 5X 2.6X 3.6X 3.8X 4.2X 4. 7'X 4. 7'X 5. 2% 
10.5X 3. 7'X -3 . 0X 7.7'X 8.ZX 6.4X 6. 4X 5. 0X 
10.4X 4. 2X -0 .9X 5. 7'X 8. 8X 6.7'X 6.6X s.ox 

Part F: Price Indices 

(national acc01.r1ts daflators;1987=100) 

Actua[ Est11natia ProJectia 

1980 1987 1988 1989 1990 1991 1992 1993 1995 2000 

100.00 111.58 121.61 127.62 131.45 139.34 147.70 165 .95 222.08 
100. 00 103.66 103.99 136.68 146. 98 155.20 163.35 171.52 196.23 
100.00 102. 91 104.94 139.38 148.82 156. 57 164 .95 173.74 200 .07 

100. 00 111 .62 121 .30 126.88 130.93 139.24 147.62 165 .69 221.03 
100. 00 112.81 121 . 48 122.53 128. 15 136 . 68 145 . 01 162.85 217. 05 
100. 00 111.58 121 .60 127.63 135 . 29 143.40 152.01 170.80 228 .57 

100. 00 115.60 123.89 130. 89 138.74 147. 07 155.89 175.16 234 .40 
100.00 104.21 110.42 112. 22 118. 95 126. 09 133.66 150. 18 200.97 
100. 00 104.21 110 .42 112.22 118.95 126.09 133.66 150. 18 200 .97 
100. 00 104. 21 110.42 112.22 118.95 126.09 133.66 150. 18 200 .97 
100. 00 119.07 137.82 152.39 146.62 155.02 163.65 182.56 239.70 

Part G: Other Economic Indicators 

1973-80 1980-90 1990-95 1995-200 1973 1980 1990 

·3 . 14 

7. 10 



CHINA -- External Trade ANNEX B 
(Page 5 of 11) 

A: Voluae, Value, and Prices 

~SECASE 
i 25 

Actua( Est1matia Projectia 

i980 i9!'1 ;9g i989 i99<1 i99i i992 1993 iffl 2000 

Vol.~ Indices 1987•100 

Merchandise Exports 
Food 100 112 124 155 162 170 179 188 252 
Petroleta 100 118 107 105 103 101 99 97 86 
Manufactures 100 118 134 156 168 181 194 209 330 
Other 100 123 121 107 115 124 134 145 230 

Total Merchandise Exports (FOB) 100 118 122 131 137 144 151 160 224 

Va-Lue Current Prices (USS mill ions) 

Merchandise Exports: 
Food 5037 6200 6544 7094 6952 7568 8228 8491 12812 
PetroleUR 4544 3950 4321 5225 4068 3808 3916 3919 4444 
Manufactures 26206 .33110 37460 46206 53695 58242 63174 68523 114211 
Other 3650 4257 4212 3537 3581 3812 4117 4439 7816 

Total Merchandise Exports (FOB) 39437 47518 52537 62063 68297 73430 79435 85371 139284 

Voll.Ille Indices 1987=100 

Merchandise Imports: 
Food 100 124 165 161 169 178 189 200 290 
Other Cons1.111er goods 100 97 104 109 116 123 132 142 221 
POL and Other Energy /1 100 198 344 215 226 238 252 267 388 
Intermediate Goods n.e.i-- /2 100 134 135 101 127 161 177 194 291 

Primary Goods 
Manufactured Goods 

Capital Goods 100 115 124 119 137 168 184 201 303 

Total Merchandise Imports CIF 100 134 174 141 155 174 187 201 299 

Value Current Prices (USS millions) 

Merchandise Imports: 
Food 3055 4191 5269 4474 4385 4796 5263 5484 8967 
Other Cons1.111er goods 1743 1757 1866 2051 2350 2528 2734 2957 4870 
POL and Other Energy 539 787 1650 1272 1061 1070 1190 1288 2394 
Intermediate Goods n.e.i-- 16769 23391 23415 18327 24764 31859 35231 38961 61805 

Primary Goods 
Manufactured Goods 

Capital Goods 21110 25150 26940 27225 33845 41663 46073 50951 80824 

Total Merchandise Imports CIF 43216 55275 59140 53350 66405 81914 90491 99640 158861 

USS Prices Indices 1987=100 

Merchandise Export Prices 100.00 103.75 103.91 108.84 114.21 115.38 116.87 117.94 126.57 
Merchandise Import Prices 100.00 103.66 102.83 106.33 113.28 114.85 116.20 117.16 124.50 
Merchandise Terms of Trade 100.00 100.08 101.04 102.37 100.82 100.46 100.58 100.66 101.66 

/1.Crude and derivatives. 
/2."n.e.i" denotes "not elsewhere included." 



BASECASE 

Merchandise Exports (X,X p.a): 

Food 
Petroleum 
Manufactures 
Other 

Total Merchandise Exports (FOB) 

Merchandise I~rts CX,X p.a.): 

Food 
Other Consuner goods 
POL and Other Energy 
Intermediate Goods n.e.i.: 
Primary Goods 
Manufactured Goods 

Capital Goods 

Total Merchandise I~rts CCIF> 

BASECASE 

Voluiie Indices 1987=100 

Exports of NonFactor Services 
I~rts of NonFactor Services 

USS Price Indices 1987•100 

Exports of NFS 
I~rts of NFS 

,~mi 

CHINA -- External Trade 

B: Shares of Total, and Growth Rates 

Share of Merchandise Exports 
and illlpOrts(in current prices) 

Actual Eatuaate ProJacted 

1980 ~ 1995 

11.4% 
8.4X 

74.5% 
5.7X 

9.8X 
4.2X 

80 . 4% 
5.5X 

100.0X 100.0X 

8. 4X 5. 5X 
3.8% 2.9X 
2.4% 1.3X 

34.4% 39. 1% 

51 .ox 51.2X 

100. 0X 100.0X 

2000 

9.2X 
3.2X 

82.0X 
5.6X 

100.0X 

5.6% 
3. 1% 
1. SX 

38.9% 

50.9% 

100.0X 

C: Trends in Nonfactor Services 

Actua[ Est1matia 

1~!'7' 1~!! 1~!~ 1~0 

100.00 90.00 80.28 84.00 
100.00 123.39 133. 08 116. 10 

100.00 107.28 106.50 112.83 
100.00 103.66 102.80 106.43 

1~1 

90.30 
135.65 

121.96 
113.28 

ANNEX B 
(Page 6 of 11) 

Export and I~rt Volune Growth 
Rates (fr011 constant price data) 

Actual Eatuaate ProJected 

1980-90 ~1990-95 95 -2000 

ProJeetia 

1~2 1~3 1~5 2000 

97.08 104.36 120.60 173.13 
165.04 180.21 212.83 295.27 

123.06 124.17 126. 41 132.21 
114.85 116.20 118.36 124.50 



CHINA·· Balance of Payments ANNEX B 
(Page 7 of 11) 

CUSS millions at current prices) 

dASECISE 

Actua[ Est111111tiia Projectiia 

,~!ti ,~B7 ,~BB ,~B~ ,~a ,~, ,~2 ,~3 ,ffl 21:11:11:1 

A Exports of GNFS: /1 43823 51753 56287 66220 73128 78670 85118 99146 149323 
1.~erchandise (FOB) 39437 47518 52537 62063 68297 73430 79435 92460 139284 
2·.Non-Factor Services 4386 4235 3750 4157 4831 5240 5683 6687 10039 

B- Iq:iorts of GNFS: 43216 55275 59140 53350 66405 81914 90491 108864 158861 
f.Merchandise (FOB) 39629 50687 54231 48922 60894 75115 82981 99828 145675 
Z •. Non-Factor Services 3587 4588 4909 4428 5512 6799 7511 9036 13185 

C. !resource Balance 607 ·3522 ·2853 12870 6n2 ·3244 ·5374 · 9717 ·9538 

D. Net: Factor Income · 790 ·699 ·3120 · 1712 ·1584 ·1543 ·1708 ·1962 · 3940 
1 .Fae.tor Recei ps 1027 1504 1362 1551 1676 1810 1954 2280 3349 
Z:..Factor Payments·- 1817 2203 4482 3263 3259 3353 3663 4242 n90 

a..r·ot.al Interest Paid(DRS)/2 1815 2195 3203 3146 3131 3211 3507 4054 6987 
bi.Jnterest Arrears 
c:.Other Factor Payments 0 0 0 0 0 0 0 0 0 

E. Net Current Transfers: 249 416 238 . 195 197 199 201 206 218 
1.Current Receipts-- 260 428 247 200 202 204 206 211 223 

a. Workers remittances 166 129 76 108 110 112 114 119 131 
b. Other current Transfers 94 299 171 92 92 92 92 92 92 

2.Current Payments 11 12 9 5 5 5 5 5 5 

F. Current Account Balance: 
1.Before Official Capital Grants 66 ·3805 ·4460 11935 5335 ·4333 ·6054 -9707 -8127 
2.0fficial Capital Grants ·25 3 143 65 65 65 65 65 65 
3.After Official Capital Grants 41 ·3802 ·4317 12001 5401 ·4267 ·5988 · 9642 -8061 

• Long, Term Capital Inflows n.e.i.:/3 5815 7053 3212 3900 4340 7004 8653 9235 12032 
1.Direct Investment 1669 2344 2613 2660 2660 2820 2989 3358 4494 
2.Net Long-Term (LT) Borrowing 6131 6781 4501 3290 1680 4185 5664 5876 7538 

(ORS)·· .J> 

a.llisbursements 
b.Repayments 

3.0ther.- LT Inflows (net) ·1985 -2on ·3902 ·2050 0 0 0 0 0 

H. Total Other Items (net): ·1630 · 1588 ·625 ·4330 0 0 0 0 0 
1.Net· Short-Term CST) ·180 ·494 ·670 ·2000 0 0 0 0 0 

Capi:tal n.e.i. · · 
a.Interest Arrears 
b.Other· Net ST Capital 

2.Capi.tal Flows n.e. i. 0 0 0 0 0 0 0 0 0 
3. Errors and omissions ·1450 ·1094 45 ·2330 0 0 0 0 0 

I. Change, in Net Reserves: -4226 ·1663 1730 · 11700 -9740 ·2737 ·2665 408 · 3971 
r · i nd.i'cates i ncreasel 
t . Net: Credit from the IMF ·81 ·83 -79 ·490 ·469 0 0 0 0 
2. Reserves Changes n.e.i. ·4145 ·1580 1809 ·11210 ·9271 ·2737 ·2665 408 ·3971 
3. Escrow accouit 0 0 0 0 0 0 0 0 0 0 

/1.Goods and nonfactor services. 
/2."DRS" denotes "Debtor Reporting System." 
/3."n.e.i. 11 denotes "not elsewhere included." 



CHINA · · Balance of Payments ANNEX B 
(Page 8 of 11) 

(USS millions at current prices) 

BASECASE 

Actua[ Est11•tia ProJectia 

,m, ,~7 ,m ,ffl ,~o ,~, ,~2 ,m ,~ 2000 

J. As Shares of GDP (current USS): 
1.Resource Balance 0.2% -0.9% -0.7X 3.5X 1. 7X -o.ax -1. 2% · 1.8X -1. 0X 
2.lnterest Payments (LT+IMF+ST) 0.6X 0.6X 0.5X 0. 7X 0.8X 0.7X 0. 6X 0. 4X 0. 2X 
3.Current Accou,t Balance o.ox -1 . 0X · 1. 1X 3.3X 1. 4X -1 . 0X · 1.3X -1. 7X -0. 9% 

(See F. 1) 
4.LT capital Inflow (See F.2+G. ) 2.6X 2.4X 2. 1X 2.5X 0.5X 0. 1X 0. 1X 0. 4X 0.5X 
5.Net Credit frOIII the IMF o.ox o.ox o.ox -0. 1X -0.1X o.ox o.ox o.ox o.ox 

K. Foreign Exchange Reserves: 
1.Gross Reserves (excluding gold) 22453 23751 19333 29826 35997 39354 41708 35848 56092 
2.Gold (end-year London price) 3720 4650 7750 7130 7440 8990 
3.Gross Reserves (including gold) 22453 23751 23053 34476 43747 46484 49148 44838 56092 
4.Gross Reserves (in rnonths 6. 0 5.0 4.5 7.4 7.5 6.6 6.3 4.8 4.2 

iq,orts) 

L. Exchange Rates: 
1.ln Nominal Terms (Yuan/USS): /4 100.00 100. 00 101.12 128.54 129.75 135 .13 140.59 144 .92 157.62 

a.Primary (Official) Rate·-
Annual Average 3. 72 3. 72 3. 76 4. 78 4.83 5.03 5.23 5.39 5.87 
End-of-Year 3. 72 3. 72 4.72 5.22 4.93 5.13 5.28 5.44 5.91 

b. GNP Conversion Factor 3. 72 3. 72 3 . 76 4. 78 4.83 5.03 5. 23 5.39 5.87 

2.ln Real Terms (base 1987=100): 
a.MUV (PAC estimates) /5 /6 100 .00 107.28 106. 50 112.82 118.48 120. 58 122.86 133.92 164. 77 
b.lndex Real Exchange Rate /7 3. 72 3.58 3.30 4. 23 4.35 4.35 4.35 4.35 4.35 

(USS/Yuan) 

M. Memorandum I te111: 
GDP (current USSM) 304417 376416 421348 364813 390861 419698 453288 555162 935840 

N. Optional Details for RMSM·X: 
1.Total Factor Payments·· 

a.Government Interest 419 449 363 544 603 579 485 459 3~ 
b.Private Sector Interest 1217 1554 1409 1787 2269 2128 1987 1631 1344 
c.Profit on Direct Foreign 0 0 0 0 0 0 0 0 0 

lnves 
.Official Capital Grants-- -25 3 143 65 65 65 65 65 65 

.-Fo BCiclgeta y-f inanei- -25 3 143 65 65 65 65 65 65 
b.To Extra-Budgetary 

Entities COPS) /8 

3.Goverrment Net LT Borrowing 1738 m 841 1293 648 444 673 1432 1392 
a.Disbursements 
b.Repayments 

4.Private Net LT Borrowing 9076 5992 -1984 9078 754 3551 4703 3830 5550 
a.Disbursements 
b.Repayments 

/4."LCU" denotes "local currency i..iits. 11 

/5."MUV" denotes the unit value index of manufactured exports from selected industrialized countries (France, Germany, 
Japan, U.K., and U.S.) to developing country markets expressed in U.S. dollars. 

/6."PAC" refers to the Bank's "Planning Ass~tions Con111ittee. 11 

/7.An increase in USS/Yuan denotes appreciation. 
/8 . "0PS" denotes "Other Public Sector Entities." These entities are included in the "Private Sector Account 

(see Amex 88). 



CHINA -- Governnent Budget ANNEX B 
(Page 9 of 11) 

(billions of Yuan at current prices) 

IASECASE 

Actua( Est11nateci ProJeeteci 

,im ,i,a7 ,i,g ,i,B?, ,~ ,~, ,~2 ,ffl ,~5 2000 

lfireet Taxes 67 68 69 n 87 97 109 138 253 
Indirect Taxes 166 190 224 228 245 274 308 389 714 
lkJnTu Receipts 25 23 38 47 57 63 71 90 165 
Total Current Revenues 257 280 330 347 389 435 489 617 1131 

Inter-est on External Debt 
Int·er-est on Domestic Debt 
Other Cur-rent Transfers 0 0 0 0 0 0 0 0 0 
Subaidies 67 76 97 96 94 106 119 150 275 
Cons~tion 95 112 129 143 147 166 186 235 429 
Total Cur-rent Expenditures 207 242 289 307 354 399 452 560 1031 

Budptary Savings 55 44 42 47 44 45 48 70 119 

Capital Revenues 22 17 ·1 22 8 7 9 14 18 

Capital Transfers 0 0 0 0 0 0 0 0 0 
Budgetary Investment 44 56 62 68 76 84 95 120 220 

Total Capital Expenditures 96 113 130 148 162 181 204 257 4n 

Total Deficit Financing 19 52 89 79 111 129 147 173 335 
External Capital Grants 0 0 0 0 0 0 0 0 0 
External Borrowing (net) 7 8 5 5 3 2 4 8 8 
Monetary System Credit (net) 15 10 ·6 17 4 5 5 6 10 
Other Domestic Borrowing (net) ·18 1 32 12 33 42 50 51 111 

Debt Cat: end of the year) 
Externa-l Debt 

Cin-mtllions of Yuan) 27 30 42 53 53 58 63 79 132 
(in mi H ions of USS) n15 7992 8833 10126 1on4 11218 11891 14475 22387 

Domestic Debt 
To Monetary System 21 31 25 42 46 51 56 68 109 
Other Domestic Debt 43 68 92 99 132 175 225 321 736 

Hemorandun Item 
Primary Deficit 15 46 84 n 94 108 120 149 283 



CHINA - - Money and Credit ANNEX B 
(Page 10 of 11 ) 

(billions of Yuan at current prices) 

BASECASE 

Actua[ Est1aatia ProJectia ,~ ,~,. ,ima ,i,~ ,~ ,~, ,~2 ,ffl ,~ 2111111 

A. Anrull Flows 

Net International Reserves 22 5 20 71 36 23 21 1 28 
Net Domestic Credit 144 168 179 279 70 135 235 310 568 

To Govennent Budget 15 10 -6 17 4 5 5 6 10 
To Other Official Entities 0 0 0 0 0 0 0 0 0 0 
To Private Sector 129 158 185 261 66 131 230 304 558 

Total Assets and Liabilities 166 172 200 350 106 158 257 311 596 

Money and Quasirnoney 166 189 338 99 148 245 296 567 
Net Other Liabilities -14 - 10 -2 ·1 10 27 28 32 66 

B. End of Year Stocks 

Net International Reserves 84 88 109 180 216 239 260 244 332 
Net Domestic Credit 812 980 1159 1437 1507 1643 1878 2407 4689 

To Goverment Budget 21 31 25 42 46 51 56 68 109 
To Other Official Entities 
To Private Sector 791 949 1134 1395 1461 1592 1822 2339 4580 

Total Assets and Liabilities 896 1068 1268 1617 1723 1881 2138 2651 5021 

Money and Quasimoney 844 1010 1199 1537 1636 1784 2029 2513 4769 
Net Other Liabilities -2 -12 -15 -16 -5 22 49 109 366 

C. Offsets to Expansion of MQM /1 
Increase in Money+Quasirnoney(in X) 100.2% 99. 9% 99 .SX 97.SX 102. 7X 101.2X 102.3X 101 .8)'' 
Net Foreign Assets 2.2% 8. 1X 19.6X 35 . 9% 14.2% 7.8% -0 . 9X 4.2i · 
Net Domestic Credit 95 . 7X 96.4X 83.3X 79.0X 113 . 7X 109.6X 119. 0X 114.4% 

Credit to Goverrnnet Budget 5.5X -3 . 1X 5.2X 4. 8X 3.9% 2. 4X 2. 4X 2.0% 
Credit to Official Entities o.ox o.ox a.ox a.ox a.ox a.ox o.ox 0.0% 
Credit to Private Sector 90.2X 99 . 5X 78. 1% 74.2% 109.8% 107.2% 116.6% 112 .4% 

Net Other Liabilities 2.4% -4.6% -3.1% -17.1% -25.2% -16.2% -15.8% -16. 8% 

D. Meimrandun Items 

~et International Reserves 
(in millions of USS) 
Change during the year -4145 -1580 1809 -11210 -9271 -2737 -2665 408 -3971 
Stock at the End of Year 22453 23751 23053 34476 43747 46484 49148 44838 56092 

/1."MQMN denotes "money and quasimoney. 11 



CHINA·· Private Sector Accou,t ANNEX B 
(Page 11 of 11) 

(includes Other Public Sector [OPS] activities) 

(billions of Yuan at current prices) 

Bi\SEOSE 

Actua[ Est1mateci ProJecteci 

,m1 ,~B7 ,. ,~n~ ,~ ,~, ,~2 ,ffl ,ffl 2llllll 

Current: Accou,t 

Fae.tor Income 1035 1287 1459 1614 1737 1942 2182 2755 5051 
Interest Transfers frOIII Budget 2 3 3 3 14 18 24 22 50 
Other Transfers froa Budget 40 49 58 62 94 106 119 150 275 
Factor IncCllle from ROW /1 0 0 0 0 0 0 0 0 0 
Workers• Reinittances frOIII ROW 1 0 0 1 1 1 1 1 1 
Current Transfers frOIII ROW 0 1 1 0 0 0 0 0 1 

Less; Oirect Taxes 67 68 69 n 87 97 109 138 253 
Less. Nontax Budgetary Recei ps 25 23 38 47 57 63 71 90 165 
Less Interest Paid to ROW 5 6 5 9 11 11 10 9 8 
Lesa: D"F-t Profits Paid to ROW /2 0 0 0 0 0 0 0 0 0 
Less; Current Transfers to ROW 0 0 0 0 0 0 0 0 0 

Total Disposable Income 940 1257 1436 1567 16n 1876 2113 2661 4888 
Uses of Disposacle Income: 

Private cons....,tion 593 747 849 858 960 1127 1291 1690 3134 
Private Savings 348 510 588 709 712 749 822 971 1755 

Capital Accou,t 

Total Capital Sources: 
Private Saving 348 510 588 709 712 749 822 971 1755 
Capital Grants (ROW to OPS) 0 0 0 0 0 0 0 
Direct Foreign Investment 6 9 10 13 13 14 16 18 26 
LT Borrowing frOIII ROW (net) /3 11 13 8 8 4 18 25 21 33 
Other LT Inflows froa ROW (net) 0 0 0 0 0 0 0 
ST Borrowing frOIII ROW (net) /4 ·1 ·2 ·3 ·10 0 0 0 0 0 
Capi.ta1'. Transfers from Governnent 0 0 0 0 0 0 0 0 0 
Monetary System Net Borrowing 129 158 185 261 66 131 230 304 558 

Total Capital Uses: 
Gross Domestic Investment 399 500 557 614 6n 750 828 1002 1764 
BOP' Capi.tal Flows n.e. i. /5 0 0 0 0 0 0 0 0 0 
Budgetary Capital Revenues 22 17 ·1 22 8 7 9 14 18 
Loans to· Goverrwnent ·18 1 32 12 33 42 50 51 111 
Honey· and Quasi money 166 189 338 99 148 245 296 567 
Other Monetary Systein Liabilities 

/1."ROW" denotes "rest of the world." 
/2.1'0FI 11 denotes "direct foreign investment." 
/3."tT• denotes "long-term." 
/4."ST" denotes 11short·term. 11 

/5."n.e.i." denotes "net elsewhere included." 



Sector/Division 

·CCD-managed Policy Lending (CO) 

Agriculture (AG) 

Industry & Energy (IE) 

Transport (TP) 

Environnent, Hunan Resources 
& Urban Development (EH) 

All Sectors 

# OF OPERATIONS 

TOTAL 

IBRD/IDA BLEND 

CHINA: COUNTRY STRATEGY PAPER 

PROPOSED LENDING OPERATIONS (FY93-97) 

SUMMARY TABLE 

LO\I CASE BASE CASE 
------------------ ----------

Bank IDA Bank IDA 
--$ Mill ion-- --$ Million--

------------------ -------------------

1, 180 2,163 1,515 2,898 

1,825 3,775 

2,870 3,560 

880 1,260 1,050 1,920 

-------- -------- --------
6,755 3,423 9,900 4,818 -------- -------- --------

57 77 

10, 178 14,718 

66:34 67:33 

ANNEX C 

(Page 1 of 6) 

HIGH CASE 
---------- -------- -

Bank IDA 
--S Million--

-------------------
1,100 

1,515 2,898 

4,775 

3,560 

1,050 1,920 

--------
12,000 4,818 --------

84 

16,818 

71:29 



CttfN~ • FY?3 L~NQING PROPOSALS 23-0ct-91 
12:42 PM 

FY93: JW 

LOW CASE BASE CASE HIGH CASE 

--------------------------------------------- -------------------------------------- --------- - -------------------------------------------------
Div. Project Bank IDA 

··$ Mill ion··· 
Div. Project Bank IDA 

····$ Million----
Div. Project Bank IDA 

····S Million···· 
--------------------------------------------- ------------------- --------- ------------------- - -------------------------------------------------

AG GRAIN DISTRIBUTION 240.0 160 . 0 AG GRAIN DISTRIBUTION 240.0 160.0 
AG SICHUAN ADP 143.0 AG SICHUAN ADP 143.0 AG SICHUAN ADP 143.0 
AG AG. SUPPORT SERVICES 110.0 AG AG. SUPPORT SERVICES 110.0 AG AG. SUPPORT SERVICES 110.0 
AG XIAOLANGDI MULTIPURP. 140.0 160.0 AG XIAOLANGDI MULTIPURP. 140.0 160.0 AG XIAOLANGDI MULTIPURP. 140.0 160.0 

SUBTOTAL (AG) 140.0 413.0 SUBTOTAL (AG) 380.0 573.0 SUBTOTAL (AG) 380.0 573.0 

IE SHUIKOU II 140.0 IE SHUIKOU II 140.0 IE SHUIKOU II 140.0 
IE SICHUAN GAS 150.0 IE SICHUAN GAS 150.0 IE SICHUAN GAS 150.0 

IE TIANJIN IND. 11 100.0 IE TIANJIN IND. 11 100.0 
IE SHENYANG IND. 100.0 IE SHENYANG IND. 100.0 

IE ZOUXIAN 250.0 IE ZOUXIAN 250.0 IE ZOUXIAN 250.0 

SUBTOTAL (IE) 540.0 0.0 SUBTOTAL (IE) 740.0 0.0 SUBTOTAL (IE) 740.0 0.0 

TP GUANGDONG PROV. TRANS. 270.0 TP GUANGDONG PROV. TRANS. 270.0 TP GUANGOONG PROV . TRANS. 270.0 
TP SHANGHAI PORT II 200.0 TP SHANGHAI PORT II 200.0 TP SHANGHAI PORT II 200.0 
TP HENAN PROV. TRANSPORT 120 .0 TP HENAN PROV. TRANSPORT 110.0 TP HENAN PROV. TRANSPORT 120.0 

SUBTOTAL CTP) 590.0 0.0 SUBTOTAL (TP) 580.0 0.0 SUBTOTAL (TP) 590.0 0.0 

EH ZHEJIANG URBAN 150.0 EH ZHEJIANG URBAN 150 . 0 EH ZHEJIANG URBAN 150.0 
EH CHANGCHUN \JATER 120.0 EH CHANGCHUN \JATER 120.0 EH CHANGCHUN WATER 120.0 
EH TIANJIN URB DEV & ENV 100.0 EH TIANJIN URB DEV & ENV 100.0 EH TIANJIN URB DEV & ENV 100.0 

SUBTOTAL (EH) 0.0 370.0 SUBTOTAL (EH) 0.0 370.0 SUBTOTAL (EH) 0.0 370.0 

--------------------------------------------- ----------------------------------------------- ---------------------------------------------------
TOTAL (LOW) 1,270.0 783.0 TOTAL (BASE) 1,700.0 943.0 TOTAL (HIGH) 1,710.0 943.0 

(# OF OPERATIONS: 12) (# OF OPERATIONS: 15) (# OF OPERATIONS: 15) 
============================================= =============================================== =================================================== 

TOTAL: 2,053.0 TOTAL: 2,643.0 TOTAL: 2,653.0 

IBRD/IDA BLEND: 62:38 IBRD/IDA BLEND: 64:36 IBRD/IDA BLEND: 64:36 
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CHINA· FY94 LENDING PROPOSALS FY94; JW 
---- --------------------------

LOW CASE BASE CASE HIGH CASE 

----------------------------- ------------------ ---------------------------------------------- ------------------------------------------------
Div. Project Bank IDA Div. Project Bank IDA Div. Project Bank JOA 

----$ Million---- ----$Mill ion--- ····$ Million----
----------------------------------------------- ---------------------- ----- ------------------- ------------------------------------------------

co PRICE REFORM 400.0 

AG FLOODS 200.0 AG FLOODS 200.0 AG FLOODS 200.0 
AG SONGLIAO PLAIN ADP 190.0 AG SONGLIAO PLAIN ADP 190.0 AG SONGLIAO PLAIN ADP 190.0 
AG RED SOILS II 185.0 AG RED SOILS I I 185.0 AG RED SOILS II 185.0 

SUBTOTAL (AG) 0.0 575.0 SUBTOTAL (AG) 0.0 575.0 SUBTOTAL (AG) 0.0 575.0 

IE ELECTRONICS I 150.0 IE ELECTRONICS I 150.0 
IE SHANGHAI IND. EFF. 150.0 IE SHANGHAI IND. EFF. 150.0 
IE FINAN DEV LOAN 250.0 IE FINAN DEV LOAN 250.0 

IE TIANHUANGPING 250.0 IE TIANHUANGPING 250.0 IE TIANHUANGPING 250.0 

SUBTOTAL (IE) 250.0 0.0 SUBTOTAL (IE) 800.0 0.0 SUBTOTAL (IE) 800.0 0.0 

TP SHANGHAI MTP 11 200.0 TP SHANGHAI MTP II 200.0 TP SHANGHAI MTP II 200.0 
TP RAILWAYS VI 350.0 TP RAILWAYS VI 350.0 

TP FUJIAN HI.JY 150.0 TP FUJIAN HI.JY 150.0 TP FUJIAN HWY 150.0 
TP NATIONAL HIGHI.JAY 200.0 TP NATIONAL HIGHI.JAY 200.0 TP NATIONAL HIGHWAY 200.0 

SUBTOTAL (TP) 550.0 0.0 SUBTOTAL (TP) 900.0 0.0 SUBTOTAL (TP) 900.0 o.o 

EH SCIENCE & TECH. 150.0 EH SCIENCE & TECH. 100.0 so.a EH SCIENCE & TECH. 100.0 50.0 
EH HUMAN RESOURCES 150.0 EH HUMAN RESOURCES 150.0 EH HUMAN RESOURCES 150.0 

EH HOUSING/SOC. SEC. REFORM 200.0 150.0 EH HOUSING/SOC. SEC. REFORM 200.0 150.0 
EH SHANGHAI ENVIRONMENT 125.0 25.0 EH SHANGHAI ENVIRONMENT 50.0 100.0 EH SHANGHAI ENVIRONMENT 50.0 100.0 

SUBTOTAL (EH) 275.0 175.0 SUBTOTAL (EH) 350.0 450.0 SUBTOTAL (EH) 350.0 450.0 

----------------------------------------------- ---------------------------------------------- ------------------------------------------------
TOTAL (LOW) 

(# OF OPERATIONS: 10) 
1,075.0 750.0 TOTAL (BASE) 

(# Of OPERATIONS: 15) 
2,050.0 1,025.0 TOTAL (HIGH) 

(# OF OPERATIONS: 16) 
2,450.0 1,025.0 

=============================================== ============================================== ================================================ 
TOTAL: 

IBRD/IDA BLEND: 

1,825.0 

59:41 

TOTAL: 3,075.0 

I BRO/ IDA BLEND: · 67:33 

TOTAL: 3,475.0 

IBRD/IDA BLEND: 71:29 
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23-0ct 
12:40 PM 
FY95: JW 

LOW CASE BASE CASE HIGH CASE 

Div. Project Bank IDA Div. Project Bank IDA Div. Project Bank IDA 
----S Million- -- - ----S Mill ion--- - ---S Million··· 

AG FORESTRY SECTOR II 100.0 200.0 AG FORESTRY SECTOR II 100.0 200.0 AG FORESTRY SECTOR II 100.0 200 .0 
AG RURAL FINANCIAL SECTOR 200 .0 200 . 0 AG RURAL FINANCIAL SECTOR 200 . 0 200.0 

AG IAIL 111 200.0 AG JAIL 111 200.0 AG IAIL Ill 200.0 
AG ANIMAL FEED & NUTR. 70.0 100 .0 AG ANIMAL FEED & NUTR. 170.0 AG ANIMAL FEED & NUTR. 170.0 
AG LOESS PLATEAU 150.0 AG LOESS PLATEAU 150.0 AG LOESS PLATEAU 150.0 

SUBTOTAL (AG) 370.0 450.0 SUBTOTAL (AG) 500 .0 720.0 SUBTOTAL (AG) 500 .0 720.0 

IE SHANXI COAL CONS. & ENV. 200.0 IE SHANXI COAL CONS . & ENV. 200 .0 IE SHANXI COAL CONS. & ENV. 200.0 
IE FERT. & PROCESS EQUIP. 150.0 IE FERT . & PROCESS EQUIP. 150.0 

IE so. JIANGSU ENV . 150.0 IE so. JIANGSU ENV . 150.0 IE SO. JIANGSU ENV. 150.0 
IE GUANGDONG/MED.SCALE FERT. 300. 0 IE GUANGDONG/MED.SCALE FERT . 300.0 

IE RURAL INDUSTRY II (SPARK) 300.0 
IE FIDL II 300.0 

SUBTOTAL (IE) 350.0 0.0 SUBTOTAL (IE) 800.0 0.0 SUBTOTAL (IE) 1,400.0 0.0 

TP H'WAY VIII 150.0 TP H'WAY VIII 200 .0 TP H'WAY VIII 150.0 
TP URBAN TRANSPORT 111 150 .0 TP URBAN TRANSPORT Ill 150 .0 TP PORTS VI 11 150.0 
TP INLAND WATERWAYS 150.0 TP INLAND WATERWAYS 150.0 TP INLAND WATERWAYS 150 .0 

SUBTOTAL (TP) 450.0 0.0 SUBTOTAL (TP) 500.0 0.0 SUBTOTAL (TP) 450.0 0.0 

EH LIAONING ENVIRONMENT 150.0 EH LIAONING ENVIRONMENT 125 .0 25.0 EH LIAONING ENVIRONMENT 125 . 0 25.0 
EH ZHEJIANG ENVIRONMENT 150.0 EH ZHEJIANG ENVIRONMENT 125.0 25.0 EH ZHEJIANG ENVIRONMENT 125 . 0 25.0 
EH HEALTH IV 180 .0 EH HEALTH IV 180.0 EH HEALTH IV 180.0 

SUBTOTAL (EH) 300.0 180.0 SUBTOTAL (EH) 250 .0 230.0 SUBTOTAL (EH) 250 .0 230 .0 

------ --- ---- ------ ----- --------- --- --- ----- --- ----- -------- --- ------- -- -------- -- --- ----- ---- -- -- --- --- ------- ----- -- ------- ---- ----- --- --- -
TOTAL (LOW) 1,470.0 630.0 TOTAL (BASE) 2,050.0 950.0 TOTAL (HIGH) 2,600 .0 950.0 

(# OF OPERATIONS: 12) (# OF OPERATIONS: 15) (# OF OPERATIONS: 17) 
=============================================== =============================================== ---=============================z::x:xxxxxxxxxx 

TOTAL: 2,100.0 TOTAL : 3, 000 .0 TOTAL : 3, 550 . 0 

IBRD/IDA BLEND: 70:30 IBRD/IDA BLEND : 68:32 I BRD/ IDA BLEND : 73:27 
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CHINA· FY96 LENDING PROPOSALS 

LO\J CASE BASE CASE HIGH CASE 

Div. 

AG 
AG 
AG 
AG 

IE 
IE 

TP 
TP 
TP 

EH 
EH 
EH 

Project Bank IDA 
··$ Million·· 

State Farms Conmercialization 250.0 
Oilseed Sector 195.0 
Poor Areas Dev. 180.0 

150.0 Ag. Supp. Serv. 2 

SUBTOTAL (AG) 

Ertan 2 
Longtan Hydro 

SUBTOTAL (IE) 

Metropolitan Trans. (N/S) 
Prov. Trans. (N/S) 
National Highways 2 

SUBTOTAL (TP) 

Prov. Education 2 
Rural Mater Supply 3 
Envirorvnent (N/S) 

SUBTOTAL (EH) 

445.0 330.0 

200.0 
200.0 

400.0 

130.0 
150.0 
200.0 

480.0 

0.0 

0.0 

200.0 
100.0 

145.0 

145.0 300.0 

TOTAL (LO\J) 1,470.0 630.0 
(# OF OPERATIONS: 12) 

TOTALS: 2,100.0 

IBRD/IDA BLEND: 70:30 

Div. 

AG 
AG 
AG 
AG 

IE 
IE 
IE 
IE 

TP 
TP 
TP 
TP 

EH 
EH 
EH 
EH 

Project 

State Farms Conmercialization 
Oilseed Sector 
Poor Areas Dev. 
Ag. Supp. Serv. 2 

SUBTOTAL (AG) 

Ertan 2 
Longtan Hydro 
Shenyang Ind. 2 
Finance (N/S) 

SUBTOTAL (IE) 

Ports VIII 
Prov. Trans. (N/S) 
National Highways 2 
Rail ways VII 

SUBTOTAL (TP) 

City Manangement (N/S) 
Prov. Education 2 
Rural Mater Supply 3 
Environment (N/S) 

SUBTOTAL (EH) 

TOTAL (BASE) 
(# OF OPERATIONS: 16) 

Bank IDA 
··$ Mi LL ion·· 

150.0 100.0 
150.0 45.0 

180.0 
150.0 

300.0 475.0 

200.0 
200.0 
100.0 
300.0 

800.0 

130.0 
150.0 
200.0 
300.0 

780.0 

0.0 

0.0 

100.0 100.0 
200.0 
100.0 

70.0 75.0 

170.0 475.0 

2,050.0 950.0 

TOTAL: 3,000.0 

IBRD/IDA BLEND: 68:32 

Div. 

co 

AG 
AG 
AG 
AG 

IE 
IE 
IE 
IE 
IE 

TP 
TP 
TP 
TP 

EH 
EH 
EH 
EH 

Project 

Trade Reform 

SUBTOTAL (CO) 

State Farms Conmercialization 
Oilseed Sector 
Poor Areas Dev. 
Ag. Supp. Serv. 2 

SUBTOTALS (AG) 

Ertan 2 
Longtan Hydro 
Shenyang Ind. 2 
Finance (N/S) 
Nonstate Ent. Dev. 

SUBTOTAL (IE) 

Metropolitan Trans. CN/S) 
Prov. Trans. CN/S) 
National Highways 2 
Railways VI I 

SUBTOTAL CTP) 

City Management CN/S) 
Prov. Education 2 
Rural Mater Supply 3 
Environment CN/S) 

SUBTOTAL (EH) 

TOTAL (HIGH) 
(# OF OPERATIONS: 18) 

Bank IDA 
··$ Million·· 

350.0 

350.0 

150.0 100.0 
150.0 45.0 

180.0 
150.0 

300.0 475.0 

200.0 
200.0 
100.0 
300.0 
200.0 

1,000.0 

130.0 
150.0 
200.0 
300.0 

780.0 

0.0 

0.0 

100.0 100.0 
200.0 
100.0 

70.0 75.0 

170.0 475.0 

2,600.0 950.0 

TOTAL: 3,550.0 

IBRD/IDA BLEND: 73:27 



CHINA - FY97 LENDING PROPOSALS 
-------------------------------------

LO\J CASE BASE CASE HIGH CASE 
----------------------------------------------------- ------------------------------------------------------- -----------------------------------------------------
Div. Project Bank IDA Div. Project Bank IDA Div. Project Bank IDA 

--$Million-- --$Million-- --$Million·· 
----------------------------------------------------- ------------------------------------------------------- -----------------------------------------------------

co Trade Reform 350.0 
--------

SUBTOTAL (CO) 350.0 

AG Grain Dist. 2 110.0 160.0 AG Grain Dist. 2 110.0 160.0 
AG S-N IJater 100.0 100.0 AG S-N IJater 100.0 100.0 AG S-N IJater 100.0 100.0 
AG Forestry 3 100.0 200.0 AG Forestry 3 100.0 200.0 AG Forestry 3 100.0 200.0 
AG Prov. Ag. (N/S) 25.0 95.0 AG Prov. Ag. (N/S) 25.0 95.0 AG Prov. Ag. (N/S) 25.0 95.0 

SUBTOTAL (AG) 225.0 395.0 SUBTOTAL (AG) 335.0 555.0 SUBTOTALS (AG) 335.0 555.0 

IE Power (N/S) 285.0 IE Power CN/S) 285.0 IE Power (N/S) 285.0 
IE Guangdong Ind. Reform 110.0 IE Guangdong Ind. Reform 110.0 
IE Jiangsu Ind. 2 110.0 IE Jiangsu Ind. 2 110.0 
IE Fert. (N/S) 130.0 IE Fert. (N/S) 130.0 

IE Nonstate Ent. Dev. 200.0 

SUBTOTAL (IE) 285.0 0.0 SUBTOTAL (IE) 635.0 0.0 SUBTOTAL (IE) 835.0 0.0 

TP Ports CN/S) 225.0 TP Ports (N/S) 225.0 TP Ports (N/S) 225.0 
TP Inland IJaterways 2 225.0 TP Inland IJaterways 2 225.0 TP Inland IJaterways 2 225.0 
TP Prov. Transport (N/S) 150.0 TP Prov. Transport (N/S) 150.0 TP Prov. Transport (N/S) 150.0 
TP Highway (N/S) 200.0 TP Highway (N/S) 200.0 TP Highway (N/S) 200.0 

SUBTOTAL (TP) 800.0 0.0 SUBTOTAL (TP) 800.0 0.0 SUBTOTAL (TP) 800.0 0.0 

EH Housing 2 120.0 160.0 EH Housing 2 120.0 160.0 
EH Environment (N/S) 60.0 75.0 EH Environment (N/S) 60.0 75.0 EH Environment (N/S) 60.0 75.0 
EH Health (N/S) 110.0 EH Health (N/S) 110.0 EH Health (N/S) 110.0 
EH Science and Technology 2 100.0 50.0 EH Science and Technology 2 100.0 50.0 EH Science and Technology 2 100.0 50.0 

SUBTOTAL (EH) 160.0 235.0 SUBTOTAL (EH) 280.0 395.0 SUBTOTAL (EH) 280.0 395.0 

TOTAL (LO\J) 
(# OF OPERATIONS: 12) 

1,470.0 630.0 I TOTAL (BASE) 
(# OF OPERATIONS: 16) 

2,600.0 950.0 2,050.0 950.0 I TOTAL (HIGH) 
(# OF OPERATIONS: 18) 

=================================================================================================================================================================== 
TOTALS: 2,100.0 

IBRD/IDA BLEND: 70:30 

TOTAL: 3,000.0 

IBRD/IDA BLEND: 68:32 

TOTAL: 3,550.0 

IBRD/IDA BLEND: 73:27 



ANNEX D 
(Page 1 of 8) 

CHINA: COUNTRY STRATEGY PAPER 

ANNEX D: SUMMARY OF ECONOMIC AND SECTOR WORK 

nI. Since 1987, representatives of the Bank and the Government have 
met annually to agree on a rolling three year program of economic and sector 
work (ESW). The proposed ESW program for 1992-94, as discussed below and 
sununarized in Attachment 1, reflects the results of discussions held in July 
1.991. 

Underlying Concerns 

D2. The Department's current and future ESW is motivated by a related 
set of short and long term concerns regarding the Chinese economy. The 
principal short term objectives we perceive are to maintain the economy on a 
non-inflationary growth path; to narrow the budget deficit; and to maintain 
healthy external accounts. The major goal for the longer run is to maximize 
productive efficiency by strengthening mechanisms that enhance allocative 
efficiency and technological advancement. Four concerns straddle both 
periods: making sure that China's capital and human resources are put to the 
best possible use through industrial restructuring, with a start being made in 
this area through reforms in such spheres as housing and social security; 
sustaining resource mobilization and ensuring that an adequate volume of funds 
flows into the appropriate fiscal channels (central, provincial and local); 
institutional reforms promoting market competition together with the freer 
flow of goods as well as factors, and increased reliance on market determined 
prices; and attaining a degree of interprovincial market integration so as to 
take better advantage of China's natural economies of scale and keep regional 
income inequality within acceptable bounds. There are other important areas 
of concern, including for example infrastructure bottlenecks and the reform of 
agricultural marketing, but those listed above may be considered paramount. 

D3. There is no dispute that the government's fiscal difficulties pose 
a potential threat to macro stability. In addition, closer monitoring of 
credit expansion at the provincial level is necessary to keep inflation in the 
low single digit range. But it is also apparent that the elasticity of 
government revenues will be restored and the burden of subsidies reduced, only 
if housing, social security and enterprise reforms can trigger meaningful 
industrial restructuring, especially critical within the still-dominant State 
enterprise sector. For tax yields to improve and subsidies to be cut, 
industrial productivity must rise and lossmakers be weeded out. At the same 
time, while not discounting the scope for further improvements in 
agriculture - or the potential and need for an increase in the tertiary 
sector's role - China's overall pace of development will continue to depend 
crucially on the achievement of efficiency gains and improved dynamism within 
industry. 

D4. To be successful, industrial restructuring calls for analysis as 
well as policy action at many levels: 

(a) The initial steps, as indicated above, could be in housing 
and social security, on which experimentation has begun to yield useful clues 
for action. 

(b) The decentralization of economic management, so significant a 
facet of reform in China, requires further analysis. A better balance needs 
to be struck between provincial and lower level administrative agencies, that 
have accumulated wide powers, and enterprise management and market forces. 
This would remove some of the worrisome industrial rigidities. It would also 
facilitate tax reform and the sectoral apportionment of revenues. 
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(c) Industrial restructuring will inevitably entail a major 
rethinking of China's urban development and associated transport strategies . 
This is not just a matter of raising the level of investment but also of 
deciding on the future direction of urban growth and allocating resources to 
support a concentration of industry and population in those regions with the 
greatest promise. 

(d) Industrial development, to be both efficient and in 
accordance with regional comparative advantage, will require labor and capital 
markets of greater breadth and flexibility . Gradually, as urban absorptive 
capacity is nurtured through housing and other reforms, intra along with inter 
provincial labor mobility must be encouraged so that capital can circulate 
throughout the economy and thereby bolster regional industrial strategies. 
Such mobility will also make a major contribution to eliminating China's 
remaining (largely region-specific) pockets of absolute poverty. 

(e) Changing the composition of industry, the relocation of 
plant, consolidation of enterprises and a solution to the fiscal problem posed 
by chronic lossmakers, will require guidance from central as well as 
provincial economic agencies. However, its success will depend in at least 
equal part on the ability of the authorities to create a competitive market 
environment by freeing prices, and by setting up institutions that will work 
to promote labor mobility, lower barriers to trade, and discourage the 
formation of regional monopolies or cartels. 

(f) An enduring solution to China's macroeconomic and industrial 
problems calls for a further rationalization of trade strategy. To sustain 
export growth, while progressively scaling back the subsidy outlay, China will 
have to build the production and marketing apparatus capable of dealing in 
increasingly sophisticated goods of higher quality. During the nineties, in 
fact, China will have to start the process of graduating from a variety of 
assembled or processed items aimed at the low priced end of the international 
market. Industrial restructuring and associated enterprise reform can yield 
some of the gains in productivity and product quality. But the trade strategy 
must also embrace at least four other areas: a deepening of marketing skills; 
a liberalization of imports within prudent limits, to provide industry with 
inputs plus embodied technology while at the same time minimizing tensions 
with trading partners; a supportive exchange rate policy along with measures 
to integrate domestic foreign exchange markets; and continuing hospitality 
towards direct foreign investment, especially in high technology industries. 

cs. These objectives and concerns have guided the design of our 
economic and sector work over the recent past and strongly influence the 
program proposed for FY92-94. While the sectoral coverage remains broad, 
there is a central focus: industrial restructuring and its enabling social 
environment, because it impinges on so many of the economic issues China will 
face in the nineties. Our hope is that by framing our ESW in this fashion, we 
can provide analytical support to the new wave of reforms which the Government 
has begun implementing since mid 1990. 

Studies Ongoing from FY91 

06. The FY92 Country Economic Memorandum, as well as analyzing recent 
trends in macroeconomic policy and reform, will provide an overall review of 
the Government's recently issued development and reform plans for the next 
five years and the balance of the decade. In addition, as a case study of 
development issues raised by the plans, the report will include a more 
detailed examination of the Government's proposals for the transport sector. 
Also ongoing are a study of policy developments and reform issues in Urban 
Labor Markets, whose improved efficiency will be one of the keys to raising 
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industrial productivity, and an examination of the economic potential and 
restructuring requirements of China's Automobile Sector. 

D7. Two broad sector-wide studies, on issues of fundamental 
institutional concern, are also at an advanced stage of preparation. The 
Environment Strategy paper presents a comprehensive survey of issues relating 
to environmental pollution and damage or destruction of natural resource 
systems, and makes recommendations both for Government policy measures and 
institutional development and for a future program of Bank environmental 
assistance. The Poverty Strategy paper examines recent evidence on the 
incidence and determinants of absolute poverty, and devotes special attention 
to the options for addressing the problems of the remote and backward rural 
areas where most of China's impoverished population is now concentrated: this 
study may also have potential links to future lending for regional 
development. 

na. To build on our recently published report on Options for Reform in 
the Grain Sector, we are commencing a more detailed study of Animal 
Feedgrains, an area of increasing importance with the progressive 
diversification of the Chinese diet, and one which raises significant issues 
of regional comparative advantage, internal distribution and transport and the 
appropriate role of international trade. This study would also help us 
determine whether a policy framework conducive to operational involvement in 
this subsector can be expected, and if so what form such involvement might 
take. 

D9. In addition to the agreed program of formal ESW, the Department 
co.ntinues to maintain an ongoing program of collaborative research work in co­
operation with Chinese agencies such as the Chinese Academy of Social Sciences 
(CASS) and the Development Research Center (DRC). Two years ago, we joined 
forces with CASS to conduct an empirical study of Industrial Efficiency. This 
has: already yielded a number of valuable papers and we are aiming for 
completion of the project by next year. The initial phase of a second study 
on the effects of price adjustments on the rate of inflation and fiscal 
revenues, being undertaken in collaboration with the DRC, is approaching 
completion and we have also begun the groundwork on a third study which will 
attempt to explain the factors responsible for the success of export 
industries in the dynamic southern provinces of Guangdong and Fujian. This, 
too, is being carried out in collaboration with the DRC. The Department has 
also recently launched a new series of informal sector studies: seeking to 
provide concise pieces of policy-oriented analysis of key areas with lower 
resource requirements and a shorter turnaround time than formal ESW. Among 
the first topics targeted are Direct Foreign Investment and Strategic Issues 
for Price Reform, as well as Coal Pricing, Sino-Japanese Economic Relations 
and Rural Industrialization. A study of Intergovernmental Economic Relations 
is also well underway. 

FY92-94 Program 

DlO. To extend and deepen our previous work on the fiscal system and 
intergovernmental relations, we will carry out a new study of Center­
Provincial Policy Interlinkages. The purpose of this would be to analyze the 
evolving relations between different levels of government regarding credit 
supply and its distribution as well as the allocation of fiscal resources for 
the purposes of fixed investment. 

Dll. On industrial restructuring and the associated reforms of the 
financial sector, housing and social security, we are proceeding beyond our 
recently completed sector studies in each of these areas, by initiating one on 
Reform in Three Cities. This study will appraise, in an integrated fashion, 
the process of industrial reform and modernization in Shanghai, Tianjin and 
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Guangzhou. It will provide guidance on longer term reform strategy, as well 
as concrete suggestions on next steps. A closely related exercise on Market 
Development and Regional Integration will explore development in the Yangtze 
Basin and attempt to define policies to accelerate the integration of labor, 
capital and product markets, thereby injecting much needed competition into 
one of China's major regional subeconomies. 

D12. Complementing the analysis of industrial restructuring, which we 
will conduct through our project on three major urban centers, will be three 
other industrial studies: on Machine Tools, the Marketing of Basic Materials 
and Energy Conservation. The former follows on the heels of our work on 
Electronics and Automobiles, and will permit us to include another key 
subsector in our industrial dialogue. The study of Basic Materials will allow 
us to examine the emergence of markets for key commodities, institutional 
changes and pricing policies. The third study will enable us to develop a 
significant dimension of industrial policy, an area we have touched upon 
through our work on Electricity Pricing and Coal Utilization, but without the 
degree of industrial sector specificity which is desirable. Both the machine 
tool study and that on energy conservation may also help generate new 
prospects for operational involvement. 

013. Our work on industrial reform in the major urban centers should 
also derive valuable reinforcement from our planned studies on Urban Land 
Issues, which will examine factors influencing current and future land 
utilization and progress and prospects in developing more active land markets 
in China's cities. The study of Teacher Training will contribute indirectly, 
though no less importantly, to the understanding of the causal mechanisms 
mediating successful industrial modernization. Without adequate supplies of 
suitably educated manpower, industrial progress will be constained. How China 
can produce teachers of the desired quality at least cost will be the 
objective of this exercise. 

014. Although reform and urban-industrial concerns are at the heart of 
our future ESW, we have no intention of neglecting the development of 
agriculture, transport and energy infrastructure. Once we have completed our 
work on Animal Feedgrain, we expect to commence, later in FY92, a study of 
Rural Expenditure and its Financing, which will analyze the pattern of rural 
expenditures with special emphasis on farm and irrigation infrastructure and 
inputs so as to determine how existing bottlenecks might be eased and the role 
that financial policies might play. A more geographically focussed study on 
water management issues--the Yellow River Investment Program--has been under 
preparation for some time and we expect to complete much of the work during 
FY92 although the final phases are likely to extend into FY93. We expect this 
exercise to enlarge the understanding of water availability and its use in 
China's northern grain producing areas. The study will also evaluate the 
capital requirements of this vast undertaking. 

015. Market integration, industrial restructuring and steady growth 
require the progressive expansion of China's still relatively backward 
transport facilities. As a part of our ESW for FY92, we would like to bring 
three ongoing activities to completion and start one new task. The principal 
findings and policy implications of the Railway Investment Study, under which 
technical assistance (TA) has been provided to the Ministry of Railways to 
develop new modelling techniques for screening and prioritizing investments 
in capacity expansion, will be crystallized in a short Bank report to be 
completed this year. We also intend to prepare short formal reports based on 
two other TA financed exercises. One of these, called Strategic Issues in 
Ports and Shipping, will identifiy problems affecting China's major ports and 
suggest remedial actions. The other will provide a farreaching, integrated, 
multimodal assessment of Transport Needs in the Yangtze Economic Zone. It 
refines and extends work we carried out two years ago on transport in 
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G\langdong province and will provide important inputs to the study of Regional 
Market Development (para. D10). 

n16. Road transport, in particular the Trucking Industry, remains 
backward in China. If the country is to lessen the burden of intercity 
traffic in goods and passengers on the railway system and if it is to create 
the capacity for intra-urban door to door delivering, the trucking business 
will require sustained attention. The scale of the effort needed and policy 
directions would be mapped by our proposed study to start in late FY92 and end 
in the following year. A study which straddles the transport and energy 
sectors, and which also seeks to distill the lessons of accumulated TA, is 
that on Coal Transport: actual and potential flows of coal between producers 
and consumers will be examined in the context of a comprehensive energy sector 
planning model. Our other proposed study on the energy sector will focus on 
Power Distribution. The efficient use of power, especially in the urban 
areas, and the future provision of electricity to households are the two 
important topics which will be covered by this exercise. 

n17. Although the main focus of our ESW will be on the domestic 
economy, the direction taken by China's Trade Strategy and the degree of 
economic openness will have significant bearing on industrial efficiency, 
technology transfer, foreign borrowing and the ability to sustain rapid 
growth. We therefore propose to start a new study in late FY92 to examine the 
reforms and institutional developments that may be necessary for China to 
maintain the momentum of its export drive during the rest of the 1990s, as the 
pattern of exports inevitably changes and diversifies. This would involve not 
only examining export issues, but the appropriate pace and pattern for import 
liberalization, and the future role of joint ventures and the special economic 
zones in modernizing the economy and in generating exports. This exercise 
would build on the work done in the recent past, especially in connection with 
the FY90 CEM, as well as the collaborative research on Export Industry in 
Southern China. 

018. Studies due to commence from FY93 onwards are inevitably less 
well-defined at this stage and more subject to modification and change. 
However, to follow-up our work both on center-provincial relations and on 
poverty, we anticipate that Center Provincial Relations (II} will examine the 
tr.ends in fiscal transfers to China's poorer, interior provinces, the 
distribution of these funds across various expenditure categories and the 
implications of changes in such transfers on industrial restructuring together 
with the incomes of the poor. A study on Industrial Efficiency will draw upon 
our accumulated research in this area together with additional fieldwork to 
evaluate the gains from reforms over the previous seven years and define 
policies for promoting further productivity growth. Reform and Restructuring 
of State Enterprises to expose them to market discipline, increase efficiency 
and permit the majority to achieve financial viability will be the topic of a 
third study in FY93. In late FY93, we would also hope to begin work on a new 
CEM for 1994 that would provide a midcourse assessment of China's reform 
effort during the Eighth Plan and the success in shifting from a 
stabilization-oriented strategy to one focussed on reform-propelled growth. 
Last year we issued a Financial Sector Review which offered guidelines for 
institutional and policy reforms in the first half of the nineties. As 
financial reform is likely to remain critical to the success of industrial 
restructuring and the dispersion of ownership, it would be timely to initiate 
a study that concentrates on the Development of Capital and Money Markets 
towards the end of FY93. In FY93, we would also plan to conduct a fourth 
study of an Industrial Subsector so as to deepen further our policy analysis 
of the micro implication of reforms and restructuring: tentatively we have 
identified the basic metals industry. 

019. To expand our agricultural sector work beyond the grain sector, we 
plan in FY93 to commence a study concentrated on Agricultural Marketing and 
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Trade of Non-Grain Food Items, which are the most rapidly expanding segments 
of the farm sector. In FY94, we would expect to launch a closely related 
study to explore Opportunities for Agricultural Diversification, so that the 
vigor of agricultural growth can be sustained in the second half of the 
nineties. In the transport sector, meanwhile, we plan a Multimodal Review of 
Intercity Passenger Movement to map· out trends in intercity travel as the 
level of urbanization increases and discuss various options for meeting 
demand, particularly along the Eastern corridor. 

020. Finally, two studies are planned on the decentralized financing of 
public services. Work on Health Finance will build on our recently completed 
Long-Term Issues and Options in the Health Transition to examine in greater 
depth financial strategies to meet the challenges posed by the changing 
epidemiological profile (increase in chronic diseases), the weakening of 
earlier communal health schemes and the rising cost of curative health care. 
Urban Finance will take a cross-sectoral view of issues related to the 
financing of urban infrastructure and services through local taxation, user 
charges and inter-governmental transfers, in the light of anticipated changes 
in the overall tax structure and local responsibility system. 

D21. While the above constitutes the three-year program formally agreed 
in July 1991, preparation of forward-looking ESW programs is an iterative 
process, and new concepts for future work are constantly being generated 
within the Department. Among the ideas which we expect to propose for 
approval in the future would be work on developing appropriate regulatory 
structures for increasingly autonomous public utility enterprises (e.g. in the 
power sector), and more explicit examination of urban safety net issues (and 
provision, more broadly, of social services and infrastructure) for the 
temporary or "floating" urban population. Given the importance of the service 
sector in the Government's plans for further employment creation (one of the 
themes of the forthcoming CEM), we also need to find appropriate vehicles for 
more in-depth analysis of the relevant issues. 
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China: Proposed Rolling Three Year ESW Program, FY92-94 

The abbreviations that have been used in the tables are as follows: 

MOF 
CASS 
PBC 
SRC 
DRC 
SPC 
ERC 
CNAIC 
PLG 
SEdC 
MOL 
MOR 
MOC 
MOA 
NEPA 
MOCI 
SPB 
MOE 
MEMB 
SLA 
MWR 
YRCC 
MOFERT 
SLA 
MME 
MMET 
CTR! 
MOPH 
MCOM 

= Ministry of Finance 
= Chinese Academy of Social Sciences 
= People's Bank of China 
= Systems Reform Commission 
= Development Research Center of the State Council 
= State Planning Commission 
= SPC' s Economic Re·search Center 
= China National Auto Industry Corporation 
= Poor Areas Leading Group 
= State Education Commission 
= Ministry of Labor 
= Ministry of Railways 
= Ministry of Communications 
= Ministry of Agriculture 
= National Environmental Protection Agency 
= Ministry of Coal Industry 
= State Price Bureau 
= Ministry of Energy 
= Ministry of Electronics and Machine Building 
= State Lands Administration 
= Ministry of Water Resources 
= Yellow River Commission 
= Ministry of Foreign Economic Relations and Trade 
= State Lands Administration 
= Ministry of Materials and Equipment 
= Ministry of Metallurgy 
= Comprehensive Transport Research Institute (SPC) 
= Ministry of Public Health 
= Ministry of Commerce 
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CHINA COUNTRY STRATEGY PAPER 

ANNEXE: IFC STRATEGY AND OBJECTIVES 

IFC has three principal objectives in China: 

ANNEXE 
(Page 1 of 1) 

to promote a more favorable investment climate to 
attract foreign direct investment through FIAS advisory 
activities; 

to serve as a catalyst to private sector investment, 
primarily joint ventures, where IFC's presence provides 
comfort to foreign partners and assures Chinese partners 
of project quality; and 

to accelerate development of a private capital market 
including stock markets. 

:e2. To date, IFC has invested in five projects with total commitments of 
$38. 7 million. Two of these, China Bicycles (exclusively for export) and 
Guangzhou Peugeot Automobile Co. (commercial vehicle manufacturing with 
Automobile Peugeot as partner) are considered by the_ Chinese Government as two 
of the top three successful joint ventures to date. IFC's most recent investment 
in China was a $1.3 million rights subscription in GPAC in July 1991. 

EJ. After about two years of little activity in China, IFC is programming 
a renewed effort of project promotion and is considering opening a China office. 
IFC's focus will continue to be on foreign/Chinese joint venture projects in the 
coastal areas and special economic zones. The present project pipeline includes 
a propylene oxide joint venture sponsored by Dow Chemical, expansion of Guangzhou 
Automobile and a joint venture commercial bank. 

E4. Recent developments indicate the government's recognition and 
willingness to liberalize the financial sector for private sector participation. 
These include the establishment of the Shanghai and Shenzhen stock exchanges, 
licensing of some joint venture banks and allowing branch operation of foreign 
banks. These developments sb ould open the opportunity for IFC to play an active 
role in capital market development. 

ES. To date, foreign joint ventures have contributed to growth in China's 
industrial output and exports (and have enabled living standards in the Special 
Economic Zones of Southern China to rise at a much faster rate than in other 
parts of China). Maintaining the momentum of open door initiatives will require 
further reforms on several fronts. A study carried out by FIAS has highlighted 
a range of impediments to foreign joint ventures (see also Annex F). These 
include improving the system of foreign exchange allocation, strengthening 
management control over labor costs and employment conditions, removing biases 
which favor state owned enterprises in procurement of raw materials and other 
inputs, and bringing greater transparency to laws and regulations governing 
foreign direct investment. While the existing impediments have not prevented 
small joint ventures principally from overseas Chinese sources, the improvements 
in the business environment noted above may be necessary to attract larger 
investments with more advanced technology transfer. 

E6 . In light of the evolving policies in China towards overall Private 
Sector Development, IFC's project selection criteria will focus on structuring 
individual transactions to serve as examples of mechanisms to further the process 
of private investments, both local and foreign, in the economy . 
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CHINA COUNTRY STRATEGY PAPER 

ANNEX F: THE MULTILATERAL INVESTMENT GUARANTEE AGENCY 

Fl. The Multilateral Investment Guarantee Agency, "MIGA", the newest 
member of the World Bank Group, has as its primary objective the promotion of 
private foreign investment in developing member countries. To fulfill its 
objective, the Agency provides long term political risk investment insurance to 

-, investors, and, through the Foreign Investment Advisory Services (FIAS), advisory 
services. to member governments seeking to promote foreign investment. MIGA was 
formed in the sununer of 1988, with an authorized capital of US$1,080 million. 
Presently 107 countries are signatories to the MIGA Convention, and 82 countries 
have ratified the Convention. Subscribed capital totals US$792 million. 

F2. MIGA's insurance program provides insurance against political risks 
for companies considering investments in developing member countries. The types 
of risk MIGA will cover include Currency Transfer restrictions, Expropriation, 
War and Civil Disturbance, and Breach of Contract. The insurance program is 
typically available for a 15-year term. Investments that are eligible for 
coverage include equity, shareholder loans and loan guarantees and certain forms 
of "non-direct equity investments", ~ management contracts, licensing and 
franchising arrangements. 

F3. With respect to MIGA's activities in China, the Agency is prepared 
to guarantee projects in China that meet its general eligibility criteria. 
Although Preliminary Applications for Guarantees for some 10 projects in 
different sectors (including manufacturing, food, and exploration) have been 
received from potential investors, MIGA has thus far not issued any Contract of 
Guarantee for a project in China. 

F4. Since the mid 1980s, FIAS has completed five advisory projects in 
China. First, a high-level seminar was conducted in Beijing to discuss global 
foreign direct investment (FDI) policies and trends, and their implications for 
the development of China's own FDI policy framework. 

FS. Second, FIAS made recommendations aimed at easing up the foreign 
exchange balance requirements for joint ventures (this requirement has been a 
major impediment to attracting FDI, especially in high technology sectors). 

F6. Third, at the request of the World Bank, FIAS reviewed the FDI 
climate in China, which was reflected in the red cover report "China: External 
Trade and Capital" ( 1988). The report included a brief historical and 
statistical survey of FDI in China, and an overview of the forces driving FDI and 
the benefits it could potentially bring to China, and identified policy problems 
or inconsistencies between China's goals and policies. 

F7. Fourth, in 1987 FIAS provided assistance in the preparation of the 
new contractual joint venture law. 

F8. Finally, most recently FIAS carried out a project to identify 
impediments to China's FDI environment and to propose follow-up advisory projects 
to address them. Over 50 companies, located in five economies and representing 
11 nationalities, and 17 government agencies at the central and local levels were 
interviewed for the project. The final report was submitted to the Government 
in August 1991. 

F9. The report stated that China faces a suboptimal FDI regime due to its 
economic policies and the slow pace of economic reform. Such a regime allows 
economically unfeasible FDI projects, has reduced the country's ability to 
benefit from FDI, and needs significant adjustment, the scope of which is outside 
the range of FIAS's current assistance. 
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FlO. Based on other key impediments noted by FIAS, we submitted to the 
Government for its consideration seven project proposal ideas to enhance China's 
FDI environment. 

1. to overhaul administrative procedures facing foreign 
investors; 

2. to develop investor services centers in China; 

3. to improve the operations and administration of the 
foreign exchange adjustment centers; 

4. to alleviate labor-related problems; 

S. to alleviate procurement-related problems; 

6. to review and overhaul FD I-related laws and regulations; 
and 

7. to develop the business information service industry. 

FIAS is now working with the Government to develop an approach to implementing 
some of the proposed projects. 
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FROM: Gerardo Sicat, EAS 

EXT.: 81943 

SUBJECT: CHINA CSP -- Initiating Memo 

DAVID PEARCE) 
PAUL M. CADARIO 

GERARDO SICAT) 

The I.M. provides a good overview of developments in China 
and describes the reform issues very well. It also points out 
the relative degrees of uncertainties faced by China. I will 
focus only on the missing central part in the I.M., the need for 
articulating the alternative scenarios (and possibly their 
components in terms of events, not only policies). 

Despite its pioneering reforms of the last decade, China 
today appears as the most conservative country in a sea of 
revolutionary changes sweeping the socialist economies. Being 
one decade ahead has given it a lead in establishing a track 
record in overall growth and industrial and agricultural reform. 
A most important question with respect to the CSP is how the 
problems of reform -- both political and economic -- are likely 
to be resolved and what scenarios would likely manifest 
themselves as competing possibilities. 

Unfortunately, the scenarios are not discussed in the I.M. 
The issues linked with the MFN debate in the US represents a 
manifestabion of one type of scenario, with its dangerous 
implications on the status of China as a source of exports in the 
developing world. Are we to shy away from describing the sets of 
events that would likely produce a low case or a high case? And 
the middle case? 

With respect to the assistance scenarios, it would 
be useful to know what sets of actions by the government, both in 
in particular sectors or spheres of macroeconomic action, would 
trigger either a slide to the low case assistance program or an 
acceleration of the lending program. 

The I.M. does not at this stage give us the proposed 
magnitudes of the assistance program, but it "will recommend 
a growing lending program ... at a hardening blend ... " (para. 
12). I think a prior question is the establishment of the base 
case program. Surely, on the basis of at least last year's 
program, we can establish a benchmark number. Is this to be set 
only at the final writing stage? It would be useful to focus on 
the relative magnitudes each scenario would hope to bring. 



Having said the above, perhaps the I.M. is not expected to 
say a lot, but in order to provide a drift of where we are 
headed, it would nonetheless be useful to put the above issue 
fully at this stage. Otherwise, I find that the coverage of the 
I.M. on issues of relevance is comprehensive: identifying 
appropriate sequencing of policy reforms, support of country 
program with strong ESW, issues of risks, aid coordination, etc. 

(I will not attend the meeting on the CSP memo, since I 
will by then be on home leave.) 

CC: Shahid Javed Burki 
CC: Enzo Grilli 

SHAHID JAVED BURKI 
ENZO GRILLI ) 
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CHINA: 1991 COUNTRY STRATEGY PAPER 

Initiating Memorandum 

Thi s memo·randum, which initiates preparation of the 19 91 CSP, sets out the key 
country assistance strategy issues to be addressed during the next 18-24 months 
( FY92-93). Section I summarizes developments in China since the last full CSP 
was revi ewed in September 1988. Taking these into account, Section II outlines 
the main issues t o be addressed in the 1991 CSP . Section III describes the 
topic s t o be covered and the analysis to be carried out . 

I . DEVELOPMENTS SINCE THE LAST CSP 

l. In mid-1988, China had to contend with a period of macroeconomic 
instability more severe than the two experienced earlier during its decade of 
refo rm . This period was characterized by urban inflation close to 90% on an 
annua liz ed basis and declining rates of investment in agriculture and other 
economic infrastructure. Plans to decontrol the prices of most major commodities 
in 1989 were almost immediately shelved and, by November 1988, replaced by an 
economic retrenchment and stabilization program. With the benefit of hindsight, 
thi s was probably a critical stage for the upheaval that culminated in the events 
of June 3-4, 1989 in Beijing . Since then, China's leaders have been almost 
wholly preoccupied with efforts to restore and maintain economic, political and 
social stability, an imperative that was complicated by adverse reaction and 
(until 1990) sanctions by most Western nations. 

2. By early 1990, the economy had largely stabilized , thanks to the dramatic 
effectiveness of the steps taken, mainly administrative measures accompanied by 
higher interest rates and efforts by China's central Bank, People's Bank of 
Ch ina , to use indirect levers for macroeconomic management . China's decade-long 
commitment to overall reform, not seriously in doubt until 1988, has been e­
affi rmed on many occasions over the lase two years. However, the author ities 
were obliged to delay the implementation of some reforms in the interests of 
macroeconomic and political stability. Although on the surface, and taking a 
short-term perspective, economic performance over the last three years has been 
satisfactory, deep-seated structural problems remain and 1991 economic 
performance gives some cause for concern. There are signs that the economy may 
be overheating again, thus heading toward another stop-and-go cycle. This 
situation again raises questions about: the sustainability of the stabilization 
effort and the potential to recover higher rates of growth with price stability . 
In the circumstances, the continued priority being given to stability suggests 
that, despite recent movement on several fronts, concerns about the pace of 
reform may continue for some time. 

3. China'• &elations with the Bank. Because of the events of 1989, including 
an eight-moach hiatus in Bank JJ)A lending, the principal objectives of the Bank's 
~ .____...__,~~"T:ler:r-:-=:-=,,-,, country assistance strategy have c anged s gni cant y,. As discussed below, the 
Bank has begun to address explicit e orm issues not only its sectoral dialogue 
but also in formulating individual investment operations. Continuing uncertainty 
over the economic and political situation has raised questions among the Bank's 
major shareholders about the composition and level of Bank/IDA lending and, more 
broadly, whether the growth in Bank/IDA assistance expected by the authorities 
can be achieved . There is no doubt about China's continued interest in a 
significant Bank role in its development efforts. Indeed, the authorities' 
anxiety about the delayed resumption of normal lending is evidence of the Bank's 
standing in the country , not only as a source of economic advice and concessional 
funds but also as the implicit leader among commercial bank and official aid 
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agencies involved in China. Accordingly, for the first time since it resumed its 
membership. in the institution in 1980 , China's demand for Bank/ IDA resources may 
exceed ou~ 415'ility to supply them. 

II . ISSUES FOR THE 1991 CSP 

4. China's long-term development strategy remains to increase the role of the 
market for resource allocation purposes while maintaining public ownership as the 
dominant form of asset control. Also in place is the goal of doubling per capita 
income again by 2000 and achieving middle-income status y t e mi ale of the 21st 
century . esp impressive progress over the last decade in moving toward 
market management , China's structural problems are the result of state control 
over industrial assets and over basic infrastructure. The challenge for China 
is to make further progress toward market management without slipping on social 
development. This is important since China remains a poor country, with an 
annua c pita income of $350 and pockets of hard-core poverty covering 70-100 
million people, generally in remote and resource-poor areas . In order to absorb 
surplus labor from rural areas, and assuming some slippage in China's population 
program, sustained, broad-based economic growth will be needed over the Eighth 
and Ninth Five Year Plan periods (1991-95 and 1996-2000) to generate productive 
employment for a growing, increasingly urban workforce. Building on the lessons 
of the 1i sos , China will need to develop strategies 'to encourage non-inflationar -
growth j ~ile avoiding the stop-go cycles of the last decade. To achieve this , 
China~ ill have to make continuous progress in a number of areas. In addressing 
these issues, the CSP will pull together the three strands of thought correctly 
underlying China's 8th Five Year Plan: stab! ity, de opment and eform. 

(!) 
5. Structural Adjustment. Three policy areas subsume the factors for 
encouraging stability, development and reform: fiscal and financial reforms, 
price reform and trade reform. All three would, in particular, have one pre­
eminent goal: the structural adjustment of the industrial sector and, in 
particular, of the large- and medium-sized state-owned enterprises, which remain 
as the key challenges of the 8th Five-Year Plan. While investments in technical 
transformation projects, improvements in the contract system, promotion of 
enterprise groups and use of the shareholding system are important, no real 
success can be achieved without improvements in the performance of S0Es both at 
t he cen r an rovinciaL levels and changes in the ~nvironment i.n_wh they 
oper~te . This means addressing the pricing and planning systems they .face, the 
burden of social welfare services they currently provide, the rigor of financial 
discipline exerted by banks, and competition from non-state enterprises and 
imports. If these reforms can be promoted within the context of a sound 
macroeconoaic environment, a reasonably optimistic view of the future of China's 
economy in cha next decade can be adopted. 

6. Fiscal and Financial Reforms. Measures adopted in 1990 to contain fiscal 
the deficit only partially addressed the underlying causes, and shifted the bulk 
of these obligations to the banking system. These problems cannot be addressed 
without major and comprehensive tax reform, dealing with the underlying 
structural weaknesses in China's public finances. These include an inelastic 
revenue system Gtax contra~ng) and the heavy burden of enterprise an consumer 
su sidles, togetne --with-rapidly rising welfare and administrative expenditures. 
The stabilization program, which relied mainly on administrative measures, did 
not advance enough the development of mechanisms and institutions of indirect 
macroeconomic management and the emergence of more autonomous financial 
institutions. The need for strengthened capacity to manage the economy via 
indirect means has been stated many times and in many ways in China, but bears 
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repeating, n~t least because of the present economic situation. In part i cular , 
money sup'!il~lrowth must be brought under control , and kept at more reasonable 
levels if inflation is to be avoided. 

7 . Price Reform . China had begun to address the question of price reform in 
a serious way before the heating up of the economy in 1988 and Tiananmen Square . 
Since then, the move toward price liberalization slowed down but recent changes 
in grain and edible oil prices and upward adjustments in railway freight charges 
and fares suggest that price reform is back on the leadership's agenda. Price 
reform is called for by the need to improve economic efficiency and to contain 
the budget deficit . Until market signals are clearly established , the scope for 
resource misallocation and corruption will remain significant. Price reform must 
mean more than adjusting present administered prices, necessary as this may be 
as a first step . It should also include new methods of price formulation v ia the 
market , and the creation of appropriate market infrastructure . This is an area 
where more urgent attention is needed . If price reform can be combined with 
sound macroeconomic policies, excessive inflation can be avoided, although 
compensation for some of the losers in such reforms may be needed. 

,,. 

8. Trade Reform. Recent adjustments in the exchange rate (China is now 
operating a quasi-crawling peg arrangement) and reduction in export subsidies are 
bound to improve the long-term efficiency of the sectors of the economy with 
strong external links . A liberalization of the trade regime, by removal . of 
current administrative restrictions on imports, could contribute to sustaining 
macroeconomic balance in the domestic economy and mitigate the stop-go swings in 
demand management . More importantly, over the long-run the stimulus of 
competition from imports- -an element rarely mentioned in the government's 
strategy--has the potential to spur greater efficiency in China's industrial 
sector and to promote the higher product quality increasingly needed for 
continued growth in export value. Should China move along these lines, of 
course, its current very positive balance of payments and reserve situation could 
weaken as a side effect of the use of trade policy to improve the quality of 
growth. ,:,.~~ 

• -L..-7~ •, 

III . APPROACH AND COVERAGE l-- c~~,,c~~ 
V" -1'\...</"1.T" 

9 . The main theme of the CSP will be to examine the impact on China's current v-i ~ 
economic situation of the gradualist approach toward economic liberalization . ,.;;,"71~ 
It will also investigate the long-term viability of such an approach. It will ~ 
draw on the economic analysis of the CEM, now under preparation, as well as~' 
recent EStJ reports on agricultural prices and markets, education, provincial , ·,.._ ~ 
development, housing and the environment. The balance between stability and ~ 
reform, be~ incentives and a reasonably egalitarian income distribution, '>'>~7 
between state and non-state enterprises and private entrepreneurs in production, 
and between individual responsibility and collective provision of social goods, 
are all difficult issues. However, it is too simple to view all policy options 
as choices be een •reform• on the one hand, and •reaction• or •central planning" 
on the other. e real issues have to do with achieving appropriate balances of 
uthority between central agencies, provincial and local governments and economic 
nits (industrial enterprises, banks and other financial institutions, family 

farms, etc.) and--related to this--between administrative measures and market 
signals in a very large and complex economy in transition. Just as these 
complexities underlie China's economic choices, they will determine the Bank's 
strategy . Our basic approach- -supporting the implementation of reforms, helping 
productive sector modernization and rationalization and infrastructure 
development, and analyzing policy options and helping deal with their 

/ 
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consequences-·remains valid, but the CSP will consider what adjustments may be 
necessary, depending on China's overall econom c per ormance and pace and 
direction-.._o~reform. It will also assess how the size and composition of the 
lending arid ESW programs should be tailored according to developments on the 
stability and reform fronts. 

10. Reform Sequences and Linkages. Maintaining stability and public support 
for the next steps of reform will require greater attention to the relationships 
between actions in various sectors. The key nexus seems to be enterprise reform, 
including housing and social security, and liberalization of factor markets, 
including land and labor. Financial sector development remains pivotal to 
improving China's macroeconomic management and to deepening enterprise, housing 
and rural sector reforms. The CSP will consider these linkages, and how the 
Bank's ESW ~ d lending can address them in a coherent, timely and pragmatic way . 

11 .-;;, A Strong ESW Program . Our CESW is inspired by a number of objectives and 
concerns that we share with the Chinese authorities. Success at achieving short­
term goals- - to maintain the economy on a non- inflationary growth path, narrow the 
budget deficit and preserve healthy external accounts· -will contribute to China's 
lon er term ob · ective of maximizing productive efficiency_ by stren thening 
mechanisms that enhance allocative efficiency and technological advancement . 
These goals esta is our concerns that are central to our ESW program. These 
are: "ndustrial restructuring to see that China's capital and human resources 
are put to the best possible use; ustaining resource mobil ation and an 
adequate flow of funds through fiscal channels at all levels· institutional 
reforms promoting market competition through a f fr flow of goods and factors, 
and greater reliance on market-determined prices nd increasing interprovincial 
market integration to contain regional income inequality. 

12. Focus of Future Bank Group Assistance. Consistent with its Eighth Plan 
development priorities, China is expected to continue to turn to the Bank for 
intellectual and financial support for its economic reforms, for infrastructure 
development (transport and energy), for modernization of its agriculture, for 
alleviating its bad environmental situation and for helping it sustain its past 
remarkable pe~formance in the social sectors. More specific ESW advice will be 
needed. Large sector investment operations to support country-wide reforms, in 
some cases after projects that confirm the validity of the proposed physical and 
policy designs, may become possible. The argument for a continued strong Bank 
presence in agriculture is sustained both by important sector-wide issues that 
the authorities now seem willing to address and by possibilities for 
institutional strengthening, poverty alleviation and environmental protection. 
China's interest in continued Bank lending for industry will challenge us to find 
appropriate aubsectors and locations where reforms can be pressed forward. It 
will depend OIi the development of more autonomous financial intermediaries, and 
on China's taking steps toward a more enabling environment for services and for f 
non-state domestic and foreign investment in sectors where Bank lending is /1 
unlikely. Transport and energy projects, supporting system reform improvements 
in sector planning and pricing, will help remove infrastructure bottlenecks. 
Bank attempts to increase the reform content and influence project design in the 
urban, water supply and industrial sectors to focus on environmental concerns are 
paying off. 

13. Lendin& Commitments and the Structure of the Lendin& Proiram. The CSP will 
recommend that a growing lending program incorporating balanced sectoral 
allocation of Bank/IDA lending, at a hardening blend remains broadly appropriate 
in helping China's transition from a planned economy to one based on greater I 
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market competition. Specific investment operations with increasing reform 
content will remain the main lending instrument, with occasional sector 
investment: C}ilerations where policy reforms, pricing and investment planning 
develop satisfactorily. The CSP will examine burden-sharing questions 1~· '-"-'=-=>.:.:..:~ 

of likely expanded J,;ipanese official lending, alternatives for growth of DFI and 
China's external situation. 

14 . External Capital Requirements. China's recent stabilization program showed 
the continued ability of its planners to control the level of imports and exports 
when faced with an uncertain trade environment. The results of the MFN debate 

\ 

int ni..ted States could have important short-term implications, not only for 

l trade and for direct foreign investment (DFI), but also in determining US 
attitudes o Bank lending . The CSP will review China's needs for concessional 
assi:-s ane , a-ommercial and official borrowing and, assuming improvements in its 

111 investment climate, private capital flows . It will also consider cofinancing 'I 
prospects with Japan and potential private lenders, and the scope for using new 
IBRD cofinancing instruments. 

15. Creditworthiness and Country Risk. Although China's external trade is 
subject to some uncertainty, its prudent past level of borrowing and improving 
debt management and control make it unlikely that the country poses any 
creditworthiness or exposure concerns to the Bank, or imposes related constraints ~l 
to the growth of China's IBRD borrowing. 

AS3CO June 28, 1991 
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TO: Mr. Shahid Javed Burki, Director, AS3 

FROM: Vino)YDu~~ EAS 

EXTENSION: 7 8 0 61 / 2 

SUBJECT: CHINA: Creditworthiness Issues in CEM FY90 

1. China's 
and, in spite of 
traditional debt 
remained good. 
medium term. 

long-term debt increased sevenfold between 1980 and 1988; 
a quite remarkable export and growth performance, all the 
indicators worsened. However, China's creditworthiness 

We see few reasons why this situation would change in the 

2. The CEM projects that long term debt--in real terms--over the 
1989-95 period is assumed to remain virtually unchanged. The debt 
indicators are expected to show quite dramatic improvements under both the 
base and low scenarios. The key assumptions in both cases appear somewhat 
on the optimistic side, which might reduce the credibility of the analysis. 

3. Over the 1980-88 period, nominal imports (13.9% p.a. in US$ terms) 
grew somewhat more rapidly than exports (12.7% p.a.). In the base 
scenario, however, real export growth is assumed to outpace import growth 
with a significant margin (6.7% versus 5.8% p.a.). This implies an 
elasticity of imports to GDP which is less than one. An annual growth rate 
for imports of 7.5%--which is more in tune with the historical experience-­
would probably give a debt service ratio of around 12% rather than 5.7% 
projected for 199~ in Table 5.1. A figure in the low teens would hardly 
create concern among China's creditors. 

4. The low case scenario looks more like a debt work-out scenario 
than a "worst case" or a "high risk" scenario. The reason is that import 
growth is assumed to be significantly curtailed and be well below the rate 
of export growth. It seems unlikely that an import elasticity of 0.86 can 
be sustained for a prolonged period. 

5. Given the fact that even under more realistic assumptions, China's 
creditworthiness will remain quite good, we think that the present analysis 
should be modified. · 

6. We have no problems with the discussion of China's debt 
management. 

cc: Mr. Sicat (o/r) 

PL~:vl 
t 
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Fre~by, rt<SCR 
80554 

Risk Assessment Note - CHINA 

Please find attached for your final review and comment the 
country risk note for China, which we intend to include in this year's 
IBRD Portfolio Review. 

Again, thank you very much for your cooperation in last year's 
Unified Survey and in the drafting of this note. 

Attachments 

Cleared with and cc: Mr . Stoutjesdijk 
cc: My. Burki 

t.,Mr. Grilli 



CIIlNA 

DOD/GDP (1989): 10.7X 
Interest/GDP (1989): 0.8X 

Pro~ortion of Public Debt (1989) 
Concessional: 18.4X 
Private Creditor: 70.5% 
Variable Interest Rate: 37.8% 

IBRD Debt Service/Exports (X) 
IBRD DOD($ billion, end FY) 

Adjustment Operations 
Rural Sector Adjustment 

IMF Status: No Stand-by operations. 

Population (1989, m): 
GNP per capita (1989): 

1105 
$360 

Inflation (CPI - 1990): 17.8X 
par Secondary Price of Debt : 

1985 1990 1991 1995 1999 
0.1 0.6 0 . 5 0.8 0.9 
0.3 2.5 3.1 5.4 9.9 

Alnount Board Date Status 
$200 m Jun 1988 lOOX disb. 

Outstanding Purchases (Jan 1991): SDR 330.0 million (13.8X of quota) 

Growth Rates (X) 1984-89 1989-94 1994-99 
GDP 8.5 5.4 6.6 
Exports GNFS 14 . 8 6 . 2 7.6 
Imports GNFS 13.0 7.6 7.2 
Per Capita Consumption 5.6 5.0 5.2 

Shares of GDP (X) 1985-89 1990-94 1995-99 
Investment 38.5 35.6 35.2 
Gross National Savings 36 . 6 36.1 35.6 
Current Account Balance -1. 9 +0 . 2 -0 . 7 

ICOR 4 . 5 6.4 5.2 
Import Elasticity 1. 9 1. 2 1.1 

Terms of Export Interest 
External Vulnerability - 1995 Trade Growth Rates Total 

(months of imports) ? ? ? ? 

Overall Assessment 

1. China's creditworthiness remains sound but was shaken by the political 
events of 1989. The forcible suspension of political unrest put the country's 
reform strategy in jeopardy and strained relations with ex ternal creditors. 
Relations improved in 1 990 , h owever, with a gradual resumption o f lending by 
multilateral agencies (IBRD, ADB) and commercial banks while foreign invest­
ment has substantially recovered. The challenge for the Government now is to 
return the economy to a long-term path of rapid economic growth while main­
taining macroeconomic and political stability. The balance of payments is 
expected to remain strong in the medium term and require only modest net 
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flows. Reserves are high at seven months of imports and external vulner­
ability is low. Bank exposure is currently quite low but projected to rise 
gradually as project approvals return to pre-June 1989 levels. Portfolio 
share would increase from 3 percent towards 8 percent by the end of the 
decade. 

Economic Outlook 

2. The major long-term structural task facing China is to effect the 
transition from fairly authoritarian central planning to decentralized market 
socialism within a stable macroeconomic and political framework. The program 
of economic reforms initiated during the 1980s led to impressive GDP growth 
rates, increases in agricultural and industrial productivity and output, and 
rapid diversification and growth of exports. However, the path toward 
decentralization has also been marked by periodic episodes of macroeconomic 
instability and political disruption, most recently in the rising inflationary 
problems that began in 1988 and persisted into the early part of 1989. 
Restoring and maintaining a long-term high growth rate of 6-7 percent per 
annum will require renewed efforts to resolve issues related to enterprise 
reform, wage and price policies and an improved efficiency of investment in 
the context of continued public ownership of significant amounts of the means 
of production. The successful implementation of reforms will depend on 
China's ability to maintain stable macroeconomic and political conditions, on 
access to foreign capital markets, and on the trade environment. 

3. Overall, the Chinese economy has performed better on the external 
front than on the domestic side during 1989-90. The overheated economy had a 
current account deficit of $4.3 billion (1.1 percent of GDP) in 1989, but 
import restrictions, a 26 percent devaluation in December 1989, tightening of 
demand and continued export growth reversed this, producing a surplus of about 
$9 billion in 1990. China's foreign exchange reserves increased by over $11 
billion in 1990 to $29 billion, equivalent to 5.8 months of imports, while 
exchange and gold reserves together total $34 billion. A further 11 percent 
devaluation in November 1990 is expected to allow China to continue to 
maintain a trade surplus and reduce export subsidies. Inflation was reduced 
from 18 percent in 1988 to 2 percent in 1990, but at the cost of more than 
halving the rate of growth from 10 .9 percent in 1988 to 4.9 percent in 1990. 
To maintain a desirable balance between inflation and a return to higher rates 
of GDP growth, the authorities will have to continue strengthening macro­
management, and in particular reduce the rapid expansion of domestic credit 
observed in 1990 (25 percent), and move forward with reforms to enhance 
efficiency. 

4. China's foreign debt is thought to have increased only slightly and 
the debt service ratio is expected to remain in the 9 to 10 percent range. 
The capital account strengthened considerably in the later part of 1989 and 
1990, and the resources generated by exports and foreign capital inflows will 
allow China's foreign exchange reserves (including gold) to remain within the 
range of 6 months of imports. These trends are likely to produce a current 
account surplus in 1991, an approximate balance in 1992 (under the assumption 
that imports will grow by more than 10 per cent per annum), and deficits of 
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less than one percent of GDP through the decade. The level of borrowing is 
likely to remain low as long as the Government proceeds slowly with the reform 
program. 

5. Domestically, there is some evidence of recovery, but the number of 
loss making state enterprises, inventory build up and sluggish retail sales 
warrant attention. The fiscal situation also remains worrisome since Central 
Government revenue is inelastic, reflecting three to five year tax contracting 
with provinces and state-owned enterprises, while expenditures have expanded 
under the pressure of financing enterprise losses, procurement of a record 
grain harvest, and price subsidies. China still needs to reform fundamental 
distortions and imbalances in the system, but medium- and long-term economic 
policy has still to be clearly defined and the detailed reform agenda for the 
next few years is a subject of considerable internal debate. The Eighth Five 
Year Plan (1991-95), suggests that reforms will follow an incremental approach 
and will proceed after experiments are carried out in selected cities and 
regions. The "retrenchment program" will be maintained over the first two 
years of the Plan, while in the period 1993-95, the authorities intend to 
extend more broadly the successful experiments. Items uppermost on the agenda 
are housing, social security, finance and trade reform, as well as adjustment 
in prices of agricultural and basic industry products. 

6. The Unified Survey projections call for growth of 5.5 percent per 
annum in 1991-92, rising to 7 percent in later years. Assuming continued 
growth in world trade of 6 percent per year and a continuation of the most­
favored nation (MFN) status for China, export growth of 10 percent per annum 
is feasible through the nineties, given appropriate exchange rate policy and 
an early tightening of financial policies. 

Downside Risks 

7. Policy Slippage. The authorities have demonstrated a good record of 
correcting macroeconomic and financial imbalances once they emerge, usually 
following expansionary credit policies and decentralization measures . 
However, to correct these imbalances the authorities have tended to rely on a 
greater use of central administrative control of credit and investment rather 
t han indirect instruments . Furthermore, the policy of reserving available 
credit expansion for priority sectors in accordance with industrial policies 
misallocates resources, weakens financial discipline in the state-owned 
enterprises and worsens the quality of loan portfolios of commercial banks. 

8. A second source of policy slippage is the continuing fiscal problem 
of the Central Government. It is estimated that one-third of the budget 
(equivalent to 5.5 percent of GDP), covers enterprise losses and consumer 
subsidies. Meanwhile, the ratio of total revenues to GNP has declined from 
22.6 percent in 1987 to an estimated 21.4 percent in 1990, forcing the 
Government to step up borrowing in the domestic market. As a result, the 
Treasury has mandatorily placed increasing amounts of bonds with shorter 
maturities, making it increasingly difficult for the Government to refinance 
its domestic debt and honor redemptions by enterprises. Action in this area 
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is called for, to avoid increased reliance on central banking financing and 
commercial bank credits. 

9. External Environment. China's overall vulnerability to external 
factors is relatively low. For instance the PAC downside could be financed 
from reserves for 3-4 years before policy adjustment become essential. The 
main source of vulnerability lies in mounting trade tensions with the U.S. 
China's trade balance soared from a $6 billion deficit in 1989 to a surplus of 
$13 billion in 1990, even without taking into account re-exports through Hong 
Kong. The size of this surplus may become a factor when the question of 
renewing China's status comes up before the U.S. Congress in the summer of 
1991. The export growth projections are also predicated on technology 
transfers through joint ventures and direct foreign investment. A loss of 
confidence on the part of foreign investors could thus damage export growth 
prospects. 

10. Financing Plan. Following the events of June 1989, there was a 
sharp drop in foreign exchange earnings from tourism, new direct investment 
and remittances from overseas Chinese. Earnings from tourism in 1990 ($2.2 
billion) regained the level of 1988, while direct foreign investment ($3.4 
billion) continued its upward trend. In the medium term, slower economic 
growth or renewed political turmoil could damage the prospects for foreign 
direct investment and jeopardize the confidence of external creditors. Such a 
drop in foreign investment or reduced lending from commercial sources would 
lead to the need for import compression which in turn could influence the 
growth of both exports and GDP. 

Relations with External Creditors 

11. China's relations with its creditors have been good, and its servicing 
record punctilious. Although not in serious doubt, China's creditworthiness 
since mid-1989 has been the subject of much foreign media speculation and, for 
the first time in a decade, there was significant political uncertainty, at 
least through the first half of 1990. Isolated and minor incidents of 
payments arrears have also raised concerns. This relate to two systemic 
factors that have not been addressed by the authorities as they should be: 
( i) the fact that China's domestic foreign exchange allocation system is 
fragmented and to a large degree pre-allocated, depriving some borrowing 
entities of flexibility in access to foreign exchange; and (ii) some ambigu­
ities over what constitute China's sovereign debt. Since both of these 
considerations are common sources of payments delays in other countries, they 
will need to be corrected to avoid a possible arrears problem with the IBRD as 
large amounts of amortization begin to fall due. 

Bank Exposure and Risk Management 

12. The base case lending program assumes continued modest reforms in 
the next two years while the austerity program continues, with more signifi­
cant reforms leading to increased dynamism in the economy in the later years. 
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At the level of debt accumulation implied in the Region's base case, and 
assuming significant direct foreign investment, China's overall debt indi­
cators remain within prudent limits, with borrowing from private sources 
between 1991-93 remaining at moderate levels. With IBRD lending of $5.4 
billion over the FY92-94 period (all projects) and growing in line with 
overall lending thereafter, net flows would average $600 million per annum 
over the next five years and $1,100 million per annum in the later part of the 
decade. Portfolio share would increase from 3 percent to 5 percent by 1995 
and to 8 percent by 2000, while exposure ratios would remain within guideline 
limits through the end of the decade. 

Apr i l 24 , 1991 
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SUBJECT: China CEM FY90: Creditworthiness Issues 

At Mr. Qureshi's request, I am attaching for your review the 
section of the China GEM that deals with external borrowing and 
creditworthiness. 

I would appreciate having your comments by c.o.b. April 30. 
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cc: Mr. M. Qureshi 

SYusuf:hk 

/ 
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market-based exchange rate determination system. Further, recent experience 
in China demonstrates clearly that the economic system is responsive to 
exchange rate movements, and it is the effective exchange rate which is the 
most important of all export incentives, even in China . The maintenance of a 
competitive exchange rate is an issue of critical importance to the achieve­
ment of China's export targets, and, as the Minister of MOFERT put it, "to the 
s cale and program for (China's) domestic economic construction ". 

External Borrowing and Creditworthiness 

5.48 Future Trends in Debt Indicators. China's trade performance has 
contributed significantly to the country's creditworthiness. Other factors 
that have helped maintain access to international capital markets are the 
country's impressive growth rate that has kept the ratio of debt outstanding 
and disbursed to GDP to a modest 8 percent; and the high rate of national 
savings that holds down the current account deficit, insulates the economy 
from external shocks and supports the expansion of exports. In the medium 
term, the economy is projected to grow by between 3 and 6 percent with longer­
term growth falling in the 6.0-7.0 percent range . The increasing share of 
manufactures in exports will also help to sustain export trends. Export~ are 
projec ted to rise by about 7 percent in the first half of the 1990s, w~th 
manufac tures growing by 8-9.0 percent per annum. As savings propensities are 
likely to remain strong and the share of investment in GDP should decline 
somewhat (counterbalanced by increased efficiency as reforms unfold), the 
resource gap should remain fairly small, moderating China's net borrowing 
needs . The continuation of relatively contractionary policies during the 
first half of 1990 and modest reflation in the second half of the year will 
limit the growth rate to 3-4 percent and possibly give rise to a small surplus 
on the BOP current account . Thereafter, as the economy picks up speed the 
cur r ~nt account deficit may reappear, but should be less than 1 percent of GDP 
in 1995. 

5.49 This pattern of growth and external borrowing will keep the debt 
servicing burden down to manageable levels and sustain China's creditworthi­
ness. Table 5.1 present the external accounts and the various indicators 
which measure the burden of indebtedness under the base scenario which is pre­
dic ated on continuing reforms and openness. The principal assumptions under­
lying these projections are given in Table 5.3. The ratio of debt outstanding 
and disbursed to GDP in 1990 will be about 8.5 percent and the total debt ser­
vice ratio 9.2 percent. Total repayments of public and publicly guaranteed 
medium- and long-term debt (including interest) will rise from $4.38 billion 
in 1989 to $5.81 billion in 1990 and then decline somewhat by 1994, followed 
by another upturn in 1995 . The debt service ratio, however, should fall stea­
dily to 5.7 percent in 1995 with total debt outstanding and disbursed to GDP 
reaching 6.3 percent. China's credit standing should remain satisfactory even 
if growth of GDP and of exp9rts is substantially lower--4.7 percent and 5.8 
percent respectively (average 1990-95)--and the implementation of reforms pro­
c eeds at a much slower pace than currently foreseen. Scenario 2 (Table 5.2) 
provides some illustrative projections for the various debt indicators were 
China, for external as well as domestic reasons, ·to pursue a much more conser­
vative economic strategy. The significant but plausible assumptions underly­
ing this scenario (Table 5.3) are that (i) savings behavior will not change 
markedly; and (ii) that the authorities will be in a position to regulate the 
trade and capital accounts as they have during 1989/90 . 

/ 



Table 5.1: CHINA: Creditworthiness Ratios: BASE CASE 

------------------------------------------------~:_.:_ ____ 11 ~ ---- I 7. ( ---- t) 1..- ---- t ~ c- ____ 1 7 _ I ---- L '1. ~ ____ l '1 i 1tf 
1988 1989 1990 1991 1992 1993 

Interest Payments/XCS 3.0 3.9 3 . 8 3 . 3 3.0 2.6 
T ota·1 debt se rv i ce/XCS 6.9 7.6 9.2 8.6 8.4 7.1 
DOD/XCS 60.3 59.1 53.9 50.0 45.1 41.4 
DOD/COP 8.6 8.1 8.5 7.9 7.3 6.9 

Repayments (Amortization+Interest) 3690 4384 5812 5973 6489 6049 
(in mi I lions of USS) 

REF: RAPARLA\CEM\CREY\ASSUMPTI.WKl 04/25/90 

Table 5.2: CHINA: Creditworthiness Ratios: LOW CASE 

Interest Payments/XCS 
Total debt service/XCS 
DOD/XCS 
DOD/CNP 

Repayments (Amortization+Interest) 
(in mi I lions of USS) 

REF: RAPARLA\CEM\CREY\ASSUMPTI.WKl 04/25/90 
NOTE: XCS: Exports of goods and services. 

DOD: MLT Debt outstanding and disbursed. 

1988 

3.0 
6.9 

60.3 
8.6 

3690 

1989 1990 1991 

3.9 3.8 3.3 
7.6 9.2 8.5 

59.1 52.5 46.8 
8.1 8.3 7.4 

4384 5812 6897 

Table 6.3: CHINA: ASSUMPTIONS 

EXOGENOUS 
---------
Export Growth Rates (") 

XCNFS GR Total GNFS (endogenous) 
of which XMANUF_GR Manufacture 

Import Growth Rates (") 
Total cif Imports growth rate (MGNFS) 

(endogenous) 

Other Ratios l Growth Rates (") 
AlQ Investment/GDP 

ENDOGENOUS 
----------

GDPCR GOP growth rate(") 
Current account balance/GOPCUR (") 

1988 1989 

17.46 8.95 
17.79 13.53 

18.98 8.19 

37.69 36.60 

11.20 3.89 
-1.02 -1.08 

Base Case 

AVERAGE 
1990-5 

6. 71 
8.50 

6.77 

33.92 

6.84 J 
-0.46 

1992 

2.8 
8.3 

41.2 
6.6 

6296 

1993 

2 . 3 
6.9 

36.6 
6.1 

6773 

Low Case 

AVERAGE 
1990-6 

6.03 
7.68 

4.02 

33.92 

4.66 J 
-0.13 

1994 1995 

2.3 2 . 1 
5.8 5.7 

39.3 38.6 
6.5 6.3 

5566 6105 

1994 1995 

2.0 1. 7 
5.5 5.3 

32.7 28.9 
5.5 4.9 

5127 5392 

~ 
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5.50 External Debt Management. As the opening of the economy multiplied 
the range and complexity of foreign contacts, earlier regulatory procedures 
were found to be inadequate. Since the mid-eighties, the government has moved 
to centralize and systematize external borrowing in order to contain the risks 
inherent in economic liberalization. The State Planning Commission formulates 
the overall borrowing plan, in consultation with the People's Bank and the 
Mi11istry of Finance, but ratification is still required by the State Council . 
Bilateral lending is managed by MOFERT and the MOF is responsible for borrow­
ing from the World Bank. However, the activity of data gathering, and the 
supervision of commercial borrowing is the task of the State Administration 
fnr Exchange Control (SAEC). Created in 1985 as an entity within the People's 
Bank with branches throughout the country, the SAEC has, after an uncertain 
start, gained in administrative capacity and technical skills. These quali­
ties, which seemed somewhat tentative in 1988, were put to the test in late 
1988 and 1989, when the authorities acted first to increase the scale of 
imports to dampen domestic demand pressures, and followed this up with a 
policy of tight restraint on all commercial foreign transactions, starting in 
the third quarter of 1989. By and large, the framework for assigning quotas, 
reporting, cross-checking and enforcing that has been put in place, appears 
serviceal>le although more experience and the accumulation of trained man~ower, 
will certainly improve matters. The situation that prevailed during 1984-88, 
when not just the ten officially designated borrowing windows~/ but also a 
few hundred provincial financial entities, were raising funds overseas has 
been checked for the most part, through the rigorous use of administrative 
pressure. No doubt the lack of receptivity in international capital markets, 
during the latter part of 1989, has eased the SAEC's task, but as an 
organization it has apparently gained in strength and credibility. 

5.51 Administrative capability to manage external borrowing is one facet 
of creditworthiness and the changes introduced, seem to be bearing fruits. 
The reporting net is still far from watertight--some borrowing by Chinese 
entities with operations in Hong Kong is probably not captured by the statis­
tics--but the leaks are few. Another equally important facet is the composi­
tion and management of the existing debt portfolio . 

5.52 China has shown considerable bargaining skill in overseas markets, 
fully exploiting the attractions of its market, its low exposure and the 
strength of its economic performance, to extract the most favorable possible 
terms from lenders--especially Japanese banks. Borrowing from Japanese insti­
tutions has been at 15 points below LIBOR and from others, the rates have 
averaged 25 points over LIBOR. Concessional funds have been sought where 
possihle. From 1.1 percent of the total in 1981, concessional borrowing rose 
to a peak of 22.7 percent in 1985 before settling at just under 20 percent in 
1988. Average interest paid on such borrowing has declined from 5.9 percent 
in 1984 to 4.3 percent in 1988. For the entire portfolio, average interest 
charges were 7.1 percent in 1988, close to par for the eighties although 
maturity on both concessional and overall harrowing is down to 22.7 years and 
12.74 years, respectively . . About 40 percent of the borrowing is at variable 

~/ These are: The Bank of China, the Communication Bank of China, the 
Claina Investment Bank, the China International Trust and Investment 
Company, and the Guangdong, Fujian, Hainan, Shanghai, Tianjin, Dalian 
international trust and investment companies. 

/ 
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rates which is close to the norm under current market conditions and does not 
expose China to unusual risks (Table AS.3). 

5.53 The ratio of short-term to total debt is another index of portfolio 
quality. When China was a newcomer to the international capital market, much 
of its borrowing was for purposes of trade and tended to be of short maturi­
ties--41 percent in 1983. Such lopsidedness, that would be highly unwelcome 
in the event of a crisis, has been quickly corrected. The share of short-term 
borrowing was under 26 percent in 1986 and down to 21 percent in 1988--about 
normal for an economy with a trade to GNP ratiu of nearly 30 percent (Table 
2 .1) . 

5.54 As Japan has been the principal net supplier of capital in the inter-
national market and Japanese banks have sought close relations with China, 
much of the borrowing in the mid-eighties was Yen-denominated and at quite low 
rates. The appreciation of the Yen in 1986/87 triggered a change in portfolio 
composition, the percentage of dollars being increased to 40 percent by 1989 
and the Yen share brought down to 34.3 percent. In hindsight , the shift may 
not have been wisely timed given the strength of the dollar during 1987-89, 
t,ut future trends for the dollar and the proportion of China's trade denbmina­
ted in that currency favor the maintenance of the current ratios. 

5.55 A third d~terminant of credit standing is the size of a country's 
li~uld reserves that can enable it to ride out an emergency. By the interna­
ti<1nally accepted rule of thumb, reserves equivalent to three months of 
imports are adequate. China has allowed itself a more comfortable margin: 
reserve~ amounted to $12 billion in 1986 (4 months of imports), rising to 
$19.6 billion (5.3 months) in 1988 (Table 1.1) . The need to finance debt 
servicing obligations and other claims in 1989, when MLT credit became 
unavailahl.e, forced China to dip into its reserves which fell to a low of 
$14 . 8 billion in the micldle of the year. However, the recovery of trade 
brought about some relief and at the end of 1989, total reserves were estima­
ted at $17.S billion--about a third with PBC and the balance held by the Bank 
of China. These were equivalent to 3.5 months of imports. In actual fact, 
China's reserve position may be stronger than the published statistics indi­
cate. The country may now be the sixth largest producer of gold. In 1988 
output was estimated tu be 60 tons, rising to about 80 tons in 1989.~/ This 
could be used to augment gold reserves that have remained constant at 12.67 
million ounces f,>r several years. It is believed that substantial sales and 
forward transactions in gold during June-August 1989 were a source of addi­
tional liquidity at a time when overseas branches of the Bank of China were 
faced with mounting withdrawals. 

5.56 By economic indices, China's credit standing looks fir~ and the coun-
try compares very favorably with other developing countries in South and 

/ 
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Southeast Asia, not to mention the Latin American region.9/ However, the 
problems that arose in mid-1989 have aroused fears regarding future political 
stability. These concerns, that have been stilled somewhat with the return of 
normality, have led credit rating agencies such as Moody's to mark China's 
creditworthiness from A3 to BAA. They have also induced lenders to reexamine 
their exposure in China and future plans for acquiring Chinese paper. 

5.57 Future Actions. Some improvements in debt management merit attention 
in the coming years. External borrowing decisions still remain dispersed over 
several agencies. The SAEC has begun filling its role in a fairly short space 
of time, but there are gaps in its coverage and lingering uncertainties about 
the volume of debt contracted in the 1984-86 period, before reporting rules 
were tightened. The amounts involved are probably a few hundred million 
dollars. Nevertheless, these must be made precise and the obligations of the 
state specified. Essentially, this is a matter of perfecting the information 
feedback system and verifying what is received. The regulatory powers of the 
SAEC might also he put on a more formal basis so that it is able to police 
borrowing and impose order among borrowers, when rectification imperatives are 
succeeded by normal times. 

5.58 There remains some confusion over what is China's sovereign deht, and 
what rests on the creditworthiness of the borrower alone. Sovereign liabili­
ties include, potentially, all borrowing and guarantees by Chinese borrowers 
and obligations of joint ventures and borrowing by overseas Chinese enter­
prises. Creditors' behavior suggests that they consider the bulk of China's 

~/ China's record in servicing its debt has been good but certainly not 
flawless and in recent months problems have been reported, particularly 
in connection with lending in the mid-1980s. At that time, foreign 
banks were aggressive in seeking business, skimped on documentation and 
did not look too closely at the guarantees mobilized by the many 
provincial agencies that trawled East Asian financial markets for 
funds. Now some of these guarantees are being called, there is a 
concern that a few of these might have been "improper" and may not be 
eligible for repayment. In the past twelve months, cases have been 
brought against Chinese entities by First Chicago Bank, Lloyds Bank, 
the Hung Kong and Shanghai Banking Corporation, and Security Pacific. 
The latter concerns bankers ~cceptances guaranteed by the PCBC branch 
in Shenzhen. Lloyds Bank is suing the CITIC Industrial Bank branch of 
Shenzhen for nonpayment of $1 million in letters of credit. The Hong 
Kong and Shanghai bank is involved in lawsuits with three Chinese 
gnarantors for a total sum of $81. 3 million. Finally, the First 
National Bank of Chicago has brought a suit against the thina National 
Machinery and Equipment Corporation to claim $14.65 million that were 
gnaranteed by its Guangdong branch on behalf of Carroway Enterprises, 
Ltd., registered in Hong Kcing. The decline of tourism in 1989 has 
clouded the future of several hotel projects and two in Guilin may have 
to be rescheduled. Other complaints refer to small delays in the 
rt>payment of loans and trade credit,· which in the current atmosphere 
are causing irritation; But Hong Kong bankers, who are among the most 
sensitive, admit that, hy and large, Chinese borrowers have been quite 
scrupulous in servicing their loans at least thus far and that delays 
may affect 3-5 percent of loans. 

/ 
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external debt to be sovereign. The Chinese authorities argue that this is not 
so, and that even the BOC borrowing on behalf of the government is only an 
organ of the state, not the state itself. As a practical matter, however, it 
appears that most debt in the event of difficulties, would come to be sover­
eign if China places a high premium on its future credit standing. Thus, 
BOC's borrowing must be considered sovereign debt; in addition, any borrowing 
by the nine other institutions is also fairly clearly sovereign borrowing . 

5.59 The distinction between sovereign and nonsovereign debt, and between 
sovereign and debt and guarantees and nonsovereign debt and guarantees, could 
be accomplished by the dissemination of a State Council pronouncement 
expressly, forcefully, and publicly disclaiming responsibility, legally and in 
fa c t, for the debt of all but a narrowly defined (preferably expressly named) 
group of borrowers. This disclaimer could be made by a carefully drafted 
letter, delivered to, say, the 500 largest foreign commercial and investment 
banks. In addition to the general disclaimer, the letter should specifically 
st.ate that any "comfort letters" or other representations made by any ministry 
or other organ of government are without effect. 

5.60 This approach is consistent. with the effort to decentralize enter-
prise account.ability and management, since it would make clear that enter­
prises must be financed on their own merits. It will make it difficult or 
impossible for foreign banks to justify credits to these enterprises on the 
basis of implicit sovereign guarantee and can be expected to dramatically 
reduce the availability, and raise the cost, of foreign credit to these enter­
prises. Meanwhile, with expressly guaranteed borrowers enjoying substantially 
cheaper access to foreign borrowing, they will become the most attractive 
source of foreign exchange for enterprises, thus providing an incentive for 
the development of a viable internal intermediation system. 

5.61 It is quite likely that, for borrowing activities in 1990, terms may 
lie harder and lenders less inclined to shave margins for the sake of future 
husiness with China.!/ In these circumstances, the borrowing strategy might 
have to be better orchestrated so as to keep costs down. This will require 
using China's most creditworthy institutions in the proper sequence; avoiding 
market saturation through appropriate spacing and dispersion of markets; and 
choosing the borrowing instrument, e.g . , syndicated loans or bonds, with an 
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eye t.o rP ceptivity.10/ There is, at the moment, no problems of excess but 
neither is t here much of a secondary market for Chinese paper that would serve 
to enhance absorptivity. 

5.62 It would be useful for China to consitler advice given to Korea a few 
years ago which is to develop correlations between China's terms of trade and 
various exchange rates and use these expected exchange rates to guide the 
cho i ce of currenc y in future borrowing.ff China's pattern of external trade 
is an important determinant of the currency composition of its foreign 
exchange. External liabilities and assets should be managed in an integrated 
faAhion because what really needs to be managed are net liabilities, that is, 
exter11al liabilities minus external assets such as foreign exchange reserves. 

5.63 Berause of China's relatively high ratio of exports to GDP, varia-
t ions in export earnings should be reflected to the extent possible in the 
time profile of tlel1t service payments . A variable maturity loan may suit this 
p11rpose; it reduc es uncertainty and permits the earmarking of funds for future 
tlPht service. A lengthening of loan maturity would only be justified when 
China's ahility to pay deteriorated. Extending of maturity, say through post­
ponement of amortization, would have been appropriate for China in the m1d-
1980s . 

10/ The inc rease in hand issuance is one of the most prominent current 
tr.ends in international capital markets. Gross issues of international 
bonds have increased from US$75.5 billion in 1982 to almost US$168 
billion in 1985. Although OECD countries and international 
organizations dominate the market, China has recently increased its 
ac tivity in this market. A recent World Bank report describes a number 
of trends in this market having implications for future external 
financing in Korea--implications that apply to China just as well. 
These trends are: (a) the resurgence of fixed-interest bonds after a 
substantial decline in their popularity following the high inflation 
and high interest rates in the late 1970s and early 1980s. With low 
inflation in key industrial countries in the foreseeable future, 
investors have been drawn back to fixed-interest bonds. Longer 
maturities, together with the option to issue callable debt, which 
prevents issuers being locked into high interest rates, are attractive 
to borrowers who need t p reduce their exposure to future high interest 
rates while at the same time reducing their use of short-term debt; 
(b) the recent easing of regulations in a number of countries, 
inc l~ding Japari and Germany, which should improve the -prospects of 
currency diversification inn this market; (c) the increasing popularity 
of equity-related bond instruments such as convertible debentures and 
warrant issues. Issuing equity - related debt can be an attractive 
option for certain ~ypes of enterprises, such as juint ventures. It 
can be a cheap furm of finan c e fur an enterprise with high earnings 
potential. 

/ 
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March 16, 1990 

Mr. Moeen A. Qureshi 

China: Country Strategy Issues 

Moeen, 

1. I do not have major difficulties with the approach 
presented in Mr. Burki's note, and would only stress the 
uncertainty regarding future developments. These are perhaps 
inadequately recognized in para 3. 

2. The proposal to think in terms of an alternative "base 
case" and a "low case" lending scenario on the basis in progress of 
two areas of primary focus - macro-economic stability, with 
emphasis on strengthening the institutional aspects of macro 
management and continued price and marketing reforms - is sound. 
However, one can question whether a low case lending level of 2/3 
of the volume of the base case reflects enough of a response to 
policy regression and drift. 

3. A flexible approach to the sectoral composition of 
lending depending on the progress in sector specific areas of 
reform (para 11) is also an appropriate one. 

4. The issue in para 20 regarding the disposition of IDA8 
resources and of China's share in IDA9 seems to be discussed in 
isolation from the rest of the note. I believe that it cannot be 
resolved without taking account of whether we are in the low case 
or the base case situation in China. A poor performance should not 
mean that the low case lending level should mean that IDA lending 
remains unchanged and only Bank funds are reduced. Claims on IDA 
funds should reflect performance. This point is strengthened by 
the fact that as demonstrated in Annex 1 creditworthiness issues 
are not important in China. 

5. We have not had the time to check the projections 
summarized in Annex 1. However, the story hangs together. 

6. There is something curious about Annex 2. I do not 
understand why the total of the low and base case is presented in 
the table. 
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SUBJECT: China: Country Strategy Is sue s 

1. In his memorandum of January 9, 1990, recording th e outcome of 
the President's Council's rev iew of FY91 - 93 country lending allocations , 
Mr. Conable noted inter alia that he was concerned about the realism of 
underlying assessments of country performance prospects for four 
countries, including China; a nd that, in the case of China , the lending 
levels proposed should be considered provisiona l until we h a d resume d 
le~ding and he had review~d . a . new _Country Strategy Pap e r (CSP) . 

2. With the approval of the North China Ea rthquake Re construction 
and Jiangx i Agricultural Development credits on February 8 a nd 27 
respectively, we have now formally resume d lending. Meanwhile, there are 
several practical issues that require an early decision, i n c luding the 
re-phasing of our FY90/91 lending operations and the pre para tions for 
your upcoming visit to Beijing. According l y , the purpos e of this 
memorandum is: (a) to summarize recent macroeconomic trends in China, 
including the prospects for continued economic reform (base d on the draft 
CEM now under preparation); (b) to assess the implications for our 
country assistance strategy in general, and for the scope, s ize and 
content of our current FY91-93 Business Plan, in particula r; and (c) to 
recommend a plan of action for managing the continuing unce r ta inties 
surrounding our FY90/91 lending and operations programs during the nex t 
18 months. 

Background 

3. The events of June 3-4, 1989 in Beijing and the r ecent eight-
month hiatus in Bank/IDA l ending have changed the clima t e for Bank Group 
activities in China significantly. Until last year, China's decade - long 
commitment to economic reform was not seriously in doubt; nor was the 
size, content or planned rate of growth in the Bank's China program. 
Both assumptions are now being questione d, b y public opinion, foreign 
investors, and the Bank's principal sha r eholde rs. Rel a t ed to this, the 
Bank's role in China, including the standa rds by which it s effective n e ss 
is judged, will probably be subjected to closer, more public scrutiny in 
the immediate future. Second, although the worst fears of last swnme r 
concerning a possible major reversal of ove rall reform h av e receded (and, 
in retrospect, were exaggerated), the political situation in China 
remains uncertain. It is unclear whether the leadership's recent efforts 

, 
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to regain public confidence, during a period of economic austerity, will 
ultimately be successful; nor, whether the inevitable transition from th e 
old guard of senior leaders to a new ge neration will b0. orcl c~r.ly, and wli a t 
this may portend for economic policy . Third, althoueh we have initiat:e cl 
the resumption of lending, the current FY90 lending plan, formally 
comprising the remaining 6 delayed FY89 operations totalling $720 million 
arid 12 FY90 operations totalling about $1.7 billion is no longer feasible 
in practice, and both the FY90 and FY91 operations and lending programs 
will have to be adjusted to current and foreseeable realities - within 
the Bank, including the attitudes of G-7 Executive Directors, and in 
China. 

4 . It is against this background - namely, the changed environment 
for the Bank's China program, the continuing political unc e rtainties in 
China in the short-term, and the need to adjust our current FY90 lending 
plan - that the issues below are discussed. 

Macroeconomic Trends and Reform Prospects 

5. Regarding recent economic developments, the draft CEM, now 
scheduled for discussion with the authorities later this month, re­
affirms the preliminary judgements made in the paper distributed to the 
Executive Directors last December and in my statement to the Board on 
February 8. It endorses the pri9rity being given ~stabilization in the / 
short term and draws attention to the need for improving the management 
of the ~onomy through institutional and policy reforms. However, we 
have two major concerns about the outcome of the 5th Plenum of the 13th 
Central Committee last November: first, the authorities' reliance on 

/ irect _cont!'QJ.~_u_r:e_.s to achieve macroeconomic stabil:j,ty, and their V 

apparent effectiveness in the short term, may discourage them from 
proceeding with the difficult but increasingly urgent actions required to 
strengthen longer-term macroeconomic management throGgh institutional 
reforms; second, the fragile political consensus, as well as latent \.../ 
disenchantment with the consequences of macro-stabilization, could erode 
popular support for the important reforms that are still needed. 

6. Looking ahead, China ' s growth during the next two years of 
stabilization (1990/91) will probably be significantly lower - at 4-5% 
annually - than the double digit rate recorded in 1988. Over the mediurn­
term, and with improved macroeconomic management and more market-oriented 
pricing policies, the growth rate could average 6-7% annually. There are 
three reasons why the rapid growth rates of 1984-88 will be difficult to 
replicate. First, the easiest efficiency gains released by private 
enterprise in agriculture, based on existing infrastru_cture, have been 
largely exploited; and further productivity increases will have to come 
from new investments and diversification. Second, the high investment 
rates of the boom years were partly financed through monetary expansion, 
which now needs to be controlled for macro stability. Third, the process 
of decentralizing industrial management and investments has reached a 
stage where directions for improvements are not clear so long as 
ownership rests with the State. 

. ' 
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7. Annex 1 (attached) summarizes briefly the above growth 
implications for China's external sector, including its borrowing 
prospects, creditworthiness, and the Bank's exposure. It concludes that: 
with a projected debt service ratio through 1995 comfortably b elow the 
government's official policy target of 15%, China remains fully 
creditworthy on economic grounds; and that, under all projected lending 
scenarios, China remains well within the Bank's established exposure and 
porttolio parameters for Bank lending. It thus provides the basis for 
moving forward with the implementation of our "base case" program for 
FY91/92 (see Annex 2). 

8. Turning to the prospects for reform, the events of 1989 have 
obviously shaken confidence, within China and outside, in the 
government's continued conunitment, despite repeated public reassurances 
by the senior leadership. The Fifth Plenwn's detailed "Decision on 
Improving the Economy and Deepening the Reform", which contains a number 
of positive statements balanced by several ambiguous ones, was evidently 
an uneasy compromise. In addition, it is apparent ~hat the ma intenance 
of macroeconomic and, more broadly, political and soci~l stabi lity is the 
overriding preoccupation of China's leaders for the immediate future. 
Given these realities, it is neither easy, nor would it be prudent at 
this early stage, to attempt definitive judgements which, at best, are 
bound to be mixed . That said, the Bank's mission in China, as elsewhere, 
is to support the country's economic and social development efforts, 
including the reforms required to facilitate this; and, a preliminary 
framework is needed to guide our activities in the immediate future. 
Accordingly, we are now in the process of defining an agenda of 
institutional and policy reforms as the basis for our future dialogue, 
work program and country assessment. 

Implications for Country Strategy 

9. Assuming that China's economic performance and creditworthiness 
remain satisfactory and that the Bank's role as an advocate of continued 
reform may be more important now than ever before, the implications for 
6ur · country strategy in the short-term are relatively straightforward. 
Specifically, we should determine periodically over the next few months 
whether defined elements of China's economic reforms are being advanced 
or impeded by the current stabilization program . In this connection, we 
have tentatively identified two major areas of primary focus. First, the 
objectives of ~ roeconomic_,,s·tability must be maintained, with emphasis 
on strengthening the institutional aspects of macro management. These 
should include: further developing fiscal and monetary policy 
instruments; improving the structure, regulation and supervision of the 
banking system; and, continuing with reforms of the external trade and 
foreign exchange regimes. Second, . rice and marketing reforms must be ., 
pursued to make sure that relative prices reflect, to a large measure, 
demand and supply forces in the market. 

10. If our overall assessment of progress in thes e areas 6-9 months 
hence is positive (e.g ., following Mr. Conable's projected visit to China 
in the fall of this year), it would then be appropriate to resume the 
rate of growth in Bank/IDA lending envisaged in the last CSP; if, on the 
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other hand, the outcome is negative, or uncertain, then tl1e lower 
scenario ··presented in our business plan's "low case" (Annex 2) will be ill 
order. 

11. In addition to the core areas identified in para. 9 above, we 
intend to monitor the status of existing reform policies and experiments 
by reference to a set of sectot-specific benchmarks - defined in terms of 
the progress of ongoing Bank/IDA-financed projects and our economic and 
sector.work (ESW) program and the policy content and objectives of 
lending operations currently in the pipeline. The sectoral composition 
but not the overall size - of the program would be dictated by our 
assessment of progress in these sector-specific areas of reform. 

12. The operational impact of this approach in industry and finance, 
for example, would be as follows. If current enterprise and financial 
reform experiments continue - a key objective of proposed industrial 
restructuring projects in Shanghai, Jiangsu and Tianjin - then we would 
-rroceed with these operations as planned in FY91/92. Similarly, if a 
satisfactory financial policy framework for the proposed Financial 
Institutions Development Loan (FIDL) can be agreed with the authorities, 
it would also be processed as planned in FY92. If, on the other hand, 
the process of financial and institutional reform lags or retrogresses, 
future loans to financial intermediaries would be delayed or, in the 
extreme, abandoned. 

13. Regarding agriculture, if rural reforms are delayed or stalled, 
we would attach renewed priority to regional/basin development and 
irrigation infrastructure-type operations with significant policy content 
- a trend that is already in progress. In addition, operations with 
explicit poverty-alleviation and/or environmental objectives - in 
forestry, agricultural production or resettlement - would also receive 
emphasis. 

14. In transport and energy, the main focus of our operations 
hitherto has been to strengthen the overall planning and project 
management, including procurement, process, as well as to promote 
specific tariff/price reforms. We are also launching a major effort in 
urban development, including urban transport and water supply. Since 
most of the projects in these areas are province- and sector-specific and 
may thus be relatively immune to the progress or otherwise of overall 
reforms, we would continue with a significant lending and ESW program, in 
line with China's priorities for Bank/IDA lending. 

15. Regarding human resources, we would continue to solicit new 
lending opportunities in education, probably shifting our focus, however, 
to provincial operations. We have already begun to concentrate on 
planning and financing issues at the provincial level in education and 
other social sectors and this should continue. Our modest operational 
involvement in health and rural water supply will provide continuing 
opportunities for projects with explicit poverty-alleviation and/or 
envirorunental goals. 
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16. Concerning the Bank's Programs of Special Emphasis (PSEs), we
plan to emphasize the two main areas to which China itself attaches
growing priority, namely the environment and poverty alleviation. We
have three free-standing environmental operations in the FY91/92 pipeline
and an environmental sector strategy task in the FY91 ESW program. In
·addition, an .increasing number of our energy, industry, agriculture and
urban development operations have·specific environmental and poverty
alleviation components.

17. Finally, we would use the existing portfolio and upcoming
FY91/92 operations to re-engage discussion with the authorities on the
systemic issues constraining the effectiveness of Bank assistance,
including: strengthening the design, procurement and contracting process;
resolving internal on-lending, foreign exchange allocation and repayment
issues in a broader context rather than on the current project-by-project
basis; and, exploiting our regular three-year rolling lending program and
ESW consultations with the authorities to involve the Bank more upstream
in project selection and design.

Options for FY90 and FY91-93 

18. Regarding the balance of FY90, and subject to your approval, we
plan to proceed with Board presentation of the 8 operations totalling
about $1 billion already proposed (including the 2 credits approved on
February 8 and 27) with an IDA:IBRD blend of 60:40. We will have 9
additional operations totalling about $1 billion ready for Board
presentation by early May, of which 5 are already negotiated (including 3
delayed FY89 projects). If and when circumstances permit, Board
presentation of any or all of these 9 operations could proceed either in
the final quarter of FY90 or early in FY91.

19. Regarding FY91-93, we have prepared two options for planned
lending, taking into account the approach, including the core and sector­
specific benchmarks, outlined in paras. 9-17 above and these are attached
hereto as Annex 2. The first, or base case, asswnes in principle the
resumption of a "normal" lending scenario of 47 operations totalling
about $7.8 billion. The second, or low case, assumes only 33 operations
totalling about $5 billion, either because of slow, or no progress, in
terms of policy benchmarks or because of continuing political constraints
on Bank:IDA lending to China beyond the Department's control, or a
combination of both.

20. An important issue in this connection is the disposition of the
approximately $1 billion IDA resources available to China under IDA 8,
the commitment period for which expires on June 30, 1990. We should, in
my view, remain sensitive to China's view that its access to IDA in FY90
has been artificially constrained by political factors beyond its control
and therefore accept a significantly "softer" blend than the agreed 65/35
ratio for the FY91-93 three-year rolling plan. Regarding IDA 9
(FY91-93), the low case lending scenario of $5. billion would mean either
a very soft blend (about 50/50) if China were to receive 15%, as
envisaged by the donors, or reallocation of some $2.4 billion to other
IDA recipients. In the circumstances, I recommend: (a) that, for the
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time being, the Department continues to work on the base case scenario 
outlined'in para. 18 above; and (b) that we review the situation again in 
the fall of 1990 to determine whether to lock in the larger base case 
program or to begin moving toward the more restricted low case scennrio. 
In the latter case, we would envisage some downsizing of the China 
program by redeploying some CAM/staff resources. 

21. We need senior management's decisions with respect to the issues 
raised in paras . 10 and 12-19 (overall policy benchmark to d e termine the 
choice between base vs. low case); para. 11 (sector policy benchmarks to 
determine the sectoral composition of the lending program without 
affecting its overall size); and para. 20 (IDA:IBRD blend for the low and 
high cases). 

Attachments : 2 

cc: Messrs. Karaosmanoglu (o/r), Ahmad, Ecevit, Goldberg, Montfort, 
Pearce, Stern, Yusuf, Lim, Wiehen, Yenal 

DPe~fe/SJBurki:em/jd/cdw/em 

(DP~ssues) 



Annex 1 

Borrowing Prospects, Creditworthiness and Bank Expo s ure 

1. China's growth during the next two years of stabilization 
(1990/91) is expected to be substantially slower - at 4-5% annually - than 
in the recent past. Over the medium term , we expect it to return to its 
long-term trend rate of 6-7% annually, with exports growing at 7 - 8% ove r 
the 1990-98 period . These longer-term trends ar e predicated, dome stically , 
on improved efficiency of investment and a continuation of pa st high 
savings rates. Externally, they assume continued appropriate exchange rate 
policy - the recent devaluation was a timely and important action in this 
regard - and continued growth in exports of proc e ssed agricultural 
products, high value-added textiles and machinery . Imports, t e mpora rily 
slowed by the stabilization program, are expected to grow more rapidly , at 
6% per annum, from 1990-98: their composition split between capita l goods 
for . modernization of industry and imports of consumer items. The se tr ends 
will give rise to smail, current account deficits in the remaining two 
years of the stabilization program, or about 0.6% of GDP, increasing to 1 % 
of GDP in the 1991-95 period. 

2. At these current account levels, China will b e borrowing 
$2-5 billion per annum, most of it from commercial banks/supplie rs' c redits 
and financial markets in the 1990-95 period . At presently planned 
commitment levels of [$1.8 billion] per annum, the IBRD share of n ew 
commitments averages 21.5%, and of disbursements 16.2% ove r the 1 99 0- 9 5 
period. If China moved away from its past, relatively balanced tra d e 
posture to a major opening of its market to imports, its financing 
requirements would be higher; however, we consider it more likely that p a st 
cautious trade and borrowing policies will continue. Inde ed, owing to 
stabilization, the most likely scenario is a curre nt a ccount deficit in the 
near term smaller than projected, incre asing a gain after 1992/9 3 . 

3 . Under the base case scenario, China's total external d e bt (DOD) 
would rise to US$88 billion by 1998, equivalent to 47% of e xports and 9.7 % 
of GDP. Despite this increase, debt service ratios would remain low, at 
about 6% of exports in 1998 or near the present lev el of 7 . 6% (1989). Thi s 
is well below the 15% ratio China has set itself. Net financing r equire­
ments and the level of debt would be lower in a lower case sce n a rio if more 
conservative policies are pursued . 

4. Given the overall low level of d ebt, China 's cr editworthiness i s 
not seriously in doubt, despite recent press a nd othe r r e ports. Howeve r, 
recent, minor incidents of payments arrears have rais e d some concerns. 
China has made significant progress in improving it s exte rnal debt 
management since 1985, and two new sets of re gulations, on borrowing 
authorities and guarantees respectively, were issued in 1989. None the less, 
the status of some loans (sovereign/non-sovereign) remains unclear, and 
this is a situation we are encoura ging the authorities to r e me dy . 
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5 . Ban~ Exposure. With current account deficits and leve ls of 
indebtedne··ss 'pf the order of magnitude described above, China's debt 
indicators remain within prudent limits . With IBRD (Bank and IDA) l e nding 
of ($1.8 billion] per annum over the 1990-95 period, preferred creditor 
debt outstanding will rise to 29.4% of public debt outstanding by 1998. 
China would thus remain below the Bank's guideiine that debt to preferred 
creditors should be below 35% of total public DO~ . iBRD debt service as a 
share of public and publicly guaranteed MLT d ebt service would be 17.9% by 
1998 (below the Bank guideline of 20%) and, at these levels of borrowing, 
Bank debt service-to-exports would b e only 1.1% (below the guideline of 
5.5%). 

6. Under a 
1991-93 period, 
the guidelines. 
we believe that 
debt poses less 
country. 

scenario of lower IBRD commitments of $5 billion in the 
Bank exposure would be somewhat lower and still well within 

Even at the higher commitme nt and exposure l eve ls however, 
a somewhat higher share of an overall very low l eve l of 
risk to the Bank than a low level in a highly indebted 

7. Bank exposure guidelines for the "base" and "low" cases are 
analyzed for China in Table 1 below. 

1 . IBRD/Publ ic Debt Servic e 

2. Preferred Creditor DOD/Public DOD 

3 . IBRD Debt Service/XGS 

4 . IBRD Portfolio 

Table l. 

Base Case 

Co=itments /1 

17 . 9 

29.4 

1.1 

8 .0 

Lav Case 

Corrrnitments /2 

14.3 

26 . 8 

0 . 9 

N/A 

/1 A5sumes total IBRD and IDA conxnitments of $7.7 billion from 1991 to 1993, 

ExposLtre 

Guideline 

20 

35 

5.5 

<lOX 

and $2 . 9 billion annually thereafter, for a blend for the 1991-93 period of 65/35. 

/£ As5ume5 total IBRD and IDA conxnitments of $5 billion from 1991 to 1993, 

and $2.9 billion annually thereafter, for a blend for the 1991-93 period of 53/47 . 

3/14/90 

CWallich/DPearce:em 
(DP/CSAnnex 1) 



CHINA 

SUMMARY OF 5-YEAR LENDING PROGRAM 

Low Base I Total 
------------------------------------------------------------------

FY91 
92 
93 

TOTAL 

No. of Amt. I No. of I No. of 
Projs. I Projs. Amt. I Projs. Amt . 
------- -------1 ------- -------1 ------- -------

11 
11 
11 

33 

1 I 
1. 1 I 16 2. 2 I 
1.1 I 16 2.1 I 
1.6 I 16 2 . 9 I 

I I 

5.o I 47 .o 7.8 I 

26 
27 
27 

80.0 

3.9 
-4 .4 
-4. 6 

12.8 

Annex 2 



THE WORLD BANK/INTERNATIONAL FINANCE CORPORATION 

OFFICE MEMORANDUM 
DATE: November 29, 1989 

TO: 

FROM: 

Ms. BarbaraRaf a 
.{ 

/ ' 

Fred D. Lev- f~ 
//t_L c:': L_.

7 
Khalid Sira~ and 

EXTENSION: 78058 and 73351 

SUBJECT: China-Financial Institutions Development Loan and Sector Strategy Paper 

1. Thank you for the opportunity to discuss witn · you the draft FEPS 
for the proposed project and the annexed strategy paper. As indicated in 
our discussion, in addition to the comments made at the review meeting, 
we have a number of concerns and questions that we hope will be taken 
into account in the revision of the documents and further thinking about 
and processing of the loan. We fully concur in the objectives set out in 
the documents; the comments below are related to issues of timing and 
tactics as well as a need for some further c larification. 

2. The strategy paper proposes to forge a closer link between 
policy performance and continued lending in the financial sector, and 
five areas are listed where progress is deemed particularly important and 
is to be monitored. We believe that the approach outlined is correct, 
and, with one reservation (see para . 5 below), we do not disagree with 
the indicated priorities. Immediately following this statement, however, 
the potential sensitivity of the dialogue and the need for a flexible 
approach are emphasized. These are unquestionabl y needed, but the paper 
leaves us without a sense of priorities within the priorities or of 
minimum acceptable progress--i.e., of where the proposed link would 
become tangible and binding. We agree that there is no need to document] 
the understandings reached with the Government in this regard, but we do 
need to be clear on, and communicate to them, the basis on which we 
expect to assess p r ogress and make lending decisions. -
3. Given the importance now to be given to the linkage between 
policy and financial sector lending, we wonder whether it is advisable, 

/, as currently planned, to send a large mission for further development of 
M FIDL prior to the discussion of the sector report and strategy. Might 

not this heighten the risk of later misunderstanding with the 
authorities, if they are surprised by a perceived change in the rules of 
the game? 

4. We believe that the strategy paper also needs t o present a 
clearer picture, albeit somewhat speculative, of the future evolution o f 
the banking system that is envisioned . Without such a pi c ture, f o r 
example, it is difficult to evaluate the conclusion of bo th the FEPS and 
the strategy paper that the principal f ocus for institutional devel opment 
should be placed on the major specialized banks. True, their size and 
reach suggest great potential impact on the system, but it may also limit 
the speed and likelihood of change. The argument could be made that 
concentrating on the new and innovative elements of the system--e.g., the 
rural and urban credit cooperatives--would do more to transform China's 
financial sector in the desired directions. In any event, we suggest 
that the strategy paper provide some evaluation of the results of our 
work with the specialized banks thus far. 



- 2 -

s. Both the draft FEPS and strategy paper identify bank spreads as 
th · ate riorit issue as regards interest rates in--China, t he 

OCUS being on assuring the financial integrity of the banks. ~ 
,..Q_vera ll level and structure of interest rates is viewed as a lesser 
issue, inasmuch as credit is still largely admin i stratively all oc ated. 
While recognizing the latter point, we continue to believe that the leve l 
and structure of interest rates are currently matters of great importanc e 
in China, especialr t eir impact on the mob1 1zat1on o 1nanciaI 
~ a time of severe demand pressures. Of particular impo rtance, 
in our view, is the highly negative real interest rat~ . allowed on 
enterprise deposits, which is not, we believe, unrelated to the chronic 
difficulty of restraining enterprise expenditures. In addition to 
co rrecting this anomaly in the interest rate structure, we would try to 
i mpress upon the Government the potential usefulness of instituting a 
more flexible interest rate policy , possibly including the introduction 
of an automatic adjustment mechanism to assure the maintenance of 
positive real rates. After all, this latest bout with inflation will not 
be the last; further spurts c an be anticipated, if and as economic ref o rm 
continues. 

6. We have an immediate concern regarding FIDL per se. The heart 
of the operation is the technical assistance to be provided t he 
participating institutions, and, as the FEPS points ou t, a sustained 
institutional development effort will be required. However, the 
difficulties reported in gaining government approval for the various T/A 
components, its insistence that T/A not exceed 5% o f the total loan 
value, PBC's failure thus far to make a proposal t o the State Council 
regarding its own participation and its relµctan ce to include BOCOM, the 
latter's reluctance to provide requested informat ion, and the insistence 
of all participating institutions on concessionary funding, do not appear 
to signal a strong commitment on the part of the Government or the banks . 
This may be further reason to suggest that a major Bank commitment to 
this project should await discussion of the sector strategy. 

cc . Messrs/Mss Burki, Stern, Ahmad, Pearce, Wallich; Ye nal, Wiehan; 
Vergin, Dubey, Lee, Harris, Okonjo-Iweala. 



.._-i'ICE MEMORANDUM 
DATE: July 21, 1989 ., CONFIDENTIAL 

TO: Bill Stax_:iton, EXC 

FROM: Judith Maguire, EXTP~'-...., DECLASSIFIED 

MAR 1 7 2017 

WBG ARCHIVES 

EXTENSION: 75324 

SUBJECT: IDA-9 and Bank Lending to China 

\ 

1. During .the course of this week I had several conversations with 
Gary Bombardier from Matt McHugh's office. These discussions centered on 
the restrictive language on IDA lending to China whi_s.h was incorporated in 
the House foreign aid appropriations bill. As you know this language was 
offered by Jerry Lewis (R-CA); however, it ~as unopposed at every stage of · 
the process by either Democrats or Republicans, and there would undoubtedly 
have been support for strengthening the language if it had ever come to a 
vote on the floor. 

2. As it is now, IDA would pay a price (lose $115 million in FY90) if 
we were to resume lending to China, and the President did not feel it 
appropriate to make the required certification (always a difficult issue). 
However, Gary wanted the message conveyed to management that the potential 
cost to IDA, should we resume lending to China in what he called •unseemly 
haste•, is far greater than may appear from a simple reading of the 
language. 

3. He asked me to be sure that you and others here in the Bank 
understood that IDA's strongest supporter in the House, Matt HcHugh (who 
with Gary's help was al.most single-handedly responsible for securing 
passage of the IDA-8 legislation), would not be prepared "to lift a finger" 
to assist passage of the IDA-9 legislation if the Bank were to act in 
deliberate disregard of strong Congressional sentiment on the China issue. 
By this he means, I believe, that they trust that the Bank will not move 
precipitiously on China before the appropriations bill is completed (around 
September 30) and final China language can be agreed. Even thereafter, 
depending on events, I believe they would react strongly to a resumption in 
lending this fall. 

4. The bottom line on 
believes that, if the issue 
with great sensitivity, the 
replenishment in jeopardy. 
last for 2 or 3 years". 

this? Gary said this evening he sincerely 
of resuming lending to China is not handled 
backlash in Congress could put the next IDA 
He then said, "the ripple effect on this could 

5. I think ·it important that this warning not be under estimated. It 
comes from the staff of the most influential Member of Congress on World 
Bank issues. This message was not conveyed as a . threat, but rather as what 
I believe is an accurate reflection of prevailing sentiments. I know the 
Bank has to do what it thinks is right on this issue. However, I also 
believe that it is important that everyone understand the possible 
ramifications of our future policy on China. 

cc: Messrs. B. Conable, EXC; E. Stern; · svPFI; J. Wood, FPRVP 

Csr 



THE ~ORLD BANK/INTERNATIONAL FINANCE CORPORATION 

OFFICE MEMORANDUM 
DATE: October 17, 1988 

TO: Files 

FROM: Marianne EXC 

EXTENSION: 73585 

SUBJECT: Minutes of the President's Council - October 12, 1988 

Members Present 

Messrs. Conable, Hopper, Qureshi, Stern, Shihata, Thahane 

Acting Members 

Messrs. Parmar, Cosgrove 

Other Staff 

Messrs. Burke, Cadario, Chap, Churchill, Dubey~ Fischer, 
Karaosmanoglu, Piddington, Pearce, Rajagopalan, Rao, 
Stanton, Tidrick, Maillat, Jay 

Mrs. Haug 

China CSP 

In introducing the subject Mr. Karaosmanoglu noted that there 
were a large number of changes taking place in China. Outside reports 
of these changes were of va·rying quality--some were accurate, others 
were not. After the resumption of the Bank program in China an initial 
focus of the Bank's analytical effort was to develop an understanding of 
the basic structure of the economy. With that analysis in place 
attention has turned to the analysis of specific macro-economic issues. 
He noted three important policy issues: how to establish financial 
restraint; how to achieve better investment decisions and how to bring 
together fiscal and monetary policy. The Bank in the upcoming weeks 
will be discussing with the Chinese the implementation of the existing 
Bank program, the Bank's three-year lending program and the government's 
economic policy. As part of these discussions, Mr. Fischer will travel 
to China,in November to discuss a range of macro-economic issues. 

Mr. Conable opened the discussion by raising the following 
issues and questions: 

(1) Macro-economic control--does the Government have adequate 
control over the key macro-economic variables? There are continuing 
reports of competition between the People's Bank and the Finance 
Ministry over control of monetary policy and instruments. The transfer 
of authority to the provinces further complicates the effort to 

pc •inutea/10 . 12 . 88 
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establish control. Closely related is the concern with the on-again­
off-again stop-go pattern of policy action which has developed in recent 
periods. 

(2) Core program. Does the Region have a core program? It 
appears that th_e Region is set on a $3 billion per year lending program, 
come what may. What steps will trigger going above a core program? 

(3) Sectoral· lending. Are such loa~s just free money since 
the government is prepared to undertake these policy measures anyway? 
Are fast-disbursing loans justified or desirable? 

(4) Cofinancing. The Chinese find it difficult to undertake 
cofinancing projects. One result is that the Bank will be providing a 
very large share of China's external financing. Should the Bank 
encourage the Chinese to accept cofinancing as a normal and desirable 
financing mechanism? 

Macro-economic Management and the Pace of Reform. Mr. Qureshi, 
in response to the issues raised by Mr. Conable, stated that he believed 
the main -questions confronting the Bank in preparing its strategy toward 
China were: can the reform process be sustained and the needed major 
adjustments in the economy undertaken, and how is the Bank's lending 
program geared to assist the Chinese in this effort? Mr. Karaosmanoglu 
observed that any rapidly growing economy experiences to some extent 
some stop-and-go. In some cases countries have successfully coped with 
this stop-and-go pattern, e.g., Korea. In other cases such as 
Yugoslavia the stop-go pattern has had negative results. Mr. Burki felt 
that the Chinese will be able to sustain the reform and adjustment 
process despite inevitable starts-and-stops if they are able to move 
effectively on fiscal restraint, monetary control and administrative 
control. To reduce the stop-go pattern the Chinese will need to achieve 
a more sustainable growth rate. It is believed that a sustainable level 
may be in the area of 7-1/2 and 8-1/2% which would call for a reduction 
in investment levels from the current 38% to something closer to 32%. 
The current investment boom and loose monetary policy threatens not only 
to worsen inflation but also to produce further distortions and harm 
the reform effort. In the last three to four weeks the government has 
taken drastic measures to cut investment. One question now is whether 
these measures will cut the less efficient investments. 

Mr. Fischer called attention to the currently being prepared 
CEM which is more up-to-date on the macro situation than the CSP and is 
in his judgment of high quality although it is only in draft. He also 
noted two serious obstacles to macro-economic policymaking in China: 
there is no central money market and there is extensive local autonomy 
which raises questions concerning the amount of central control which 
the government has. As a result, it may take a long time to get things 
straightened out. 

Core Program and Core Plus. Mr. Burki and Mr. Karaosmanoglu 
stated that the proposed lending program was not supply driven. The 
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Region was not pushing money into China whether the Chinese like it or 
not. The Region is proposing a core program consisting of 12 to 13 
projects per year heavily focused on agriculture, industry and finance, 
and transportation and energy. Such a level of project lending is 
viewed as reasonable given the size of the country and the large number 
of high return ~ctivities that can be undertaken. This project-oriented 
core program would represent 75 to 80% of the total program. In 
addition to the project lending, the Region would also like to use Bank 
lending to respond to the reform efforts of the Chinese. Not just to 
give money but to help develop and support the reforms, to have a seat 
at the table in the discussion of the reforms. Bank leverage in China 
is of course different than that in smaller countries such as Gambia, 
where Bank lending in absolute terms may be small but in comparison to 
the size of the economy it is large. In China the central thing is the 
dialogue. 

Mr. Stern pointed to what he viewed as a dicotomy in the paper. 
The beginning of the paper emphasizes, sensibly he thought, the 
importance of dialogue and structural change; although nowhere did the 
paper provide criteria regarding the policy action or macro-economic 
performance which would govern shifting between the core and the core 
plus program levels. In contrast, the second half of the paper, para. 
39 on, appears to say that China is a large country, there is almost no 
limit to the need and therefore the Bank should supply the proposed 
level of funding. Indeed para. 44 specifically states that the macro 
environment does not affect project lending and may not reduce policy­
based lending. Mr. Stern felt that to argue that there was no intrinsic 
connection between policy action and lending was wrong. 

·Mr. Burki responded that he did not believe that there really 
was a dicotomy presented in the paper. The CSP in para. 11 specifically 
states that the lending program will be kept under constant review and 
will depend on progress on price reform, fiscal deficits, inflation, 
etc. This point was further highlighted by Mr. Karaosmanoglu who said 
that it is already agreed that the Bank's program in China will be 
reviewed every year given the size of the program and the importance of 
China. · At the same time the Chinese have a large number of very good 
projects. What does the Bank do in this context? The Region has 
confidence that the Chinese can work their way through the current 
economic problems and certainly in comparison to other countries they 
are doing well. The Bank can in the meantime develop a very sound 
investment program. 

'Nature of Policy-based Lending. Mr. Shihata noted that para. 
46 suggested different procedures and approaches for policy-based 
lending in China given what is said to be its unique circumstances. He 
asked what these special procedures were since they were not described 
in the CSP. Mr. Stern said that he did not think that a quick­
disbursing loan made sense when it was proposed for the recent 
Agricultural Sector Adjustment Loan for China. He still believes that 
quick-disbursing lending to China does not make sense. Bank loans will 
represent only a modest percentage of the reserve buildup that China is 
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expected to undertake. China doesn't have an acute balance-of-payments 
problem. Can the Bank instead develop instruments to engage the Chinese 
in policy dialogue without using fast-disbursing lending? Mr. Fischer 
said that it was not clear what the rationale for quick-disbursing loans 
was if the macro situation was not under control. He also wondered why 
fast-disbursing__loans were important to the Chinese Government. Mr. 
Hopper observed that in the past, prior to the creation of SALs, the 
Bank had engaged in policy dialogue which led to ·lending which was not 
quick-disbursing. He asked whether the Chinese were more concerned with 
quick-disbursement or policy action. 

Regarding special procedures for policy-based lending Mr. 
Qureshi said that the Region was not thinking of proposing special 
procedures. All the procedures envisioned have been used before--they 
are not new. On this point Mr. Conable stated that there shouldn't be 
special procedures used for policy lending to China. 

On the fast-disbursing issue Mr. Karaosmanoglu disagreed with 
the statement that China did not have a balance-of-payment problem. He 
felt that there existed an enormous demand for imports and that the 
Chinese had kept the balance of payments under control only through 
controls. If these controls were relaxed, imports would expand rapidly. 
On a general level he wondered whether the Bank should be able to 
provide quick-disbursing funds even when a country manages its balance·­
of-payments situation. He also felt that in the case of China the Bank 
will need to address some issues at the sector level. How can the Bank 
address these sector issues without fast-disbursing assistance? 

' Mr. Stern observed that there was substantial distance between 
one-year quick-disbursing policy loans and seven-year disbursing 
projects. He felt that the Bank should be able to find some middle 
ground between these two. Mr. Qureshi said that the Bank is already 
moving to this middle ground. It is already agreed that a positive list 
will be used in sector loans in China which is likely to spread 
disbursements over several years. The Region can also look at the 
potential use of hybrid loans. 

Portfolio Exposure. Mr. Stern and Mr. Shihata expressed 
concern over the fact that the proposed lending program could result in 
a breaching of the Bank's exposure guideline (para. 68). Mr. Stern felt 
that there was no basis for exceeding the guidelines and that the Bank 
should stick to them. He also felt that the discussion in that 
paragraph which argued that the pursui~ of a more conservative strategy 
might lead to lower borrowing requests from the Chinese was upside down 
and that contrary to the argumentation in that paragraph having a large 
share of a small debt can ~lso be potentially dangerous. 

Mr. Stern suggested that an analysis be done of the effect on 
the Bank's program and other lending of staying within the guidelines. 
He noted that once lending programs were in ·place, they were hard to 
turn around even if circumstances changed, e.g., existing loans 
continued to disburse. Mr. Conable reinforced this point by stating 
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that it was important that the Bank avoid being caught in a fait 
accompli. Mr. Qureshi agreed that the Region should prepare an analysis 
along the lines suggested by Mr. Stern. 

IMF. The Region described recent efforts to achieve greater 
IMF involvement~ The IMF recently participated in the CEM mission and 
they are working with the Bank on the social security issue. The Fund 
fielded a mission looking at the inflation issue and prepared a report 
on inflation and growth. The IMF concluded that excessive money growth 
was the primary source of inflation. Wage push was not a factor 
although it could become one if inflation is not reduced. The IMF 
recoimI1endations on macro-economic issues are in line with the Bank's 
including: the need to engineer a soft landing in the area of a growth 
rate of 7-8%; emphasis on a stable monetary framework with growth of the 
money supply in the 15% range; desirability of expressing concern over 
the fiscal deficit which although it is not large now (2%), has 
displayed a worrisome trend; the emphasis by both institutions on the 
reduction of subsidies--subsidies to loss making enterprises account for 
13% of the budget; and continued pressing of the point that there should 
be no stop to the price reform process. The only area where there is a 
difference in emphasis between the Fund and the Bank concerns ways to 
deal with the excess investment pressure. The Bank believes that direct 
administrative controls may be needed. Credit restrictions alone could 
disproportionately reduce town and village investment efforts . . 

IFC. Mr. Conable asked the IFC what their experience in China 
had been. Mr. Parmar said that so far the record had been quite dismal. 
For the larger projects the negotiations had gone on and on with no 
conclusion. The very small projects, financed in large measure by Hong 
Kong Chinese, were going forward but these were often too small for IFC 
involvement. One of the problems faced in China is the emphasis by the 
Chinese on foreign currency generating capacity. Mr. Burki noted that 
this emphasis on balancing foreign exchange earnings at the project 
level had been an issue of concern for the Bank as well. The Bank was 
trying as a first step to get the Chinese to at least balance at the 
provincial level rather than at the project level. Another foreign 
investment issue noted by Mr. Conable was the taxation which occurred at 
the village level. 

Other Comments. The question was raised whether sector 
programs in China, because they tended to be extended to only one or two 
provinces, fostered fragmentation. Mr. Burki said that in some cases 
the Bank needed to address issues in specific provinces but in others 
there wa·S' a need to pursue a national program. Forestry and Railways 
for example involved early on provincial programs but with these in 
place it was now important to move to the national level. On the other 
hand, highways and waterways will have to remain at the provincial 
level. 

Mr. Shihata asked whether there was any issue surrounding the 
Bank's policy on the use of local cost financing, noting that the CSP 
suggested a level of up to 75% for social projects. Mr. Qureshi, 
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pointing to the OMS on local cost funding felt that the Bank had a 
detailed policy statement on the issue. Utilization of this policy of 
course required some interpretation and had to be looked at on a case­
by-case basis. 

The CSP notes the need for substantial technical assistance. 
Mr . Conable asked the Region what they had planned in this area and the 
likely cost . Mr. Burki said that the Chinese have expressed a desire 
for better coordination of technical assistance. The Chinese have set 
up an office to coordinate technical assistance and they would like the 
Bank to do the same. Mr. Burki said that the department has in mind a 
two-man unit for this purpose. 
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Ch _ _, 

---- -------------- --- ----------------- ------------------------------------------------------------------------------------------------------------------------------------
Actual Projections 

------------------------------------------------------------ ----------------------------------------------------------------------
Key Economic Indicators 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 
:a::a:rm=-• - --==---=m ===-=·-

GDP Growth Rate 10 . 4 8 . 8 10 . 2 14 . 5 12 . 7 7 . 9 9 . 4 7 . 6 7 . 6 7.6 7 . 6 7.6 7 . 6 7 . 6 7.6 
GNP Growth Rate 4 . 5 9 . 4 10 . 5 14.6 12.3 7 . 6 9 . 4 7 . 7 7 . 6 7 . 6 7 . 6 7.6 7 . 6 7.6 7.5 
GNP/capita Growth Rate 3 . 1 7.8 9 . 5 13 . 6 11.1 6 . 4 8.5 6 . 6 6 . 6 6 . 5 6.5 6 . 5 6.5 6 . 5 6.4 
Con,umption/capita Growth Rate 3 . 8 3 . 0 9.0 8 . 1 2 . 5 2 . 2 0.9 8 . 3 9 . 4 8 . 1 8 . 2 8.1 6.7 6.7 6 . 8 

Total DOD (in Billion US$) 4.504 5 . 562 5.625 6 . 486 10 . 237 17 . 193 17 . 936 19 . 58 27 . 026 32 . 589 38 . 818 46 . 378 54.829 64 . 868 76.772 
DOD/Exports 23 . 4 24 . 0 24.3 36 . 3 58 . 1 50 . 1 48.7 60 . 0 66 . 1 71. 7 77 . 9 83.8 90.2 96.3 
DOD/GDP 2 . 09 1. 97 2 . 23 3 . 61 6 . 32 5.88 5.56 6 . 82 7 . 81 8.58 9.45 10.30 11. 24 11.50 
Debt Service 1.845 1. 914 1.898 1. 883 2 . 382 2.58 2 . 655 2 . 836 3 . 251 3 . 612 4.041 4.874 5.23 5 . 77 
Debt Service/Exports 7 . 3 7.5 6 . 5 6 . 3 8.0 7 . 0 6.4 6 . 1 6 . 4 6.4 6.6 7 . 2 7.0 7.0 
Debt Service /GDP 0.69 0 . 67 0.65 0.66 0.88 0.85 0.75 0 . 72 0 . 78 0 . 80 0 . 82 0 . 92 0.91 0.86 
Interest/Exports 2.1 2 . 1 2.1 2 2 . 1 2 . 8 4 3 . 7 4.3 4.4 4.5 4. 7 4 . 9 5.1 
Interest/GDP 0.2 0 . 2 0 . 2 0 . 2 0 . 2 0.3 0 . 5 0.4 0 . 5 0 . 6 0.6 0.6 0 . 6 0.6 

Gro,, Inve,tment/GDP 27 . 4 29.1 29 . 6 32 . 2 38.8 38.8 40 . 6 39.9 39 . 4 38 . 4 37 . 4 36 . 4 36 . 4 36.4 36.4 
Domestic Saving,/GDP 27.7 31. 0 30 . 5 32 . 3 34 . 3 36.0 40 . 7 39 . 7 37 . 7 36.9 36 . 0 35.0 34 . 9 34.9 34 . 8 
Marginal Domestic Savings Rate 64 . 1 27 . 0 41.2 43 . 0 49 . 3 90.2 26.7 11.6 25 . 8 23 . 7 22 . 7 33 . 8 34 . l 34.3 
Public Investment/GDP ** 
Public Savings/GDP ** 
Private Investment/GDP ·~ 
Private Savings/GDP ** 
Ratio of Public/Private Investment •• 
ICOR 6 . 1 3 . 2 3 . 0 2 . 2 2.8 5 . 5 4 . 1 5 . 3 5 . 3 5 . 2 5 . 0 4 . 9 4 . 8 4 . 8 4 . 8 

Government Revenues/GDP 30 . 2 28 . 0 28 . 3 27.1 27 . 5 26.0 22 . 4 
Government Expenditures/GDP 31.5 29.4 30 . 0 28 . 7 28.0 28 . 0 25 . 1 
Deficit (-) or Surplus (+)/GDP -1. 3 -1. 4 -1. 7 -1. 6 -0 . 5 -1. 9 -2.6 

Export Growth Rate 1. 3 9 . 7 12 . 0 33 . 3 10.8 15 . 3 7.4 8 . 2 8 . 3 8 . 3 8.3 8.4 8 . 4 8 . 4 
Exports/GDP 8 . 9 8.2 9 . 2 9 . 9 10 . 9 11.8 11. 4 11. 4 11 . 8 12 . 0 12.1 12.3 12 . 5 11. 9 
Import Growth Rate -5 . 4 27 . 5 24 . 0 67 . 3 -13.2 -7.9 8.7 20 . 0 8.0 8 . 0 8 . 0 9 . 2 9.3 9.3 
Imports/GDP 7 . 1 7 . 3 9 . 0 14 . 4 13 . 7 11 . 7 11. 6 13 . 0 13 . 4 13 . 4 13 . 5 13.8 14.0 13.5 
Current Account (in US$) 1. 241 5.867 4 . 412 2 . 372 -11. 883 -7 .572 0 . 081 -0.584 -6 . 448 -6 . 359 - 6 . 828 -7.227 -8.508 -10.014 -11.534 
Current Account/GDP 2 . 204 1.549 0.814 - 4.192 -2 . 785 0.027 -0.166 -1. 626 -1. 524 -1. 509 -1.473 -1.599 -1. 735 -1.728 
Terms of Trade Index 99 . 7 100.8 100 91.9 92 . 7 91. 6 89 . 8 91. 3 91.6 91. 9 92 . 2 92 . 5 92.8 

----------------------------------------------------------------•• Not available for China 



CHINA 

Country Strategy Paper 

A. Sununary and Conclusions 

1. Almost ten years have passed since China's 11th Party Congress took the 
landmark decision to "readjust and restructure" the economy. Armed with this 
mandate, China's leaders embarked on a far-reaching program of administrative 
decentralization and market-mediated development. The scorecard from these 
reforms is positive, though not unambiguously so: GNP has increased at an 
average of 10 percent annually, supported by China's success at finding overseas 
markets for its exports of petroleum, raw materials, textiles and intermed_iate 
products and, more recently, for its machinery; private savings have proven 
extraordinarily responsive to rising incomes; investment has been strong, 
averaging 38 percent of GDP in recent years; end-1987 foreign exchange reserves 
exceeded _six months of imports; and the debt situation is comfortable. 

2. The Progress of Reform. The impact of the reforms under way since 1979 
has been most pronounced in the rural sector: the introduction of the Household 
Responsibility System, dismantling of conununes, and greater separation at the 
local level of political decision-making from economic management have 
profoundly restructured rural economic activity. Pricing and markets were 
increasingly liberalized, and the policy environment adopted encourages 
decentralized management in the rural sectors of secondary and tertiary 
industries. The result has been an explosion of growth first in agricultural 
output (10 percent p.a. from 19?9 to 1984) and then in rural manufacturing and 
services (22 percent annually). Perhaps the most significant achievement, 
however, has been the massive shift from 1979 to 1987 of about 50 million farm 
workers to non-farm activities, services and autonomous production units larger 
than the family farm. 

3. By 1984, the scope for further rural sector growth through liberaliza-
tion and price stimuli had been largely exhausted. Chinese policymakers then 
turned to the more difficult hurdle of extending the reforms to the urban-based 
industrial sector. With profit incentives, enterprise autonomy and the 
dismantling of some price controls, they hoped to coax forth dynamism comparable 
to that which had transformed the rural economy. But they found that each round 
of liberalization also triggered an upwelling of investment, often in unproduc­
tive activities, with a consequent strain on the balance of payments. Repressed 
consumer demand backed by sizeable and increasing household savings became a 
threat to both price stability and the trade balance. By 1985, controls had to 
be imposed to rein in the trade deficit, which had swelled largely through 
imports of consumer goods and equipment. In response to these measures, both 
inflation and GDP growth slowed in 1986. But by mid-1987, inflation was on the 
upsurge again, fueled by enterprise investment from their own profits, swelled 
by price decontrol and looser and increasingly decentralized tax administration. 

4. For a country that had become accustomed to virtually stable prices but 
which still harbors memories of a damaging hyperinflation during the 1940s, 
recent price trends have aroused public concern, renewed qualms over reforms and 
ignited a considerable debate over causes. Preliminary analysis suggests that 
high aggregate investment outlay generated by enterprises subject to soft budget 
constraints, has been reinforced by the surge in consumer and small business 
demand traceable to indexed urban incomes and rapidly expanding household 
incomes. As total credit and money supply have grown at the average annual rate 
of over 30 percent for the past 28 months, there is now probably an excess of 
liquidity in the system. The situation has not been helped by relative scarcity 
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of meat and vegetables and some consumer durables, and shifting consumer expec­
tations that are beginning to induce faster spending. The leadership's response 
in 1987 was to put on hold proposed major price adjustments and restrict growth 
of reserve money in the second half of the year. The former was detrimental to 
overall reform and the latter created problems for enterprises, now highly 
dependent on bank credit for their working capital. 

5. As the costs of slower industrial growth are clearly seen to be higher 
than the pain inflicted by moderate inflation, the Chinese leadership once again 
loosened the credit strings in the first quarter of 1988 and has resumed price 
reforms. Prices of certain food items have been raised in some cities with the 
intention of introducing countrywide changes in coming months. Simultaneously, 
agricultural subsidies are being withdrawn, but income supplements to households 
will leave budgetary costs undiminished. If investment spending buttressed by 
credit availability proceeds unchecked and price adjustments combined with com­
pensating payments to wage earners are introduced, inflation might well accele­
rate further. Recently there has been growing · speculation over devaluation and 
further price decontrol, leading to reports in the international press of runs 
on shops and banks. In response to these disturbing trends, and a perception­
-erroneous we believe--of their detrimental impact on China's creditworthiness, 
the senior leaders took advantage of their annual retreat at Beidaihe to take 
stock of the situation. Despite rumors in the foreign press of severe strains 
and a breakup of the discussions, on August 18 General Secretary Zhao Ziyang 
announced that the reforms would continue, in the context of a five year plan 
focussing in the short term on enterprise reforms. 

6. The commitment of China's leaders to far-reaching reforms in all 
aspects of the Chinese economy, to create "socialism with Chine·se 
characteristics" was thus reconfirmed. The reforms are complex, interrelated 
and in many cases politically difficult however, and challenge the leadership to 
improve China's macroeconomic management and to mobilize public support. While 
reforms in rural areas since 1979 have been quite spectacular in their impact, 
urban enterprise and price reform have proven more problematic. It is difficult 
to disentangle the price and management aspects of industrial reform, and even­
tually these will lead to more difficult issues with social and political impli­
cations, including labor mobility and performance-based remuneration which will 
further widen income disparities. For these reforms to be successful, the 
authorities need to maintain macroeconomic stability, as inflation and budget 
deficits pose problems which need to be controlled while more complicated 
reforms aimed at improving economic efficiency proceed. Policies will also need 
to ensure that China's social security system, the envy of many countries at 
higher income levels, is maintained and, as incomes and public expectations 
rise, costs are kept affordable. 

7. Bank Assistance Strategy. Our dialogue with China is well-engaged on 
these reforms and the problems they pose. China's leaders remain keen to 
discuss sweeping, general matters, and seek the Bank's advice on many issues of 
institutional reform: during Mr. Conable's recent visit, Zhao asked for the 
Bank's help in understanding the macroeconomic problems that are plaguing the 
country. Despite this candid and open relationship, however , we are not often 
asked to incorporate the actions to implement · this advice into specific lending 
operations . There has been progress on a number _of operational issues, inclu­
ding prices and on-lending rates, in the context of specific operations, but we 
have not encountered great willingness to use project lending to advance reform 
agendas with broader implications. Price distortions remain a fact of life, and 
it is difficult to say over the next five years how quickly they will be 
removed, and thus how soon we will be able to move to usual Bank approaches to 
financial covenants, pricing and subsidies. We propose to continue the pragma­
tic, project-by-project approach that has established the credibility of our 
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advice on the wider implications of these issues, while proceeding with economic 
work on five main areas: macroeconomic management; enterprise reform; financial 
system development and reform; price-cum-tax reform; and liberalization ·· of the 
foreign exchange system, the improvement of which could simplify and improve 
design of Bank projects and China's investments in general (para. 49). 

8. The increasing sophistication of China's requests to the Bank chal-
lenges us to provide timely and authoritative advice, as China seeks to acquire 
the latest in modern technology and thereby achieve middle-income status as soon 
as possible in the next century. Our efforts will include improving the effi­
ciency of project preparation, and speeding up of procurement and disbursements. 
To introduce more predictability to the annual lending and ESW programs, the 
authorities have accepted our proposal to agree with them annually on three-year 
rolling programs of ESW tasks, lending operations and technical assistance acti­
vities. These programs will be targeted on priority macroeconomic and invest­
ment issues that are recognized as obstacles to balanced growth and economic 
efficiency. More explicit linkages between lending and our ESW program repre­
sent a shift from our past practice of the "parallel tracks" approach separating 
project work from economic dialogue. This change is timely, and reflects pro­
gress achieved over the years in the policy dialogue with Government and China's 
growing openness to advice, particularly from the Bank, and the realization that 
investments are most efficient when accompanied by pricing and management 
reforms. 

9. Both China and the Bank will use the exp€rience of the first Rural 
Sector Adjustment Loan, which was prepared gnd negotiated in FY88, to test the 
applicability of broader "cond.itionalities" and policy-based lending to our 
relationship with China, consist~nt with bridging the earlier gap between broad 
policy dialogue and projects (para. 21) . Three of the 76 operations proposed 
for FY88-92 would be policy-based (all in agriculture). Taken together they 
would represent less than nine percent of total lending. Provincial lending 
starting in three provinces acknowledges the decentralization of investment 
decision-making and seeks to improve the efficiency of our project work by 
becoming involved- more upstream. Given the size of many provinces, we plan to 
support this effort with ESW targetted on local resource mobilization and 
finance, as well as poverty studies in several poorer areas focussing on health, 
education and social security issues. Work proceeds in other sectors to 
introduce more policy content to our project lending, a feature considered 
virtually impossible in many of our early operations. The receptivity of China 
to our advice is growing as the links between our ESW and lending program are 
becoming more apparent, and our work program over the next several fiscal years 
includes ESW tasks whose lending potential is explicit from the initiation of 
the work. In the urban sector in particular there is great opportunity t o 
establish the urban management, finance and planning context for needed physical 
investments in transport, housing and water supply/sewerage. 

10. The substantial additional investment of Bank staff time this shift 
implies is amply justified by China's own considerable efforts to modernize its 
economy as soon as possible, the role it plays on the international s cene, and 
the intellectual and political significance for the Bank to be involved in this 
major exercise. While there is some risk that investment loans with greater 
policy content may be delayed or drop from the lending program, we believe that 
China's willingness to seek policy advice is clear and encouraging, and that 
policy-based lending for agriculture and, later possibly, financial reforms will 
become more prominent in our program. In light of the experience with RSAL, we 
would need to adapt other SEGAL procedures and features to China's unique condi­
tions, but in a way that does not compromise their applicability to other borro­
wers or in future situations with China. Our major focus will remain, however, 
on traditional project lending, in which the Bank's contribution to inve stment 
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quality through attention to management and pricing issues is well recognized, 
even in sectors where difficult reforms will need to be approached gradually. 

11 . To pursue this strategy in China, we propose to expand the number of 
projects from the 14 delivered in FY88 and 14 planned in FY89 to 16 per year, 
starting in FY90 and to increase the FY88-92 level of lending by $1 . 0 billion 
(from the already approved $10.9 billion to $11.9 billion) (Attachment 1). 

l 
hese lending levels and their rate of growth will need to be kept under 
onstant review . The expansion of Bank operations would depend on China's 
rogress on price reform, the level of fiscal deficits and rate of mone t ary 
xpansion (and therefore efforts to control inflation) and the pace and results 

of enterprise reform . 

12. Doubling the level of lending between FY87 and FY90 and increasing the 
number of FY88-92 operations from the 68 authorized in February 1988 to the 74 
proposed, thereby accumulating a portfolio of around 80 projects by 1990 and 
around 95 by 1992, would require increased efforts by the China Department. 
We shall work to reduce lending coefficients by insisting that the Bank be 
involved earlier in project design, with more preparation work u~dertaken by 
Chinese agencies and consultants working for them. Provincial lending should 
also allow efficiencies through better project design and earlier Bank involve­
ment (para. 45). With the addition of a r esident economist, RMC has a 
strengthened base for undertaking more on-the-spot economic work. 

13. Bank Exposure. Even with current account deficits on the order of 
1.5 percent of GDP over the medium term, China's overall level of external 
indebtedness will r~main low, reaching less than 13 percent of GDP in 1995. 
Debt service, too, will remain well within prudent limits. The debt service 
ratio (including short-term) is projected to increase gradually to 11 pe~cent by 
1995, below the 15 percent the Chinese government seems to regard as an upper 
limit. If annual World Bank lending (IBRD and IDA) reaches $3 billion by the 
early- to .mid-1990s, and preferred creditors' share in public debt service rises 
from below 13 percent in 1987 to around 40 percent by 1995, China would exceed 
the Bank's exposure guideline of 33 percent by 1993. However, we do not believe 
that having a relatively high share of low overall debt poses a significant risk 
to the Bank . IBRD debt service would be only 1 . 8 percent of exports in 1995. 
Given China's low overall indebtedness, the Government's record of honoring past 
debt commitments, and the need to support the reform effort, we believe that a 

/ 

large Bank program is warranted even if the exposure guideline is exceeded 
(para. 68). However, we propose that the exposure issue should receive special 
attention at the next CSP review, which we recommend be held in mid-CY90. 

14. Because the Chinese remain lukewarm toward cofinancing, and given what 
will be the increasingly sensitive areas on which our input will be sought, 
there are unfortunately few possibilities for sharing lending program develop­
ment with other official or private lenders (para. 67). The possibilities are 
also somewhat limited for extensive farming out of this advice to "free " 
sources. This should increase our recourse to specialized outside consultants, 
and using a three-year rolling program, we plan to redouble our efforts to get 
China to accept more Bank financing for te chnical assistance and use bilateral 
grant TA for Bank-financed investments. The China Department COD will 
strengthen its activities to coordinate technical assistance, inc luding th~ EDI 
program and bilateral collaboration for TA under Bank projects (para. 51). 

15. Cost Sharing. We propose that the current cost-sharing guidelines be 
continued; namely, the Bank group would finance the higher of the full amount 
of the foreign exchange cost, or 50 percent of total project cost, but in excep­
tional cases involving mostly the social sectors in poor areas, the IBRD/IDA 

• 



- 5 -

share could be up to 75 percent or the foreign exchange cost , whichever is 
higher . 

B. Background and Historical Perspective 

16. Almost ten years have passed since the landmark decision to "readjust 
and restructure" the economy . Armed with this mandate, China ' s leaders embarked 
on a far-reaching program of administrative decentralization and market-mediated 
development. The impact of the reforms under way since 1979 has been most pro­
nounced in the rural sector, which provides the main livelihood of over 800 
million people. The introduction of the Household Responsibility System, 
dismantling of communes, and greater separation at the local level of political 
decision-making from economic management have prdfoundly restruc tured rural 
economic activity. Land use rights were progressively transferred to farm 
households. Pricing and markets were increasingly liberalized, and the policy 
environment adopted encourages decentralized management in the rural sectors of 
secondary and tertiary industries. The result has been an explosion of growth 
first in agricultural output (10 percent p . a. from 1979 to 1984) and then in 
rural manufacturing and services (22 percent annually). Perhaps the most signi­
ficant achievement, however, has been the massive shift from 1979 to 1987 of 
about 50 million farm workers to non-farm activities, services and autonomous 
production units larger than the family farm. In parallel, agriculture has been 
revitalized by a rapid expansion since 1980 of cash cropping, non-staple food 
production and agricultural foreign trade. The reforms--and three successive 
years of good weather--not only yielded a record grain harvest in 1985, but also 
made China a net exporter of foodstuffs for the first time in history. 

17. By 1984, the reservoir of rural opportunities that could be tapped 
through liberalization and price stimuli had been largely exhausted . At this 
point Chinese policymakers began to tackle the more difficult hurdle of exten­
ding the reforms to the urban-based industrial sector. With profit incentives, 
enterprise autonomy and the dismantling of some price controls, they hoped to 
coax forth dynamism comparable to that which had transformed the rural economy. 
They found, however, that each round of liberalization also triggered an upwel­
ling of investment, often in such unproductive areas as office construction, 
with a consequent strain on the balance of payments. Repressed consumer demand 
backed by sizeable and increasing household savings became a threat to both 
price stability and the trade balance. By 1985, controls had to be imposed to 
rein in the trade deficit, which had swelled largely through imports of consumer 
goods and equipment. In response to these measures, both inflation and GDP 
growth slowed in 1986. But by mid-1987, inflation was on the upsurge again, 
fueled by enterprise investment from their own profits, swelled by price de c on­
trol and looser and increasingly decentralized tax administration. 

18. The October 1987 13th Party Congr~ss formally recognized the importanc e 
of political reform "to build a socialist political system with a high degree o f 
democracy and a complete set of laws" as a corequisite for continuing the econo­
mic reforms, now under way for nearly a de c ade. Announced economic polic i e s o f 
greater outward orientation, decontrol and deregulation of the e c onomy, pric e 
reform and use of indirec t levers instead . of direct administrative c ontro ls and 
mandatory planning offer a sound blueprint for e c onomic suc c ess. Markets for 
technology , finance, and most significantly, labor, are to be introduced. Vari­
ous forms of ownership and rewards are to be permitted, though with state owner­
ship remaining predominant. The Party Congress gave these measures a political 
context that not only offers legitimacy to the reform efforts, but also guaran­
tees reformers some freedom from ideologic al harassment. 

19 . China's leaders have moved to mobilize public politic al support around 
these goals. Efforts to improve enterprise reform and managerial responsibility 
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are complicated; improving the performance of China's inefficient public 
administration will be more difficult to conceive and implement. Reorganization 
of the civil .service will likely prove traumatic given the size. of the ·· 
bureaucracy, and could be disruptive in the short term to public administration 
and China's relations with its external partners, including the Bank. The April 
1988 National People's Congress confirmed these political decisions. China's 
Constitution was amended to allow private transfer of land leases and to remove 
limits on the number of staff that private enterprises, which now account for 
some 80 million members of the urban and rural population, are allowed to hire . 
In the longer term, however, sustaining the pace of reform may prove challen­
ging, since many of the reforms ultimately needed for greater responsibility and 
efficiency may not be seen as consistent with China's socialist principles, 
despite their appeal to vast segments of China's population. 

20. The very success of first-phase reforms, particularly in the rural 
sector where performance exceeded expectations, has introduced second-generation 
problems that the authorities are now moving to address. Ahead loom more diffi­
cult issues. The leaders have emphasized a development strategy which focusses 
on the coastal areas, largely for their easier access to export markets. This 
has led to fears inside China and abroad that poorer, interior regions, lacking 
capital, foreign exchange and infrastructure to keep up will fall further behind 
and thus worsen the internal income distribution, already heavily skewed twoard 
the coastal provinces . Inflationary pressures surfaced in 1985 and have persis­
ted since. They have become particularly acute in the first half of 1988 as a 
result of sustained high investment demand, scarcities of certain kinds of food­
stuffs and shortages of .construction materials. Stoking the increase in prices 
is a significant expansion of credit, continuing at a 23 percent annualized rate 
in the first quarter of 1988 . . The problem of unemployment will arise as market­
driven productivity increasingly challenges the pervasive and long-standing 
overstaffing in factories, farms and state agencies. For consumption levels t ·o 
rise as a share of GDP, fewer resources should be absorbed by investment and 
more diverted to satisfying the wants of the people. Recent high rates of 
growth could be sustained with investment levels closer to 30 percent of GNP if 
productivity gains can be sustained and "x-inefficiencies" further reduced. 
This rate would be comparable to other East Asian NICs whose higher productivity 
and export performance China would like to emulate. Crucial to China's leaders, 
public expectations about the continued success of economic reforms make the 
second phase of reforms particularly important. The leaders' promises of the 
rewards of the reform process have raised hopes of immediate benefits; the risk 
of overselling policies whose impact is not yet clear and the backlash of public 
opinion if things do not turn out as promised are real concerns to the 
Government and the Party. 

21. China's Relations with the Bank. A superpower with important geopoli-
tical and internal considerations to weigh in its major decisions, China is 
selective about the advice it seeks from the outside. Since the change in 
China's representation in the Bank in 1980, China's leaders have looked to the 
Bank for advice on the reform process, as well as for increasing levels of 
investment finance. China has used us as a window on international experience. 
The economic and sector work program concentrated initially on "me_gastudies", 
integrated views of the macroeconomy or large sectors, while until 1985 formal 
sector work was limited to rather narrow, project-related topics as part of 
project preparation. This past approach reflected openness to action on some of 
the broader issues of economic policy, but China's reticence to have outsiders 
gain an intimate understanding of the management and finances below the economy­
wide level. Once the leaders consolidated their reform and saw the Bank's 
analysis and objectivity as highly useful to their efforts, and working level 
staff became comfortable with the Bank's techniques and operating style, our ESW 
focus has shifted. It has moved lately to treat more sectoral and subsectoral 
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issues, while macroeconomic work has had to deal with more detailed policy 
design. Over the years, China has been unusually open. to Bank advice: its 
leaders generally concur with the Bank's analysis and the reports' policy 
prescriptions, and look to the Bank to help implement them. In its borrowing, 
China has sought Bank financing to remove bottlenecks and acquire the best of 
available technology. 

22. Overall, this approach was successful. Areas where the Bank's role can 
be identified include the deepening of rural reforms, the diversification of the 
financial system, trade reforms that are under way, and the move away from reli­
ance on enterprises for funding social security. With agreement on the general 
policy directions, collaboration on the detailed design of reform policies will 
become more important if they are to be successfully implemented. This work has 
already begun: some of the recommendations of the FY86/87 reports on trade and 
investment are being implemented, and in FY89, major, recommendations-oriented 
reports are planned to offer advice on redesign of the tax system, policies for 
industrial development, and reforms . of social security. These areas are 
increasingly sensitive, and requests for advice are becoming more specific: 
recently, as the authorities' intentions firmed to proceed ·resolutely with price 
reforms despite the likely acceleration of inflation, they sought the advice of 
the Bank (and the Fund) on aggregate demand management, recognizing the danger 
that accelerating inflation could represent. Several major ESW tasks are now 
focussing on macroeconomic management issues, and additional, high-quality 
economic work will be essential to help China -through the turbulent short- and 
medium-term economic situation the reforms will create. Two of the Government's 
most immediate economic concerns are explored in the CEM (to be discussed with 
the authorities in January, 1989). The first relates to macro policies that 
will make it possible to combine rapid growth with relative price stability and 
medium-term resource equilibrium. The second has to do with the future course 
of industrial reforms and how these are likely to impinge on the structure of 
the manufacturing sector, enterprise efficiency and the regional pattern of 
industrial development. As Party General Secretary Zhao Ziyang and Premier Li 
Peng recently confirmed to Mr. Conable, China continues to expect the Bank to 
make a strong intellectual contribution to its reform effort, and associates us 
openly with the process. 

23. Our lending operations have similarly matured. The earliest Bank pro-
jects focussed, appropriately for the time, on acquisition of new technologies 
and techniques to repair the economic and social damage of the Cultural Revolu­
tion, with limited institutional goals. As the Bank's credibility was 
established and our knowledge of China increased, projects became more ambitious 
in their design and have attempted to tackle broader objectives. The State 
Council has recently concluded in a formal review of its experience with Bank 
borrowing that the Bank's technical contribution to investment projec ts is the 
major success of the Bank's lending activiti~s. After much persuading and with 
the example of successful procurement under Bank-financed projects since 1981, 
China is moving to adopt public sector procurement procedures modelled on the 
Bank's international competitive bidding guidelines. In recent and up c oming 
operations, "debottlenecking" is still important, and is refle c ted in China ' s 
emphasis in its borrowing on transport and energy. But lending c ontent is 
shifting to include institutional questions, pricing issues, and te chnic al 
assistance to improve planning, policy analysis and management. The quality, 
timeliness and operational practicality of advice through the ESW program have 
become more important, in order to link the ESW program to support lending 
operations, particularly the larger ones and those where a sectoral or policy 
flavor is more pronounced in support of the reforms. 

24. China's Relations with Other Financ ing Sources. China's dialogue with 
the IMF has deepened steadily over the years, with a Stand-by Agreement approved 
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for 1986-87. The Fund has worked closely with the Bank, collaborating on many 
ESW tasks, and we look to the IMF for assistance on technical assistance for 
improving macroeconomic management, central banking and the financial sector 
reforms. China has also launched active -programs with Japan (Exim Bank, JICA 
and OECF) and has joined the Asian Development Bank . ADB plans a program of 
around $500 million per year, and we have already had contacts with ADB staff 
over possible cooperation in future investment projects. For reasons explained 
below, cofinancing prospects with official lenders are slim (para . 67). Foreign 
banks seem to be broadening their contacts beyond the Bank of China, the 
country's traditional bank for foreign trade, and the China International Trust 
and Investment Corporation (CITIC), an investment bank which also provides 
guarantees. Their activities now include some loans to provincial trust and 
investment corporations, generally in coastal provinces, where export and 
repayment prospects are most secure. 

C. Central Development Issues and Policy Agenda 

25. As is the case with other planned, socialist countries that are peren­
nially juggling with shortages, investment hunger has always been a force to be 
reckoned with in China. Decentralization by adding to the discretionary powers 
of local authorities and of enterprises has, if anything given it freer rein. 
Investment as a ratio of GDP has risen from about 30 percent in the late 1970s 
to nearly 40 percent in 1987, thereby accelerating the growth of national 
product . But such extraordinary rates of capital spending over such a prolonged 
spell have resulted in a worsening of bottlenecks and in serious sectoral 
imbalances. Because the government has pursued an accommodative credit policy 
to support the investment drive and finance budget deficits arising inter alia 
from the decision to raise the level of profit retention by enterprises, demand 
pull pressures have been translated via supply constraints and free markets into 
rising prices. Inflationary pressures became noticeable in 1985 when the offi­
cial retail price index climbed nearly 9 percent and free market prices 
increased -by 17 percent. There was a lull in 1986, a year when GDP growth 
slowed, but the inflationary tempo quickened in 1987. During the first seven 
months of 1988, the retail price index was rising at an annualized rate of 
17 percent while prices of vegetables and pork traded on the free market 
increased by nearly 50 percent. 

26. For a country that had become accustomed to virtually stable prices but 
which still harbors memories of a damaging hyperinflation during the 1940s, 
recent trends have aroused public concern, renewed qualms over reforms and igni­
ted a considerable debate over causes. Preliminary analysis suggests that high 
aggregate investment outlay generated by enterprises subject to soft budget 
constraints, has been reinforced by the surge in consumer and small business 
demand traceable to indexed urban incomes and rapidly expanding household 
incomes. As total credit and mon~y supply have grown at the average annual rate 
of over 30 percent for the past 28 months, there is now probably an excess of 
liq~idity in the system. Th~ situation has not been helped by the scarcity of 
meat and vegetables linked to unfavorable relative prices and land availability 
in recent years; the inadequate supplies of quality consumer durables; by the 
construction boom that threatens to outstrip the availability of building 
materials ; and shifting expectations that are beginning to induce spending as 
people come to anticipate a continuing of the price spiral. 

27. The leadership's response in 1987 was to put proposed major price 
adjustments on hold and to restrict the growth of reserve money in the second 
half of the year. The former was damaging for the overall reform program and 
the latter created serious problems for enterprises which under the newly libe­
ralized financial regime, have become heavily dependent on bank credit for their 
working capital. 
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28. As the costs of slower industrial growth are clearly seen to be higher 
than the pain inflicted by moderate inflation, the Chinese leadership once again 
loosened the credit strings in the first quarter of 1988 and has resumed price 
reforms. Prices of certain food items have been raised in a number of cities 
with the intention of introducing these changes throughout the country in the 
coming months. Simultaneously, agricultural subsidies are being withdrawn, but 
the income supplements given to urban households so as to win acquiescence for 
price changes will leave budgetary costs undiminished. If investment spending, 
more than adequately buttressed by credit availability, proceeds unchecked and 
price adjustments combined with compensating payments to wage earners are 
gradually introduced, inflation might well accelerate further. 

29. Budgetary policy could retrieve the situation somewhat but even if tax 
reforms are taken in hand within the next year, the structural imbalance between 
central revenues and expenditures could only be removed over the medium term. 
Fiscal decentralization in China has been so sudden and far reaching that the 
government has suffered a sharp drop in tax income while many of its spending 
obligations remain inflexible. The 1987 budget deficit of 2.3 percent of GDP is 
not large. However, there is scant chance of it being narrowed in the next two 
years, a fact that increases the attractions of seigniorage from the printing of 
money. Whereas enterprise earnings used to be the major source of state 
revenues, industrial reforms permitting greater profit retention by firms have 
reduced flows into the treasury. This has yet to be counterbalanced by revenues 
from new income taxes introduced during 1986-87. The problems faced by many 
enterprises in adapting to the new environment have also reduced their incomes 
and hence, tax payments to the state. Finally, revenues have been affected by 
curbs on the imports of dutiable consumer goods, which were introduced to narrow 
the trade gap. After dropp~ng to 0.5 percent of GDP in 1985, the budget deficit 
has risen in each of the last two years. One third of this was financed through 
foreign borrowing, the balance by the banking system and the sale of bonds. The 
budget for 1988 projects a deficit of about 2.5 percent of GDP. In short, the 
exigencies of the reform process, the pressures unleashed by decentralization of 
decisionmaking, a loose monetary regime and wage indexing to retain urban poli­
tical support, all point towards a scenario where high growth is matched by 
fairly high rates of inflation. 

30. This is not our preferred scenario and we see many problems for the 
reform program and the emerging market system if inflation accelerates much 
beyond its current level. From a purely economic standpoint, one alternative 
would be to foreshorten price reforms into a period of a year and subject the 
economy to a single price shock, albeit a significant one . Following this, the 
future rate of increase in prices would be brought under control through 
moderately tight monetary policies; the reassertion of fiscal discipline by 
restructuring tax instruments and curbing expenditures; and by· containing the 
investment hunger of enterprises especially those that are state owned. The 
problem with the second approach is that it appears politically impossible to 
compress price reforms into a short space of time. Further, the provinces are 
strongly opposed to a marked reduction in their investment plans. And a major 
tax reform along with new rules for Center-Provinc e revenue sharing, will take 
time to materialize. 

31. To sustain a rapid grpwth while keeping inflation at tolerable levels 
in the face of such constraints, the Chinese leadership will need to pursue 
incremental changes on a broad pol~cy front. A beginning must be made with the 
budget, which needs to be brought into balance. There needs to be a gradual 
tightening of credit policy. Price reforms should be introduced in line with 
tighter fiscal and monetary policy and without fully compensating wages or 
income supplements. A modest relaxation of import restric tions would help break 
bottlenecks and reduce price pressures on s c arce consumer goods. In 
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enterprises, incentives to overinvest need to be reduced through appropriate 
interest rate and credit policy, while wages and bonuses need to be linked to 
productivity. 

32. In addition to these changes in short-term macro management, longer 
term changes are also needed. Price and fiscal reforms are necessary to create 
appropriate market signals and to support the state sector. Substantial gains 
are possible if China continues to pursue increased factor efficiency. In addi­
tion to reducing energy intensity and raw material utilization in industry, 
other issues that need to be addressed include more efficient use of foreign 
technology, greater productivity of labor ln the state sector, and better use of 
the education system to develop China•s ·human capital. Fragmented foreign 
exchange markets are a major source of distortions: these need to be integrated 
through appropriate institutional and policy steps. 

33 . Price reform at this point is an important objective, but one which 
must be tempered by and in some cases, must follow, reforms in industrial 
organization. The Chinese themselves refer to the latter aspects as "enterprise 
reform" , _which signifies in some contexts the critical reshaping of state enter­
prises from pure production units with heavy political oversight and externally 
planned strategies and targets into autonomous commercial units with clear 
profit-maximization objectives. It is clear that such a widespread institu­
tional change would be eventually required in order to convert movements toward 
price liberalization · into efficiency gains for the economy. Also needed, 
however, are reforms at the level of industrial subsectors, where the inherited 
system of national, regional and local monopolies is gradually rep1aced by 
freely competitive industries. Without such a development, Chinese policy­
makers are frank~y worried that simple price liberalization would quickly be 
transformed into monopolistic profit maximization: e.g. exploitation of consu­
mers and suppliers, with little consequent gain in aggregate efficiency or 
economic welfare. Given artificial and natural fragmentation of markets, this a 
major and .valid concern, and must temper attempts to impose premature abandon­
ment of all price control. Price liberalization has proceeded, and will 
continue to proceed most rapidly in those fields .(like agriculture or road 
transport) which inherently are characterized by large numbers of competing 
units . 

34 . In this liberalized framework, principles of enterprise management need 
to encourage innovation and productivity, rather than investment and meeting 
production targets with little regard for quality and the marketplace. China 
will also be challenged to lmprove national economic integration, both to bene­
fit from possibilities large domestic markets offer for efficiency, and to see 
that all regions of the country share in this overall growth. Policies will 
therefore also need to ensure that China's social security system, the envy of 
many countries at significantly higher income levels, is maintained. With fis­
cal reform, this would also help contain regional disparities, already substan­
tial between the rich eastern provinces where the benefits of trade and price 
reforms have been impressive, and the isolated interior areas where resource 
constraints seriously limit their economic options. The push for f oreign trade 
has exacerbated existing trends for regional economic independence with little 
regard to comparative advantage, economies of scale, and the possibilities f o r 
internal exchange . . The inability of transport and energy infrastructure to keep 
up with growth in demand has enhanced these tendencies. 

35. China will also need to put some discipline into the decentralized 
system of investment planning and enterprise control. Since the transfer in 
1984 of management of many previously state-run enterprises to provincial and 
local governments, along with partial authority for price controls, physical 
allocation of materials and foreign trade, the creation of multiple levels of 

• 
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control has brought some confusion into the economy. Local interests have 
restricted movement of raw materials and finished products within China and 
complicated efforts to maintain economic balance at the national level. ·· The 
proliferation of administrative controls to enforce or relax regulations has 
allowed the emergence of special interests that have resulted in influence 
peddling and corruption. Long a taboo subject, the leaders have admitted 
corruption exists and plan to pay special attention to it in the next year of 
the reform process, as they turn to thornier issues of reforming China's public 
administration. This is important, since the enthusiasm of the Chinese people 
for the reforms may wane if corruption becomes too widespread, a situation 
China's leaders have historically faced. 

36. Carefully designed and well-implemented institutional reform in enter-
prises and local authorities would help combat this danger and provide the 
necessary dynamism to the overall reform process. The approaches China is adop­
ting embody the best of modern technology, changes in management and decision-

-making at the enterprise level, and decentralization to provincial and loGal 
governments. Increasingly, they rely on prices to improve economic efficiency, 
by moving toward a hybrid system with state ownership predominant. Yet in the 
context of China's socialist political system, with its high premium on social 
goods and maintaining a visibly egalitarian income distribution, some of these 
changes could induce political tensions: from the public , which is accustomed 
to stability and a protective government, and from the civil service and enter­
prise bureaucracies, which have grown used to their present shares of power and 
infiuence. 

D. Macroeconomic Prospects, Creditworthiness and 
External Capital Requirements 

37. Medium-term Prospects. Over the medium term, we expect China to conti­
nue a high rate . of GDP growth, around 7-8 percent annually, with exports growing 
at around . 8 percent. To maintain these levels of growth, efforts to promote 
exports of agricultural products, textiles and machinery will have to be 
successful. Continuing reforms in the external sector, and especially the 
gradual shift from import licencing toward use of the exchange rate and demand 
management policies, are expected to lead to increased imports. After a bigger 
initial increase, imports are therefore projected to grow at slightly more than 
10 percent annually, split between increased imports of capital goods essential 
for China's modernization program, and additional consumer goods needed to pro­
vide households' incentives. A small but sustainable current account deficit is 
likely to persist. Appropriate interest rate and credit policies could contri­
bute to a modest fall in investment from 39 percent of GDP to 36 percent, while 
the increased supply of consumer goods from domestic firms and through imports 
could lead to a decline in gross domestic savings from 39 to 34 percent of GDP . 
This medium term outlook is consistent with China's stated external borrowing 
policy, under which China intends to borrow US$5-7 billion annually. 

38. China would continue to remain creditworthy provided the economic 
reform thrust were maintained and the external payments position remains 
sustainable. The c urrent aG c ount balance swung from a $7.5 billion defic it in 
1986 to a small surplus in 1987, largely due to a continued surge in exports; 
this strong growth is expected to c ontinue. If China moves away from a balanc ed 
trade posture toward a major reopening of its markets to imports, China's 
current account deficit could rise to $6.3 billion in 1989 to almost $12 billion 
by 1995, with a corresponding rise in financing requirements. The overall level 
of external indebtedness would rise from $25 billion currently to $83 billion, 
equivalent to 101 percent of projected 1995 exports. Despite the rapid build-up 
of debt, China's debt service ratio would remain low, rising from 8.3 percent 
c urrently to 11 percent by 1995. This import liberalization scenario and the 
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~ rapid rise in external financing requirements are subject to considerable uncer­

tainty. If China were to move more slowly on economic reform and implement a 
conservative growth and balance of payments strategy, it might run much - ~maller 
current account deficits. In this case, net financing requirements would be 
much lower . 

E. Bank Assistance Strategy 

39. After seven years as an active Bank Group borrower (paras 21 to 23), 
China is only now beginning to approach its long-term equilibrium status as a 
leading client of the institution. There are several fairly obvious factors 
which argue for this country to soon assume this position: 

a) Size. At just over 1.1 billion, China's population is the largest 
in the world, roughly equivalent to the combined population of the 
entire continents of Africa and South America. When combined with 
its low per capita income and pockets of material ppverty, all 
equity considerations point to its receiving a proportion of both 
IDA and Bank lending far greater than ·is currently the case. 

b) Dynamism. China is obviously a developing country, but not mired in 
a web of bureaucratic inertia, internal political conflict or stale­
mate, xenophobia, debt, or a paucity of skilled labor . Its rates of 
growth of per capita income, standards of living, and exports have 
been among the highest in the world over the last decade. The prime 
cause of this excellent performance has been the unprecedented, 
consciously planned dismantling of much of the structure of 
administrative control of the economy, and with it, enormous visible . 
increases in personal freedom both within and beyond the economic 
sphere. This social transformation has global significance, both 
for our borrowers as well as our donors, and indeed is the focus of 
development worldwide. It is imperative for the Bank Group to 
maximize its inputs--in terms of lending as well as staff--into 
helping this process succeed, if it is to maintain its leadership 
role in the development field. 

c) Creditworthiness. China is a creditworthy country, able to borrow 
significant amounts in the international financial ma r kets at highly 
favorable rates. Large and rapidly rising exports and high domestic 
savings rates provide the means for debt repayment, while the will 
to repay has never been in question. Indeed, one of the frustra­
tions in our operational work has been the intense preoccupation of 
government authorities with assessing every beneficiary entity 
(governmental or commercial) and every sub-loan or project activity 
with a view to ensuring and maximizing repayment capacity, and 
indeed, to select projects and components on that basis. 

A diverse and expanded program of lending and ESW would best respond to the 
challenge to the Bank to make a major contribution to China's development . 

40 . The Bank's objectives in China are: 

a) to support China's reforms (especially price, finance, trade and 
enterprise reforms, and changes in wages, employment, social 
services and management) and handle their institution-building 
implications; 

b) to help address longer-term problems reforms might create (poverty, 
environment, regional disparities and economic integration); 

.. 
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c) to strengthen infrastructure, including the development of urban 
services; and 

d) to rationalize and modernize the productive sectors. 

41. Expanding levels of lending to this unique client calls for us to rein­
force the policy dialogue and its links to lending, while maintaining project 
quality and development impact. It also suggests the need for flexibility as we 
move to develop new lending instruments. China wants expanded collaboration 
with the Bank over global reforms in agriculture, finance and prices, and finan­
cing for priority sectors--transport, irrigation and energy--with key pricing, -
institutional and investment quality issues. There are excellent possibilities 
for expanded cooperation with willing provincial borrowers as well as opportuni­
ties for introducing new, efficiency improving instruments (sector and timeslice 
lending). Provincial urban, transport and industrial operations could help 
revitalize Shanghai, China's economically most powerful city. This broad 
approach implies an increase in ESW to back up sector lending and policy-based 
operations and analyze provincial economies. Detailed policy and institutional 
engineering will widen the impact of our advice to new clients within China. 
Larger operations will be possible (transport, energy, irrigation, urban) once 
these new instruments are understood with new partners in the provinces and 
other agencies at the national level, but emphasis on larger repeater operations 
would not be fully consistent with China's apparent wish to see us diversify our 
support for the reforms. Efficiencies should be possible however, if provincial 
lending allows continuous relationships with provincial planners and thus 
improves project design; we are launching provincial operations in Shanghai, 
Jiangsu and Tianjin to test this approach. This assumes that efforts on the 
Chinese side to improve macromanagement and project management and design are 
successful. Savings should also be possible if we can introduce sector and 
timeslice lending for infrastructure, and, as Chinese capabilities develop, 
innovative approaches to piocurement, such as higher limits for ICB and Bank 
review of -documents and decisions. 

42. Risks to the Reform Agenda. China's social and economic experiments 
and reforms may raise internal tensions, both direct (inflation) and indirect 
(ideological), that will affect its overall economic performance, and, thereby, 
its relations with the Bank and overall levels of borrowing. Although the 
reforms are complex and politically sensitive, it is unlikely that ideological 
and political tensions could trigger widespread reversals of those already under 
way, and a subsequent restraint in exchanges with the outside world, including 
the Bank. Any dangers to the reform process will be mitigated by its substan­
tial economic benefits, to which China's leadership will be able to point as 
Party and civil service reforms proceed in parallel. Most likely, the open door 
policy will continue to prevail because of the economic results achieved from 
system reform, and cooperation with the Bank will further increase in terms of 
policy advice and total borrowing. Even with the $8.1 billion IBRD levels pro­
posed, China does not present any major creditworthiness risk, and despite 
higher levels of Bank exposure in the late · 1990s, China's overall low level of 
debt and debt service leave the Bank in a safe position (para. 68). 

43. With a deepening of the reforms, we expect · that the policy content of 
"conventional" project ·lending will increase, as attention turns to the pricing 
and management issues facing our public sector borrowers in transport and 
energy, and the managements of industry and financial institutions with which we 
will be working. The size and composition of the lending program, and the 
design of upcoming operations already reflects this interest in system reform in 
the "hard" sectors, while the pipeline of urban operations also reflects the 
great enthusiasm of provincial officials for preparing and implementing far­
reaching experiments in urban management, finance and planning. As long as the 
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reforms proceed, and the macroeconomic situation remains acceptable and under 
control, this approach to lending should lead to good results. 

44 . Ineffective and crudely-articulated macroeconomic institutional frame-
works and policies bear large costs for the Chinese economy, particularly in 
efficiency terms. But they impinge rather little on reform processes and dyna­
mism at the production unit level, and hence on China's need for, and ability to 
make good use of, investment funds, technical assistance, and sectoral guidance 
at the project level. Thus the Bank has been able to make major contributions 
to Chinese development in fields like power, transport, education, irrigation, 
land development ·and fertilizer production, under even less efficient macroeco­
nomic regimes than at present. Projects are well-implemented, technological 
improvements are rapidly assimilated, and lessons are learned and replicated. 
However, owing to the enormous size of the country, and subsequent understanda­
ble efforts to decentralize responsibility, decision-making and authority, our 
projects are necessarily geographically limited and defined. Hence the need for 
an unusually large lending program, both in terms of lending volume and numbers 
of projects, to generate a measurable impact and involvement of the Bank in 
China's development. Thus neither China's needs for Bank borrowing, nor the 
Bank's interst in substantial lending to China, nor its ability to formulate 
such a lending program with extremely high economic returns and development 
impact, is intrinsically related to the pace of adjustments in macroeconomic 
management. 

45 . While it is difficult to speculate on the most appropriate Bank 
response should there be delays in the pace of macroeconomic adjustment, two 
scenarios can be sketched out. Should the reforms falter for lack of political 
will to follow t rou hon some of the difficu t management and income distribu- • 
tion implications of rice an enterprise reforms, it would be difficult to 
include the olisy-based operations now 2roposed in our lending pro gram, and the 
institutional objectives of traditional projects would need_!: o be set more 
modestlY,. · The political consolidation process seems well in hand, however, and 

I should the reforms falter, it is more likely to be the result of macroeconomic 
instability and the authorities' lack of appropriate instruments to bring these 
fluctuations under control. In this second case, it will be important to main­
tain the high level of economic dialogue , focussed on detailed policy design, 
backed up if necessary by adjustment lending, which we would offer to the autho-

} rities if the overall dialogue over economic management remains good. 

46. Of great political importance to China's leaders, we expect that 
policy-based lending will further enrich our dialogue over major reforms, since 
it allows us greater involvement in policy design and monitoring than dialogue 
and technical assistance alone can in China. Policy-based lending in China is 
unlikely to follow conventional Bank approaches, given that China's reformers 
normally test new policies before generalizing them nationwide; it is therefore 
unlikely that traditional "conditionalities" and tranching would be practical, 
or, indeed, necessary to reinforce our policy advice and agreements. In light 
of the experience with RSAL, we ·would need to adapt other sector adjustment 
procedures and features to China's unique conditions, but in a way that does not 
compromise their applicability to other bor r owers or in future situations with 
China when more precise policy packages and time-bound programs might be more 
crucial to drive · the reforms forward and sustain their momentum. Because the 
adjustment instrument is new for China, and because of the contribution we can 
make through conventional lending, the FY88-92 program would include only three 
policy-based operations, representing less than nine percent of total lending. 

47 . Building on our experience in China with traditional project lending­
-emphasis on which will continue--sector lending would be a cost-effective w~y 
to reinforce the dialogue, build working relationships and obtain feedback from 
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experience in lending and sector work. We therefore plan more intensive efforts 
to combine dialogue on sector issues with support for priority investments. 
These would remove infrastructural bottlenecks and reorient urban and social 
sector programs to take more account of planning, cost effectiveness and manage­
ment issues. In this area, we hope to also make a breakthrough into sector 
lending for forestry, with an emphasis on effective and sustainable afforesta­
tion, leading to self-sufficiency in wood products. As long as economic manage­
ment remains weak, we will need to focus on the details of sector reforms 
(finance, social security) and pricing and institutional issues with our major 
clients (railways, transport, power, urban, forestry). 

48. Responding to decentralization of planning responsibility and invest-
ment decisions, we will also experiment with provincial lending. Reflecting the 
new political and administrative realities of China, a continuous as well as 
direct Bank relationship with provinces should improve our ability to contribute 
to more systematic elaboration of subsectoral strategies in these nation-sized 
jurisdictions. Work with provincial sector agencies and planners should 
increase the efficiency of our project preparation, our ability to influence 
project design much enhanced by becoming involved further upstream. Work has 
begun with Jiangsu and Shanghai. As we develop confidence in overall provincial 
investment programs and build up planning abilities, timeslice operations would 
allow increased project size. Design of provincial projects would take into 
account national economic priorities and sector strategies, so as to counteract 
any local tendencies hindering national economic integration. 

49. Operational Issues. Short-term action on a number of operational ques-
tions would make the Bank:s objectives easier to achieve. The concept of 
market-based onlending and ·relending rates is gradually being accepted. With 
agreement with MOF on principles that should guide onlending of Bank resources, 
we will continue our dialogue with the goal of improving domestic resource mobi­
lization by eliminating subsidization of capital expenditures with interest 
rates. On pricing, we will provide intellectual support for price reform and 
analysis of its impact, and use this analysis for dialogue with the central 
agencies, as . well as in projects in transport and energy, sectors where resolu­
tion of pricing questions is central to action throughout the economy. The East 
China power tariff study completed last year is one example of this approach. 
Long-run marginal cost pricing is being recommended to the power bureaux with 
which we are working as one approach to tariff reform. Following a successful 
effort to improve procurement by introducing ICB, we shall try to ensure that 
LCB under Bank-financed projects can also be fairer, more efficient and open to 
suppliers throughout _China. Foreign exchange allocation and pricing has tended 
to bias project selection and location, and gives rise to inefficiencies in 
project design. In agriculture and industry, the Government's project proposals 
have often been strongly influenced by considerations related to equipment 
procurement, export development and repayment ability of the project entity in 
foreign exchange, with a consequent focus on relatively prosperous eastern China 
and on export-oriented investments. A lasting solution awaits reform of 
exchange controls and establishment of foreign exchange markets. Working 
closely with the IMF, we shall continue to seek improvements to the system, and 
prevent distortions in investment and pric ing decisions, while using provincial 
lending as one way to reduce temptations to balance foreign exchange earning and 
repayment on a project by project basis. Disbursement performance has waned 
over the past few fiscal years, with the rapid growth of the portfolio. We 
intend to address this problem in future projects by closer supervision of pro­
jects with disbursement lags and review with Government general disbursement 
performance at the next Country Implementation Review in fall 1988. 

50. Institutional questions may give rise to short-term disruption in our 
operations while the reorganization proceeds in the central administration. We 
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intend to adapt to the new structures of government, focussing dialogue with 
central agencies on essential support to important macroeconomic reforms, while 
accepting increasing decentralization of investment decisions to provinces and 
local bodies as a growing feature of our lending work. The quality of Bank 
advice is important, but there is also the need to develop Chinese planners and 
managers, more and more in the provinces as well. To meet these needs in a 
cost-effective manner, the China Department has already taken several important 
steps. In December 1987, we agreed with the Government on a three-year rolling 
ESW program (Attachment 2), which gives greater predictability to the timing and 
content of the ESW tasks. A free-standing TA project was approved in FY87, with 
the objectives of both strengthening the planning process and financing impor- -
tant study inputs to the Eighth Five Year Plan . We have also diversified our 
partners in the task of policy analysis. Our collaborators now include agencies 
at the State Council level, and academic and research organizations. Each year, 
we mount high-level policy seminars and symposia for senior policy makers and 
political leaders. As many of these bodies have responsibilities for both poli­
cy setting and implementation, collaboration with them supports our efforts to 
expand lending to China. One area of note, on which continued Bank/Fund colla­
boration will be essential, is external debt management: t~e creation of a 
single agency should improve overall management and we stand ready to offer 
technical assistance, once the Government's internal debates over the relative 
roles of MOF and People's Bank have reached some conclusion. 

51 . The need for technical assistance in China is large and growing . 
Already, the Bank has committed considerable resources through our past lending 
(around $500 million, including three free-standing TA projects), collabor~tion 
with UNDP, an 9ctive EDI program partially financed with UNDP resources, TA 
linked with our ESW program, and study/training visits to Bank headquarters. As 
China proceeds with the next critical phase of reform, demand for technical 
assistance is growing and far exceeds available resources, even to manage acti­
vities funded by other sources. In developing a three-year rolling TA program, 
we plan to focus on four areas: institutional development in the core agencies 
of economic management; planning support to the central line ministries and 
city governments; support for key training institutes, through EDI and project 
work; and continued seminars, symposia and study tours on issues of primary 
interest to government (such as enterprise reform and management, taxation, 
technology transfer and social security). We intend to use training components 
of upcoming operations to support the network of training institutions which are 
working with EDI, thus reinforcing EDI's links to operational work in the China 
Department. For EDI programs which cannot be financed through EDI's budget, and 
whose financing through loan/credit proceeds is not permitted, we shall seek · 
UNDP or bilateral funding, along the lines of the current UNDP-supported EDI 
program. We shall devote more attention to design of technical assistance and 
training components, both to provide more effective support to the implementing 
agencies, and to ~etter justify its cost. Following an internal review which we 
have just completed, the China Country Operations Division will be the fo cal 
point for addressing technical assistance design issues, for relations with EDI 

·and for identifying cost-effective sources of financing ·for training and 
consultants . The Ministry of Finance has established its own technical 
assistance unit to systematize China ' s approach to Bank-financed te chnical 
assistance and identify the most cost-effec tive sources, including bilateral 
funding for project-related technical assistance. 

Sector Strategies 

52. Overview. Our lending will continue to support the reform priorities 
and investments identified by the Government in the Seventh Five Year Plan. 
Despite some cooling of public investment in response to the acceleration of 
inflation in CY87, China's investment needs remain large. We expect to achieve 

• 
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annual lending of $2 billion in FY89, and higher levels thereafter, if 
conditions permit reaching around $3 billion during the Eighth Plan (after 
1991). Even at these expanded levels, the Bank's contribution is smatl ·relative 
to China's investment program. Consequently, our operations will attempt to 
tackle issues of sector investment priorities, technology transfer and 
modernization, technical assistance and institutional development. By the end 
of FY89, work will be nearing completion on three officially-designated 
provincial operations. They are designed to get us involved earlier in project 
design and help provinces develop their new planning and investment 
responsibilities. Supporting government efforts to develop transport and energy 
will remain our first priority. Difficulties of access and shortages remain 
serious constraints to capacity utilization throughout the economy, and China 
plans sustained investment in these fields. There is substantial room for 
improving efficiency both through improved pricing and use of market mechanisms, 
and through wider introduction of new technologies. Involvement in industry 
will continue, with a diversification from the direct support for large 
greenfield projects . which we supported in the past to collaboration with 
provincial industrial agencies on broad subsectoral investment programs. New 
operations with China Investment Bank will continue our important institution­
building role, but in the broader context of the imminent expansion of 
competition in the financial sector. With the Government's interest in acce­
lerating the pace of rural reforms, we will continue our considerable efforts on 
agriculture. Our lending for health, education and urban urban will reach a 
level of at least three operations per year in FY89 and beyond, reflecting 
increased Government interest in the Bank's advice on resolving policy issues in 
these sectors. We plan to coordinate our approaches in the various transport, 
industrial, urban and water projects under discussion with Shanghai, so as to 
help one of the world's largest cities, a key player in China's reforms, 
modernize and cope with growth in China's dynamic coastal zone. The pace of 
expansion of Bank lending would depend on progress toward price and enterprise 
reform, and the authorities' success at controlling inflation through prudenc 
fiscal and monetary policies. 

53. Agriculture and Rural Development. Agriculture and rural development 
remains one of the main sources of growth in the Chinese economy, particularly 
in terms of personal income growth for large masses of people. The sustaina­
bility of recent production gains is in question, owing to deterioration of 
agricultural infrastructure, and uncertainty over the legal and institutional 
framework in which future agricultural development should take place. Past 
lending has given us a sufficiently wide understanding of the sector to identify 
issues and priorities for future operations. A first Rural Sector Adjustment 
Loan supports the launch of a second phase of rural reforms: new land use, 
consolidation and land tenure arrangements, deregulation of product prices and 
elimination of input subsidies, and increased incentives to export of high-value 
crops rather than grain production for local self-sufficiency. Traditional 
investment project proposals, now developed by provincial and lower-level autho­
rities themselves, tend toward multi-component operations focussing on quick­
return, export-oriented activities. The selection process, motivated by immedi­
ate economic concerns over dropping production levels, has been strongly 
influenced by considerations related .to the foreign exchange system (para. 49) 
and production of marketable surpluses in food deficit areas. In each of these 
operations we are attempting to focus on significant technical and 
organizational breakthroughs in various subsectors. 

54. The agricultural lending program would include: (i) land and water 
resource conservation and development, principally through interregional and on­
farm water management and development; (ii) sectoral lending for forestry to 
help resolve extreme shortages of wood products and promote environmental 
protection; (iii) support services for agricultural research, education, exten-
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sion and improved seed production, slow maturing and less showy than area 
development projects but important if production gains are to be ·sustained, 
productivity increased, and agricultural technologies impr~ved; (iv) provincial 
multi-component operations, taking into account domestic as well as foreign 
market possibilities, expansion of rural, off-farm employment, and poverty alle­
viation in poor areas; (v) further agricultural credit lending, if continuing 
efforts are successful at strengthening rural credit institutions. Although· 
provincial projects are likely to get most of the government's attention, and 
indeed offer much potential , we shall aim at a balanced program in which they 
fit well into a national context which includes national-Level support services 
projects, including water conservancy and forestry. If the first RSAL is 
successful, we plan a series of policy-based operations every two years in sup­
port of the rural reforms as they are implemented. Since investments in the 
rural sector should be a focal point of both China's plans , and the Bank's len­
ding, a pipeline of three-four projects per year, including agricultural credit 
and sector adjustment operations in alternate years, would represent around 25 
percent of lending volume. 

55. Industry and Finance. Operations since FY83 have established an impor-
tant relationship with China Investment Bank and provided direct lending for 
fertilizer, machine tools , pharmaceuticals and phosphates . Studies on finance 
and investment, external trade, and enterprise reform were well received by the 
highest levels of the Party and the Government, and parts are being implemented. 
For reasons parallel to those discussed above under the rural sector, expansion 
of Bank lending for industry has been hampered. As well, "surplus commodity " 
issues make large B~nk operations for heavy industry with national developmental 
priorities and immense domestic markets (iron and steel and non-ferrous metals) 
problematic, despite the potential for Bank involvement to help efforts to 
reform prices, improve efficiency and upgrade technology. This issue, in fields 
where China ' s imports are unsustainably large, and where a local comparative 
advantage exists, needs to be revisited. 

56. While at the national level we will continue dialogue on industrial 
sector and subsector policies, we plan to focus on helping provincial industry 
agencies work out the specifics of enterprise reforms and their own changing 
responsibilities. Establishing direct relationships with a number of provinces 
to develop provincial industrial operations could have strong multiplier and 
demonstration effects. Early experience suggests that the Bank can make a con­
tribution to subsectoral restructuring and technology transfer, improving 
efforts to promote exports through greater emphasis on quality and marketing, 
and developing local support institutions. This would encourage local adoption 
of policy measures already supported at the national level through our ESW pro­
gram. Bank involvement in the Structural Change exercise, under which Chinese 
agencies are preparing industrial strategy documents for key subsectors, will 
help develop an intellectuai framework for the integration of now fragmented 
strategy questions. We are also exploring options for the Bank to play a role 
in improving the access of non-state industry to formal financial markets and 
other institutionalized servic es, including the State Science and Technology 
Commission's SPARK program , a new channel for credit and support to rural indus­
t r y . Although there seems to be adequate commerc ial and bila~e r al financ e fo r 
telecommunications development , we plan to explore the Government's interest in 
advice on sector planning and management, crucial if China is to have the c ommu­
nications networks necessary to support national economic integration and 
greater openness to the outside world. 

57 . Lending in the financial sector, building on the completed ESW on the 
sector itself and on foreign trade and investment, will focus on the evolving 
financial sector reforms. The financial system is only rudimentary at all 
levels, and the policy environment is weak. Our experience has underlined the 

• 
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need for greater independence for financial institutions, more competition, and 
better oversight by the central bank. Work will be needed both on the 
regulatory institutions and on the banks and other financial agents that are 
emerging, particularly the II informal II financial -instruments and intermediaries 
in rural areas, operating with approaches to market rates, competition and risk 
the Government has so far been reluctant to introduce throughout the financial 
sector. Discussions have begun on a financial sector operation. It would 
include technical assistance and material support both to the monetary authori­
ties (in collaboration with the Fund) and to selected developing banking insti­
tutions. A strong network of financial institutions would reinforce policies to 
move to market mechanisms and move away from administrative control of the 
economy. As the Government's intentions become clear on the role of the six new 
sector investment corporations, likely to play an important role in financing 
public investments, we shall assess their technical assistance requirements and 
the Bank's role in their development. 

58 . In summary, our approach to industry and finance would be a combination 
of: (i) highly focussed sector work on areas where the economic payoffs to China 
through technological adaptation, management improvemen·ts and regional economic 
specialization are likely to be high; (ii) dialogue with the central policy­
setting bodies on substantive issues such as pricing, trade policy and the cli­
mate for private investment, which the industrial ministries and the provincial 
industrial bureaus have been unable to discuss concretely, supported by policy­
based operations if the pace of reforms warrants; (iii) lending to provinces 
with industrial development programs in subsectors with national priority; and 
(iv) support for CIB and other financial intermediaries who develop the capacity 
to appraise industrial projects within overall policies and pricing practices 
that we find acceptable. Backed up by a strong program of sector work on both 
national issues and strategic subsectors, and a strong policy dialogue over 
price reform and financial sector development, we plan three-four projects per 
year, representing about 20 percent of the lending program, for industry and · 
finance. -This would include large loans every two years to CIB and other finan­
cial intermediaries, and a series of financial sector development operations if 
the dialogue is productive. 

59. Infrastructure. Rapid growth in demand for energy and transport resul-
ting from the reforms is stretching physical and operational limits, leading to 
a huge unsatisfied demand in China. Past projects have increased capacity in 
transport and energy sectors and helped the Ministry of Railways and the Minis­
try of Water Resources and Electric Power make modest starts on improving their 
planning and management. The Bank has also helped improve port facilities and 
management, alleviating one of the bottlenecks to foreign trade. Dialogue on 
broad sectoral issues is lagging on transport, although well engaged for elec­
tric power planning and pricing. This is due to the Government's past reluc ­
tance to allow extensive sector work and to the fragmentation of responsibili­
ties between central agencies and local ~uthorities. 

60. In transport, contintiing shortages of c apacity imply very high e c onomic 
returns to further investments in rail, road and water transport, while returns 
on civil aviation--a new sector for the Bank--would likely be even higher. The 
Bank's greatest contribution, however, would lie in helping examine l ong-term 
strategic options in developing the transport system and associated spatial 
loc ation of e c onomic activities. At all levels, there is a need to utilize 
existing capacity better, take advantage of new transport technologies and fully 
understand how to move toward a more efficient balance among competing modes and 
introduce integrated intermodal services. We plan to support transport manage­
ment training and the development of applied research on policy issues and 
transport technology. The new provincial lending instruments are well-suited to 
transport: we have proposed, for example, a multi-modal transport study for the 
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Shanghai Economic Zone. In railways and aviation, a central perspective is 
needed, however, and sector lending will be the preferred instrument. The 
Ministry of Finance has asked that work begin on sector lending for railways . 
Civil aviation will initially be addressed through a small sector survey . 

61. In energy, the impact of unmet demand on industrial efficiency and 
capacity utilization gives the highest priority to the power subsector . The 
good working relationship established with all levels of the Ministry of Water 
Resources and Electric Power, now the Ministry of Energy, and their openness to 
policy advice augurs well for expanded lending in sp i te of the reshuffle of 
responsibility. Efforts to strengthen power institutions and policies for plan­
ning, pricing, organization and management will continue . Bank sector work and 
lending should help China move toward power companies and regulatory models that 
have a good track record elsewhere and· avoid the proliferation of small, subop­
timal power projects. Future lending will focus on strengthening the regional 
grids with large projects and on accelerating subsector investment to eliminate 
shortages by the end ~f the century. Priority goes to generation and transmis­
sion investments: eventually a sector approach would be appropriate to promote 
tariff reforms and regional integration. The Bank will continue to mobilize 
resources needed for technical assistance for the economic, environmental and 
resettlement aspects of the giant Three Gorges Project . The coal industry is of 
paramount importance to the energy sector on its own right and because of its 
strong linkages with power and transport projects . The Bank ' s operations will 
deal primarily with these l i nkages and on measures to improve efficiency of coal 
use and reduce environmental pollution. In the oil and gas subsector, we would 
focus on natural gas development operations where the Bank has a comparative 
advantage on topics of policy formulation, regional planning and coordination 
between gas producers and end users. 

62. For transport and energy, we plan to focus on institutional issues, and 
in particular the inherent risk of inefficiencies in planning, operations and 
pricing f~r natural monopolies with economies of scale. The integration of the 
two sectors in the China Department will permit a closer look at their linkages, 
primarily on the issues of coal transport and railway capacity bottlenecks. 
While large projects beyond FY90 cannot be firmed up until the Eighth Plan is 
known, discussions continue on project concepts and proposals, and we plan to 
devote about one-third of the lending program to these sectors. Sector lending 
would be feasible and cost-effective for both. 

63. The Urban Sector. Reflecting years of relative neglect, the need is 
pressing for policy reforms in housing and the financing of public services, and 
for investment to modernize China's expanding cities. With the reforms, expan­
sion of services and labor-intensive light industrial production have boosted 
demand for labor and led to relatively large rises in urban incomes. Increased 
affluence, combined with public commitment to provide services at standards well 
above those expected from low ·income countries, have aggravated pressures on 
~rban health and education facilities. Among the issues China will need to 
address are: (i) poor resource mobilization and financial management prac tic es, 
an inadequate revenue base and weak tax administration , all growing ou t o f 
distortions in prices of goods and services delivered to urban consumer s; 
(ii) inadequate urban infrastructure, and the need to invest t o r e medy past 
neglect and catch up with growth-driven demand; (iii) poorly artic ulated 
planning, insufficient attention to priorities, budget forecasts and re c urrent 
c ost implications, and mounting levels of subsidies for urban services; 
(iv) uncontrolled urban sprawl and environmental mismanagement; and (v) growing 
inequality of access to services. 

64 . We are preparing operations to help translate China ' s market-oriented 
model into a c tion on urban issues. They would enc ourage expanded local respon-

• 



- 21 -

sibility for urban management and financing, accelerate investment in higher­
return urban projects, promote more efficient financial intermediation, and pay 
more attention to environmental problems. This approach includes: more lnten­
sive dialogue with the center on finance and tax issues; concentration on the 
three provincial municipalities (Shanghai, Tianjin and Beijing) which would 
guarantee visibility for this approach; and lending and sector work in areas 
most affected by rapid rural industrialization, medium-sized cities and new 
towns, which may be more replicable. Urban projects will be broad-based, rather 
than concentrated only on water or transport improvements. They would include 
components to develop planning methodology, improve municipal management and 
planning, and improve cost recovery. In addition to taking advantage of the 
organization of AS3PW to integrate health and education components, we will also 
address environmental and architectural concerns. Sector work will be the prin­
cipal vehicle for a thorough review of municipal finance and urban financial 
management, including resource mobilization by local governments. Housing 
finance shows great potential for developing a major domestic industry without 
recourse to subsidies. Translating this strategy into lending operations will 
aim at at least one urban project of about $150 million per year. 

65. Education. Following the disarray in education brought about by the 
Cultural Revolution, four IDA projects have assisted the top priority of 
reestablishing universities as centers of excellence . The 1985 Education Reform 
calls for universalizing primary education and strengthening technical and voca­
tional education, and for devolving financial, planning and managerial responsi­
bility for these levels to the provinces. Despite its strong project implemen­
tation capacity, the State Education Commission has proved vulnerable to local 
and provincial pressures to focus on equipment purchase, a narrow view of tech­
nology transfer. Follo~ing a reevaluation of our approach to support for educa­
tion, we are diversifying our program to include direct support to provinces, as 
well as national projects. Our initial work in Gansu has shown that efforts at 
the provincial level allow more direct Bank involvement, with policy makers as 
well as professional staff of the educational bureaus. Sector work on planning 
and finance in two provinces (Jiangsu and Guizhou) will improve our knowledge 
base for future provincial lending. A project to strengthen research capacity 
in science and technology would continue the national focus of prior years, but 
with greater attention to policy content and institution building. We expect to 
broaden our policy dialogue at the national level, addressing such issues as the 
internal efficiency of schooling, more efficient and imaginative civil works 
planning, design and execution, and better justification and procedures for 
selecting teaching equipment. Sector work will examine training for the 
services sector, a new and burgeonlng employment area. As government reorgani­
zation and reform of enterprise management proceed, we will respond to requests 
for assistance for programs to train civil servants and enterprise managers. 

66. Health. China's past successes in largely eradicating infectious 
diseases have dramatically increased life expectancy, now at 69 years. Simulta­
neous reductions in fertility through its family planning program have fundamen­
tally altered its demographic structure. China now needs to refine its health 
care strategy with greater attention to prevention of chronic diseases, reduc ­
tion of occupational and environmental hazards and provision of effec tive emer­
gency care, along with c ontinued emphasis on infec tious disease contro l in rural 
and poor areas. Cost-cons~iousness has so far not been a preoccupation. 
Current and future demands for health c are c annot conceivably be met without 
better coordinated, efficient ~anagement of all parts of the health system. 
Alternative strategies such as preventive services, health education and non­
institutional programs can address these problems, and at lower cost. We plan 
to help build c onsensus in China for a more financially sustainable approach, 
including better planning and financial management in health care institutions 
and national and provincial health bureaus; better use of health system infra-
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structure; reforms of health insurance programs; and new systems of emergency 
care, rehabilitative medicine and medical education. Few of the Bank's other 
borrowers face these problems in health care, and will need such approaches to 
redirect health investments away from high technology imports and capital forma­
tion toward prevention, appropriate local technologies, and improved efficiency 
and recurrent cost funding: these are complicated issues which have proved 
difficult even in advanced countries . Future projects should also address 
remaining health problems in China's poor areas . Lending would be expanded to a 
$100-150 million project in alternate years . 

67 . Cofinancing. China's interna"i organization does not facilitate 
cofinancing operations: the Bank, by far the largest donor, works with the 
Ministry of Finance; Asian Development Bank, much smaller and a newcomer, works 
with People's Bank of China (the central bank); and the Ministry of Foreign 
Economic Relations and Trade manages financial relations with Japan. With the 
exception of Japan, bilateral programs, generally less than $50 million per 
year, aim at small projects with reasonable visibility. UNDP has worked closely 
with the Bank on a number of technical assistpnce operations , including project 
prep~ration, but also has a dispersed prog~am of generally small operations. In 
addition to these administrative obstacles, the Bank now faces a perception in 
China that our funds a r e relatively expensive compared to other. sou r ces, parti­
cularly the Japanese banks and official agencies, and while there is scope for 
involving other donors in specific operations, there is also the risk that the 
Bank may have to . bear a heavy and expensive burden of preparation and appraisal 
work . To resolve this problem, our main cofinancing efforts will focus on mobi­
lizing grant technical assistance for project preparation and implementation, a 
growing need and one for which both the Ministry of Finance and implementing 
agencies hav~ shown some resistance to borrowing IBRD funds. We plan nonethe­
less to expand our working level contacts with staff of the Asian Development 
Bank and the Japanese agencies, and maintain good informal contacts with banks 
active in China. 

68. Bank Exposure. Under a liberalized import scenario, IBRD's share of 
net public borrowing would average 20 percent through 1995. Including IDA, the 
Bank's Group's share of net flows would amount to about one-third of total pub­
lic net flows. This large Bank role assumes that China will open up the economy 
as reform proceeds, in line with stated government policy to expand overall 
borrowing. If China were to fol e. conse ative strate y, combined IBRD 
and IDA lending at the levels proposed would cover virtually all of the 
borrowing requirement: this would be inappropriate from a risk management pain~ 
of view and would probably lead to a scaling down of China's resource requests 
from the Bank. Under the import liberalization strategy, Bank exposure rises in 
the outer years of the projection period. The Bank's share of public debt would 
more than double to 19.1 percent by 1995 and the Bank's share of public debt 
service would rise to nearly 34 percent. China would thus break through the 
Bank's exposure guideline which normally limits the Bank's share of total public 
and publicly guaranteed debt and debt service to 20 percent, or to 15 perc ent if 
the share of preferred creditors in total public debt exceeds 33 percent. Thi s 
poses a dilemma : is it riskier to have a larger share of a small debt servic e 
or a smaller share of a larger debt service? Although Bank exposure will have 
to b€ kept under review, we believe that exceeding the Bank's exposure- gui e -::--1 

ina wouI ~ justifie d for two reasons. First, IBRD debt servic e is 
o be only 1.8 percent of export ~ in 1995 and debt service to all 

~ reterretl creditors .is projected to be only 2 . 5 percent. Second, China has a 
strcing rec ord of honoring the government' s commitments, e.g. when Soviet aid was 

l 
isrup~d ~ n 1960, the government prepaid all Soviet loans within a brief 

period. Rapid increases in Bank exposure would be justified both by China's low 
overall indebtedness and by the-Bank's support for a strong policy effort . The 
share of China in the Bank's portfolio would rise from 1.6 percent at the end of 
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December 1987 to 7 percent by 1995. Depending on the overall level of Bank 
lending in the 1990s, and in particular the date at which lending rises to 
$3 billion, by the year 2000 China could reach 10 percent of the Bank '.s ·· · 
portfolio. 

69. Poverty Issues. Because of the perception that China has been more 
successful at meeting basic human needs and (with rare exceptions) preventing 
famine, than in putting together an efficient, dynamic economic system, the 
Bank's attention has focussed on incentives, markets and better flows of resour­
ces rather than on distributional and poverty issues. China has made impressive 
progress in reducing absolute poverty: with strong economic growth, there has -
been strong commitment to improving standards of education, nutrition and health 
for all. Over the last 10 years, the number of absolute poor has declined dra­
matically from an estimated 200 million to about 70 million today. Apart from 
the aged, this group consists largely of unskilled people living in resource­
poor areas where prospects for increasing incomes are limited. The current Five 
Year Plan allocates about $1 billion annually to combat the problems of the very 
poor. The impact of this funding could be enhanced by fundamental institutional 
and policy changes including allowing increased labor mobility within and 
between regions. A broadened approach to poverty along these lines would also 
be effective against a potential new problem in poverty control: the emergence 
of "new poor" or those who, existing now at the margin, might lose out in the 
competitive, market-oriented environment brought about by the reforms. Although 

. Government policies did not appear to be impeding women's participation in deve­
lopment, past Bank projects have been designed to reinforce China's maternal and 
health system and improve the quality of health and education services and 
access of women and children to them. As a more market-based system takes hold 
in China, potential problem areas include employment, resettlement and access of 
women to land and credit. Enterprise reforms may lead to changes in how social 
services, p~rticularly health care, housing and pensions, are provided. New ESW 
tasks and the design and supervision of projects will accordingly be more sensi­
tive to the potential and intended impact, particularly on women. We have shar­
pened the poverty focus in our ESW and lending. Economic work prior to provin­
cial lending to poorer areas (including another study of a poor province, possi­
bly Guizhou) and a study of rural employment (already accepted in the three-year 
ESW program) would have a poverty dimension. Appropriately targeted operations 
could then address the needs of the identified poor in rural areas. 

70 . The Environment. Environmental issues are receiving increasing atten-
tion in China as developmental pressures on natural resources and on air and 
water quality grow each year. China has established comprehensive and strict 
pollution guidelines, including environmental assessments for most public 
investments. On the other hand, the lack of market prices for water and land 
have accelerated conversion of suburban farm land to urban uses and excessive 
tapping of groundwater. Given the volume and high quality of China's coal, it 
is the obvious energy alternative. But its extensive (and underpriced) use for 
heating and cooking, and heavy reliance on thermal power generation with 
virtually no application of scrubbing technology, have polluted the air of 
China's cities. The explosive and unplanned growth of rural industry has als o 
been a major fa c tor in water, soil and air po llution. In general, until pric e 
reform is completed, neither pollution fees or fines nor administrative regula­
tions are likely to c arry suffic ient for c e to encourage treatment of industrial 
wastes and emissions, or to reduc e worker exposure · t o unhealthy occupational 
environments. Decision-makers tend to see technology policy as the key t o impr­
oving environmental standards, but it may not be as effective a motivating 
mechanism as raising the price paid by users of energy to something approaching 
its real cost. An upcoming ESW task will examine the environmental implic ations 
of development in Jiangsu Provinc e, a c andidate for provincial lending. 
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71. We plan to finance a program of technical assistance to the National 
Environmental Protection Agency (NEPA), including a major study on the ~nviron­
mental impact of rural industrialization. This would improve our understanding 
of the issues, policies and procedures that guide NEPA's work and help develop 
techniques and administrative and economic measures for implementation and 
enforcement. Involvement with NEPA will also help ensure that future Bank pro­
jects adequately address environmental impact and incorporate measures to miti­
gate them. Future lending for urban projects and public utilities would review 
technologies proposed for energy conservation and reduction in air and wate r 
pollution, examining pollution control and land use standards, fiscal incentives 
and enforcement. Issues of involuntary resettlement and land ·compensation seem­
to be addressed systematically and well in China , and our evaluation of experi ­
ence under Bank-financed projects could offer lessons for other member 
countries. 

August 31 , 1988 

• 



1987 SOCIAL INDICATOR DATA SHEET 

CHINA 
Reference Groups (MRE) 

LABOR FORCE 
Total Labor Force (mill) 

Female(%) 
Agriculture(%) 
Industry (%) 

Part i cipat i on rate(%) : 
Total 
Ma l e 
Female 

Age dependency ratio 

HOUSING 
Average size of household : 

Total 
Urban 
Rural 

Percentage of dwellings with 
electricity : 

Total 
Urban 
Rural 

EDUCATION 
Enrollment rates : 

Primary : Total 
Male 
Female 

Secondary : Total 
Male 
Female 

Pupil-Teacher ratio : 
Primary 
Second~ry 

Pupils reaching grade 6 (%) 

INCOME, CONSUMPTION, ANO POVERTY 
Energy consumpt i on per cap . 
(kg of oil equivalent) 
Percentage of private income 
received by : 

Highest 10% of households 
Highest 20% 
Lowest 20% 
Lowest 40% 

Est . absolute poverty i ncome 
level (US$ per capita) : 

Urban 
Rural 

Est . pop . below absolute 
poverty income level (%) 

Urban 
Rural 

Passenger cars/thou pop . 
Newspaper circulation 
(per thousand population) 

1965 

320 
41 
81 

8 

45 
54 
35 

0 . 8 

30 
20 

178 

1973 

394 
42 
77 
11 

45 
54 
35 

0 . 7 

126 
135 
115 

47 
55 
38 

43 
29 

308 

o. 1 

Most 
Recent 

Estimate 

479 C 

43 
74 
14 

47 C 

56 
36 

0 . 6 

5 
4 
5 

63 

118 
129 
107 
37 
43 
31 

25 
17 

515 

39 d 
7 d 

18 d 

0.2 

18.9 

Low-income 

31 
72 
13 

41 
54 
28 

0.7 

97 
109 
84 
32 
41 
25 

36 
18 
49 

310 

0 . 3 

16 . 0 

Lower mid 
income 

29 
55 
16 

35 
49 
20 

0 . 8 

103 
110 
97 
40 
48 
39 

32 
20 
71 

345 

4.0 

14 . 0 

IECSE August 1987 
.. Not available . Note: Most recent estimates of population and GNP per capita are for 19811 unless otherwise noted . 

Group averages are population weighted . Country coverage depends on data availability and i s not uniform . Unless otherwise noted. 
19115 refers to any year between 19112 and 19111: 1973 between 1970 and 19711; and most recent 11tlmate between 1980 and 19811. 
a. Senior doctors of western medicine. b . Figures from the government. not the WHO . 
c . Figures from the government, not the ILO . 
d . Olstribution of people ranked by household income. 1979 data . 



1987 SOCIAL INDICATOR DATA SHEET 

CHINA 

1965 

AREA 
Total land area (thou sq km) 9 , 561 . 0 
Agricultural (% of total) 33 . 9 

GNP PER .CAPITA (current US$) 

POPULATION ANO VITAL STATISTICS 
Total population (mill) 
Urban pop . (% of total) 
Population growth rate(%) : 

Total 
Urban 

Life expect. at birth (yrs) 
Population projections : 

Pop. in 2000 (mi 11) 
Stationary pop. (mill) 

Population density per sq km 
of agricultural land 
Pop . age structure(%) : 

0-14 yrs 
15-64 yrs 
65 and above 

Crude birth rate (per thou) 
Crude death rate (per 'thou) 
Total fertility rate 
Infant mort . rate (per thou) 
Child death rate (per thou) 
Family planning : 

Acceptors. annual (thou) 
Users (% of married women) 

FOOD. HEALTH ANO NUTRITION 
Index of food production per 
capita (1979-81 a 100) 
Per capita supply of : 

Calories (per day) 
Proteins (grams per day) 

Pop. per physician (thou) 
Pop . per nurse (thou) 
Pop . per hospital bed (thou) 
Access to safe water 

(% of population) : Total 
Urban 
Rural 

90 

714 
18 

50 

220 

40 
55 

5 
39 
13 

6 . 4 
90 
11 

2,034 
51 

3 . 8 a 
3 . 0 
0 . 9 

1973 

9 , 561 . 0 
40 . 5 

150 

879 
19 

2 . 7 
2 . 6 

64 

227 

36 
58 

5 
29 

8 
4 . 4 

56 
10 

90 

2,219 
53 

4 . 0 a 
3.0 
0.6 

Reference Groups (~RE) 
Most 

Recent 
Estimate 

9 , 561 . 0 
40.3 

280 

1,055 
22 

1 . 4 
3 . 1 

69 

1 , 274 
1,600 

269 

30 
65 

5 
18 

7 
2 . 2 

35 
2 

69 

120 

2,620 
61 

1. 9 b 
1 . 2 b 
0.5 b 

50 
81 
40 

Low - income 

260 

22 

2 . 1 
3 . 8 

60 

349 

37 
59 

4 
29 
10 

3 . 2 
72 

9 

115 

2,339 
55 

8 . 9 
2 . 4 
1 • 1 

Lower mi d 
income 

820 

36 

2 . 5 
4 . 2 

58 

284 

39 
55 

6 
36 
11 

3.6 
82 
11 

108 

2,514 
56 

6 . 9 
1. 4 
0.8 

Population Growth Infant Mortality Primary School Enrollment 
~ 

1,11-n 1,n-11 
G'ZII CHINA 
CZl F'IRST Rtr GROUP 

120 . ,.............. 
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150 

40 
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Attachment 1 

CHINA: Approved Five - Year lending ProgrM 

····················88···· ··· · · · ·· · ············ ··· ···· ·89··· ·········· •••.•.....•.•••.••.• 90 ••............ ····················91· ····· · ······ ·············· · ··· · · 92············· ········· TOTAl ········ 
IBRO JOA IBRO JOA IBRO JOA IBRO JOA IBRO IDA No. of IBRO JOA 

'" '" '" '" '" '" '" '" '" '" Proj . '" '" -- ------------- --- ---------------- - ------- --- --- ---------------------- ---- --- --------------------------- -- ----------------------------------- ----------------------------------- ----------------------
AGRICULTURE 
;::::;;:;:s:;: 

Northern trrig . 103 . 0 Shaanxi Prov . Agr. 106. 0 Middle Yangtze 25.0 50 . 0 S Rural Cr . IV 100 . 0 100.0 Tel low Riv Bas 50 . 0 100.0 
Coastal Dev . 40 . 0 60 . 0 Shandong Ag Dev 115 . 0 Rural Sec . Adj . II ' 200.0 100.0 Agr. Sup. Serv . 105.7 Xinj i ang lrrg . 120.0 
Rural Cr . 111 170 . 0 S Jiangxi Agr Dev 75 . 0 S Coastal II 40.0 100 . 0 S Rural Sec. 111 200.0 100.0 
Dax ing Fores try 56 .9 s Forestry Sector 110.0 Si chuan Agr Dev 120.5 
RSAL 200.0 100 . 0 s Hebei Agri 0 . 0 100.0 

(5) 240 . 0 489.9 (2) 0 . 0 221.0 (3) 225 . 0 225 . 0 (5) 140.0 515.7 (4) 250.0 440 . 5 (19) 855.0 1892 . 1 

INDUSTRY & FI NANCE 
:::::11::: :::::c:s:r;:: :::a:z:::z :s 

PharmecNJt icals 127.0 CIB V 400.0 Shanghai Prov 150. 0 Tianjin II 175.0 CIB VI 400.0 
Phosphate I 62 . 7 Tianjin Light Ind 156. 0 Yunan Ind . Sect . 100 . 0 Petroch.,.i cals 125.0 Jiangsu II 150 . 0 

Rural Ind Tech 111.4 s Ji angsu Prov 75 . 0 50 . 0 Rur . Ind. Tech . II 175.0 S Shanghai II 150.0 
Phosphate I I< Hubei > 137 . 0 Fin.Sec .Dev . 175 . 0 75.0 

(2) 189.7 0 . 0 (4) 693.0 111.4 (4) 500 . 0 125.0 (3) 475.0 0.0 (3) 700.0 0 . 0 (15) 2557 . 7 236 . 4 

TRANSPORTATION & ENERGY 
==:===================z::z 

Huangpu Port 63 . 0 25.0 N, X & S Ports 133.0 S Railway V 200 . 0 _Shanghai Port 1ao.o I nl ard llaterways 150.0 
Dali an Port 71.0 25.0 Jiangsu Multlmodal 122.0 211 . 0 Ertan Hydro 150 . 0 Longtan Hydro 275 . 0 S Ertan II 200 . 0 
Hwy 111 ·Slchuan 75 . 0 50.0 Hwy V· Shandong 70.0 50.0 N. China lher• 150 . 0 S Rwy VI 250.0 Power Dist. 150.0 
Railway IV 200 , 0 Hwy Vl · Jlangxl 50 . 0 12 . 0 S Oaguangba· Hain. 95 . 5 Jiangsu Tr. 130.0 Hwys. VII 200.0 
Hwy IV·Shaanxt 50 . 0 Rwy · lmer Mongol 100.0 50.0 Shuikou II 175.0 S Rwys. VI I 175.0 
B•i lu,gang II 165.0 Tanshi Thermal 151 . 0 

(6) 624 . 0 100 . 0 (6) 626.0 140.0 (4) 595.5 0 . 0 (5) 1010.0 0.0 (5) 1175.0 0 . 0 (26) 3730.5 240 . 0 

POP., HEALTH, URBAN & \IA TER SUPPLY 
: :z:::i:::z:z:zzz:zzz::z::::z::i:::z:z::::z::::: 

Teacher Train. 50 . 0 Int. Health 110 . 0 S Tech. Eruc. 70.0 S Zhe j i ang Urban 120.0 
Textbook Dev!. 55 . 0 L iaoning Urban 100.0 s Key Studies 100 . 0 S Voe. Eruc. 100 . 0 

s Med· size Cities 125.0 S Thnj in Urban 100 . 0 Beijing \later 150. 0 
Shanghai Transp. 101. 7 S Mgn,!. Eruc. 100.0 

S Rur . Health 100.0 

(1) 0 . 0 50.0 (2) 0 . 0 165 . 0 (4) 0 . 0 396 . 7 (3) 0.0 320.0 (4) 0 . 0 450.0 (15) 0 . 0 1381. 7 

---- -------- --- ------ --- ---- ------- ----- --- -- -------- --------- ---- ---- ------------------------------------ ------------------- -- ----- --- ------ -------------- -- ---------------- --- ------ -- ---- ----- -----
TOTALS (14) 1053 . 7 639 . 9 (14) 1319 . 0 637 . 4 (15) 1320. 5 746 . 7 (16) 1625.0 835.7 (16) 11125.0 890.5 (75) 7143.2 3750.2 
--- -------------------------------- --- ----- ---- ----- -- --- -- ---- ------- -------- -- --- ------------ ---- ------- -------------------- ---- --------- -- ------ ---- -------- -------- --- --- --- --- ------- ------- -----

S1693 . 6 S1956 . 4 S 2067 .2 S2460.7 S2715 . 5 $10893.4 

Million SOR 465 490 545 610 650 2760.0 

IBRO: IOA Rat i o 62 38 67 33 61, 36 66 34 67 33 

09/02/88 
AS3CO 



······ · · · ···· ·· ···· · 88····· · · · · · · · · 
IBRO IOA 

SM SH 
··--·- ------ --- ----- ----- -- ------ --
AGRICULTURE 
:========== 

Nor thern I rri g . 103.0 
Coastal Dev. 40 . 0 60 . 0 
Rural Cr . Ill 170 . 0 
Dax i ng forestry 56 . 9 
RSAL 200 . 0 100 . 0 

(5) 240.0 489 . 9 

INDUSTRY & FINANCE 
:===========-===:=== 

Pharmaceuticals 127. 0 
Phosphate I 62.7 

(2) 189.7 0 . 0 

TRANSPOIHATION & ENERGY 
== = ======:s:::::z:::::::a: 

Huangpu Port 63.0 25 . 0 
Dalian Port 71.0 25.0 
Hwy I ll · Sichuon 75.0 50 . 0 
Railway IV 200.0 
Hwy IV · Shaanxi 50 . 0 
Bei lungang II 165 . 0 

(6) 624.0 100 . 0 

POP., HEAL lH, URBAN & IIAlER SUPPLY 
===::====::::::-c:::::================z:=== 

Teacher Tra in. 

(1) 

lQTALS ( 14) 

Million SOR 

. IBRD :I DA Ratio 

09/02/88 
AS3CO 

50.0 

0 . 0 50 . 0 

1053. 7 639.9 

$1693 .6 

62 : 

465 

38 

···· · ··· ·· · ·· ·······89··· ·· ····· · · · 
IBRO IOA 
SH SH 

--- ----------- ----- ------------- -- -

shaanx l Prov. Agr . 145 . 0 
Shardong Ag Dev 140 . 0 

(2) 0. 0 285 . 0 

CIB V 400 . 0 
Ti anjin Light lrd 156. 0 
Rur al lrd Jech 162 . 8 
Phosphate I l!Hubei > 137. 0 

(4) 693 . 0 162 . 8 

N, X & S Ports 135 . 0 
Jiangsu Mui tllllOdal 154 . 0 
Hwy V· Shardong 50.0 50.0 
Hwy VI ·Jiangxi 70.0 
Rwy· lmer Mongol 80.0 50 . 0 
Yanshi Thermal 153.2 

(6) 642 . 2 100.0 

Int . Heal th 110 . 0 
Textbook Devt. 55 . 0 

(2) 0.0 165.0 

(14) 1335 . 2 712.8 

$2048.0 

65 

520 

35 

CHINA: Recomnended Five· Year . Lerding Program 

•..•• . •. . ... . •. . . . • . 90 •• • •.... .•••.. 
IBRO IOA 

SH SH 
--- ---- --- -- ------- ------ -- --- ---- --

Middle Yangtze 50.0 50.0 
Rural Sec . Ad j . I I 200.0 100 . 0 
Jiangxi Agr Dev 75 . 0 

----- --
{l) 250.0 225 . 0 

S Shanghai Prov 150 . 0 
Yll'lan lrd. Sect . 100 . 0 
Ji angsu Prov 100. 0 50 . 0 
Fin.Sec.Dev . 175.0 75.0 
Hei l ongj iang Tools 79.6 

(5) 

S Ral lway V 
Ertan Hydro 
N. China Therm 

S Daguangba · Hain. 

(4) 

S Tech . Educ . 
Li aoni ng Urban 

s Med-size Cities 
Shanghai Transp. 

(4) 

(16) 

604 . 6 125 . 0 

200 . 0 
200 . 0 
200.0 
95 . 5 

695 . 5 0.0 

70 . 0 
100.0 
125.0 
101.7 

0.0 396.7 

1550. 1 746 . 7 

S 2296 . 8 

67 

545 

33 

· ····· · ··· · · · ··· · ·· · 91 ··· · ···· ·· · · · 
IBRO IDA 
SH SH 

--- ---- --- --- ----- --- ----- ------- --

S Rural Cr . IV 
Agr . Sup . Serv. 

s coastal II 
• S Forestry Sector 

S Hebei Agr i 

(5) 

Ti an jin II 
Petrochemicals 
Rur . lrd . Tech.II 

(3) 

Shangha i Port 
longtan Hydro 

S Rwy VI 
Jlongsu Tr . 
Shuikou II 

(5) 

S Zhej I ang Urban 
s Key Studies 
S Tianjin Urban 

(3) 

(16) 

160. 0 100.0 
105.7 

40 . 0 100.0 
110. 0 

o.o 100.0 

200.0 515.7 

210.0 
160.0 
200 . 0 

570.0 0 . 0 

210 . 0 
310.0 
250.0 
153.4 
210 . 0 

1133 . 4 0 . 0 

120 . 0 
100 . 0 
100 . 0 

0.0 320 . 0 

1903.4 835.7 

S2739 . 1 

69 

610 

31 

Attachment 1 

· · ·· · · · ··· ·· · · ·· ··· · 92·· · ··· · · · ·· ·· 
IBRO IDA 

SH SH 
------ --- -- -- -- ------ -- ----- -------

Yellow Riv Bos 
Xinjlang lrrg. 

s Rural sec. 111 
Sichuon Agr Dev 

(4) 

CIB VI 
Jiongsu II 

S Shanghai II 

(3) 

lnlard llaterways 
S Ertan II 

Power Dist . 
Hwys. VII 

S Rwys . VII 

(5) 

S Voe. Educ . 
Beijing llater 

S Mg111t . Educ . 
S Rur . Heal th 

(4) 

(16) 

100.0 100.0 
120.0 

250 . 0 100.0 
120. 5 

350.0 440 . 5 

400.0 
150 . 0 
150.0 

700.0 0 . 0 

200 . 0 
300.0 
200 . 0 
250 . 0 
233 . 0 

1183.0 0 . 0 

100 . 0 
150.0 
100.0 
100.0 

0 . 0 450.0 

2233 . 0 890.5 

S3123.5 

71 

650 

29 

• · · ·· · · ·· TOT Al · · • · · · · · 
No . of IBRO IOA 
Proj . SH SH 
--- --- ------------ ----

(19) 1040 . 0 1956 . 1 

(16) 2757.3 287.8 

(26) 4278 . 1 200.0 

(15) 0 . 0 13Sl.7 

(76) 8075 . 4 3825.6 

$11901.0 

2790 . 0 



CHINA 

PROPOSED THR EE YEAR ECONOMIC AND SECTO R WORK PROGRAM 

Proposed study 

1988 

Country Economi c Me mo rand um 

De sc rlptl on: 
Revi ew of ma cro-e conomi c developments, effectiveness o f ma c ro 
po li cy lnstruments, lnc ludlng their lmpac t on the control o f 
consumptlon funds. This will be f o llowed by an examlnatlon of 
industrial, infra st ruc ture and ma rketing measures to promote a 
closer integra ti on of the national market. 

Fiscal System 

Descrlption: 
Examine the tax structure and administration at nati onal level as 
well as the fis cal system at the local level. Propose 
recommendations aimed a t 0) lnc reaslng effectlveness and revenue 
elastlclty of lncome and commodity taxes; and user charges, (2) 
ratlonallzing ce nter-provinc ial fis ca l relatlons. 

Social Security 

Desc ription : 
Or. the basis of a review of Chlna ' s current enterprise leve l 
problems and l onger term requirements. study would propose a 
syst em covering pension and health needs. Internatlonal 
ex pe rience wo uld be drawn upon to answer questions relating to 
funding and flnanclal llnks of pensions fund,et c . 

12/87, as pe r discussions in Beijing 

Lead 
agency 

HOF 

HOF 

HOF/HOLP 

Other 
count e rpa rt s 

DRC, PB C 

SRC 

SPC,SRC 

Beglnnlng 
date 

Ha y 1988 

2nd qtr I 9A8 

4th qtr 1988 

Page 1 of 7 

kem:1 rk s 

Ori g ina l timing was April, hut HOF 
r eq uested de l ay . I nst . of Trade , ' fin. & 
Mat. sp . (CASS) ha s ask~d to parti c ipat e , 
pa rtt c ul a Fl y wltl, re s pec t Lo re form of the 
commerc ial sc~Lor . Sl!C will p~ rtl c lpa t e 
on is s ue of contro l o f cons um ptl on f,1nd s . 

The study wll 1 provide hackg r ound for the 
Int e rnat l o na l Sympos ium to be held next 
fall ln co llabor at i on with HOF a 11d SRC. 

Timing ad va nced f r om 2nd qtr 19A9. Onta 
ga the ring to heg lu 3rd r1tr 19AR. lnst. of 
Soc i o l ogy (CASS) a lso Inte rested In some 
aspects of rural socl ;tl securit y sys t e m .. 
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Propos ed study 

Agri cultural Markets & Pri c ing 

De sc ripti on: 
Analyze me c hanics of ,,ri ce formation in commodity markets and 
r e sponsiveness of supplies to price signals and government 
intervention. Dis c uss various forms of government regulation and 
subsidies. Suggest ways of increasing efficiency of policy 
initi a tives. 

Struc tural Change 

Desc ri!)tion : 
Pre pare paper on int e rnati onal experience with industri a l 
po li c ies. Assiat Researc h Center in reviewing subsectoral and 
provincial studies. Conduc t two independent industrial 
subeec toral studies. Advise on macro-modelling exercise. 

Housing Rd orm 

Description: 
Fo cus on finan c ial issues inc luding instituti onal development to 
ensure adequate supply of housing finance, and pricing and subsidy 
policies. Long-term housing needs will al s o be analyzed. 

Enterprise Reform 

Description: 
Followng up symposium on enterprise management, study will address 
selec ted topics in greater depth. Topics include reorganization 
of government ownership role, the role of enterprise groupings and 
holding companies, role of financial institutions In 
diversificati on of state ownership, and changing role of 
Industrial bureaus. 

12/87, as per discussions in Beijing 

Lead 
agency 

RCRD 

DRC 

SRC 

SRC 

Othe r 
c ounte rpa r ts 

Inst. of Trade 
Fin . & Mat. Sup 
( CASS) 

I ns t. o f Quant & 

Tec h . Econ. (CASS) 

HURCEP 

In s t. of Econ . 
( CASS) 

Beginning 
date 

1st qtr 1988 

Nov . 1987 

3rd qtr l 988 

1st qtr 1988 

Page 2 of 7 

Remr1 r k s 

Subsector s t o he cove r e d Ide nt ified as 
aut omobil es and e l ec tron ic s . 

In s t . of Tra de , Fin. & Ha t . Sup. ( CASS) 
also wi s hes to pa rti c ipa t e . l~adln g Cr oup 
on Ho us ing Re form would a l so be cl ose ly 
invo lved. 

New t as k r eque ste d by SRC. 
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Pro posed s tudy 

1988 Re lat ed Wo rk 

Rura l Financ i a l Marke t s 

Des c ription: 
Findlnga fr om s ampl e surve ys will be used to estimate the dema nd 
f o r c redit ln s elec t e d rural area s as well as the pa tt e rn o f 
c r edit s up ~ll es. 

Land Co nsolid a ti on 

Desc ri pti on : 
Draws on i nte rnat i ona l e xpe ri e nce re lating to ag ri cultural land 
conso li da ti on so as to pr ovid e guide line s f o r r eve rsing t he 
process of l a nd fra gme nt a tio n In China and promo ting effi c ient 
r esource use . 

Edu ~a tl on f o r Publi c Admln. 

Des c ription: 
De velop a program f o r supporting refo r ms in publi c administration 
through the provi s i on o f suitable training by spec ialize d 
institutions . 

12 / 8 7, a s pe r d iscus sions in Be ij i ng 

Le ad 
agency 

RCRD 

RCRD 

MOLP 

Othe r 
counte r pa rts 

SEd C 

Beginning 
da t e 

1987 

4th qtr 1988 

3rd qtr 1988 

Pa ge 3 of 

Rema r ks 

Co llaborat i ve rese,1 rc h project . Ins t. o f 
Trade , Fln, a nd M,it . S11 p . (CASS) a l so 
i nt e r es t ed In pa r t l c l pn tlng . 

St a rt up el ate d~p,•ncl s o n acid I t Io na ] 
resources f rom res,•a rc h hudRe t o r o the r 
sources s uc h as Lhc possl hl e Rura l Secto r 
Ad j ustme n t Loa n. 

Pro posa l hy MOLP. Furthe r d i sc uss i on s 
neede d t o rl ec td e If Hec t o r wc , rk Is 
a ppro pri a t e . o r wh e the r t hi s s hould be 
studi ed In the cont ext of pro j ec t 
pre para t Ion. 
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1989 

Telec"m Survey 

Description: 

Proposed study 

Assist in defining financial, regulatory, pricing and procurement 
policies aimed at promoting the efficient growth of the sector. 

Non-Bank Financial Institutions 

Description: 
Role of non-bank finan c ial intermediaries in increasing resource 
mobilization supporting industrial development, deepening 
financial markets and reinforc ing monetary poltcies, 

Rural Employment & Poverty 

Description: 
Project trends In supply and demand of rural labor. Discuss the 
prospects of absorbing labor into rural works. Explore the 
poesi~ility of provincial redistribution of the workforce so as to 
match ouppli ee with dema nds. 

Export Marketing 

Deecript ion: 
Examine strategies for market penetration in trading environment 
of the nineties, Describe experience of the NICa. Analyze 
approaches to export marketing of industrial products such as 
automobile components, textiles and computers. 

12)87, as per discussions in Beijing 

Lead 
agency 

HPT 

PBC 

CASS 

HOFERT 

Other 
counterparts 

SRC 

RCRD 

DRC, Inst, of 
Trade, Fin. & HS 
(CASS) 

Beginning 
date 

2nd qtr 1989 

3rd qtr 1989 

let qtr 1989 

let qtr 1989 

Page 4 of 7 

Rem;i rks 

Research Cente r of MPT wanl ~ to 
co llaborat e , but Ministry hns not yet 
confirmed interest. 

SRC has confirmed int erest & want s to 
advance study to 19R8. Some points of the 
study may be commenced nn,l e r ongoing 
flnancfal sector co l l abo ratlon. 

Timing advanced 11ft e r disc,,sslon with 
RCRD. De s ign work heg lns 19RR, 

HOFERT has not yet confi rme d Int e rest , 

N 



Proposed study 

Yellow River Basin 

Description: 
Estlmate trend In available supplies of and the total demands for 
water from different sources. Recommend measures for conserving 
water and criteria for priori.ttzing demands. Review Jnvestment 
needs for an efficient water allocation system. 

Rallway Sector 

Descrlptlon: 
R~vlew the existing system and offer guidance on future 
investments, te c hnologi cal choices related to fleet modernlzatlon, 
and management techniques. 

Trans~ort Plan fo~ Shanghai Econ. Zone 

Description: 
Propose measures for more effective utilization of exlstlng 
facllltles and define Investment needs ln different transport 
modes to meet the growth of demand. 

Long-distance Passenger Transport 
I 

Description: 
Explore the most suitable optlons for satisfying the demand for 
long dtetance travel. Particular attention given to the role of 
air transport and the c osts of this mode relative to alternatives. 

Provlncial Education 

Descrlptlon: 
Discuss the decentralizatlon of responslbility for education 
management. Examine the planning and finance of education in 
selected provinces. 

12 /87,~s per discussions in Be ijin g 

Lead 
agency 

HWREP 

HOR 

Shanghai 
E.Z. Devel. 
Offlce 

SEdC 

Other 
counterparts 

Yellow Rlver Comm. 

HOF 

Beglnnlng 
date 

1st qtr 1989 

2nd qtr 1989 

1st qtr 1989 

2nd qtr 1989 

1st qtr 1969 

Page 5 of 7 

R()ma rk s 

Not confirmed. St,~y mlnht be advanced to 
1988 if resources rermlt. IRO ( CASS) 
interested ln ec ,,loKl cal ~s pec ts. 

Not confirmed. Ba nk will provide HOR with 
more Jnformatlon. 

Initial di sc tis s l ons h~ve taken pl ace, and 
It has been agreed th nt n de tail e d study 
proposal will he de ve loped In 1988. 

Tilfs would he :t Wa s htngton-b..tsed desk 
st,1dy. No cou,,terpart nc e,t e d. 

Inst. of Soc i o l ogy (C.ASS) mny he 
interested in so~e a s p~c t s o f s t,1d y . 



Pro'pos ed study 

Manpower Resourc es f o r Service Sector 

Descrlptlon: 
Asses s training ne e ds of services sector. Study the process of 
allocatlng labor under a decentrallised regime. Revlew the 
p ptions for providlng r. ralning and thelr cost effectlveness. 

1990 

Provinc ial Development 

Description: 
Define the Ingredients of a regional development poli cy for a 
selected province. Emphasis on resourc e mobilization, incentive 
mechanisms, infrastruc ture, soc ial services, market linkages, and 
acc umulation of skills. 

I 
Manufacturing & Agro-industries in Rural Sector 

Description: 
Examine avenues for supporting development of this dynamic sector 
through improvements in (I) regulatory and legal systems (2) 
extension and tralnlng service (3) technology transfer and (4) 
specialization. 

Power Distribution & Linkage of National Grid · 

Descrlptlon : 
Examlne natlonwlde dlstrlbutlon of electrlcity over high voltage 
lntra and inter grld lines. Dete rmlne the nature of 
lnfrastructure needed to meet growing low voltage household 
demands. 

12~87~ as per discussions in Beijing 

Lesd 
agency 

HOLP 

Provinc lal 
Gov't 
Co ncerned 

RCRD 

HWREP 

Othe r 
counterpa rts 

SEdC 

Inst . of Rural 
Devel. (CASS) 

Inst. of Quant & 
Tech. Econ. (CASS) 

Beglnnlng 
date 

3rd qtr 1989 

1st qtr 1990 

2nd qtr 1990 

1st qtr 1990 

Page 6 of 7 

Remarks 

Count e rpart agencies c nn ffrmcd . 

Not confl rmed. Inst. of Sociology (CASS) 
int e r ested ln parti c ipating . 11,e Bank has 
s uggested .Jla ngsu as t he province to be 
studled. 

Orlglnally proposed t o precede & now 
proposed t o follow Rural Employment & 

Poverty Study, Inte res t of counterpart s 
conflrmed. 

No t confi rmed. 
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Proposed study 

Coal Utilization & Transport 

Description: 
Survey current and future coal quality and preparation. Examine 
technologies of utilization and the demands of the various 
consumers. Explore f uture pricing and technology options for 
transporting and utilizing coals that satisfy environmental 
standards investment criteria. 

City Management 

Description: 
Examine land use, the delivery of housing and other services as 
well as plannin g , financing and management of a major city, such 
as Shanghai or Tianjin. Drawing on earlier urban studies dealing 
with China toge ther with the experience gained in other countries, 
the study c ould present an integrated view of managing an urban 
e c onomy. 

12/87, as per discussions in Beijing 
I 

Lead 
agency 

MOCI 

Shanghai or 
Tianjin 
Munlc. Gov't 

Other 
counterparts 

Inst. of Indus. 
Econ. (CASS) 

MURCEP 

Beginning 
date 

2nd qtr 1990 

3rd qtr 1990 

Page 7 of 7 

Rf' ma rk s 

Previous ag reeme nt In prin c ipl e on slml lar 
study with MOC. I. Tim In f\ mi ght he 
advanced. 

Not confirme d. Suppo rt f o r planning 
disc us s ed with hnth Shanr,h a l & Tianjin 
authorities . Study wold he limited t o o ne 
city. 

;i:.. 
rt 
rt 
0., 
n 
::r' 
El 
!1) 

:;:1 
rt 

N 



ama - !l1IIDfll. .mnm; ~3a 
l.9Bl!5 Pl!r Caplr.a CH' In lS$: 3:D aa.'·1 af 2) 
IM-l.9Bl!S ~ o,lil) : 105/I 

A. !C.lasl Acaua In!J.ca:a::s • ~ af (Dl/(IJ{ (X) : 
~ af ax 1n a:r- lS8IS Pcaa 

Butac1all. c.- af (DI In Clam'£ Pru:a) PmUm Pmjaa:ai 

19&5 1973 l!llll lSIR isar. l!m lS8IS lSll7 1.9111 lSll9 l95l l9'J5 

Ctau D:m!stJ.: Pl:rdtt m..p. 100.0 l.CXl .O 100.0 l.CXl.O 100.0 l.CXl.O 100.0 99.9 1.Cll .O l.CXl.2 100.0 99.9 
Hie J:n:il..m:x r- 0 .0 a.a 0 .0 a.a 0 .0 a.a 
~ 39.l 33. l 32.0 3.5.3 34.l 31.3 30 .7 29.3 311.3 27.3 25 .2 21.2 
Inisay 37 .5 43.6 IB.O 44.7 4.3 .6 "5.3 "6.2 49.2 ,J.2 51.4 53.4 S7.5 
(ofwud\~ 29.6 33.3 35.3 32.5 32.0 33.5 33.7 n.a n.a n.& n.& n.a 
Scw:m Z3 .3 Z3 .3 3).0 3).0 22.3 Z3.4 Z3 .l 21.4 21..5 21.5 21. .4 21.l 

'Rosum Balzca 0.5 0.5 -1.3 1.8 0 .2 -4 .4 -2.8 0.0 --0 .2 - 1.5 -1 .4 -1.7 
~o£CH'S 4.2 4. 7 7.1 8.9 9.2 9.9 10.9 U .5 U .4 U.5 ll .7 12.0 
lir;mu af CH'S 3.7 4.2 8 .4 7.1 9.0 14.4 13.7 U .5 ll.6 13.0 13.l 13. 7 

ll::al~ 99.5 99.5 l.Cl..3 98.2 99.8 lD/1.4 lCZ.8 99.9 100.2 101. 7 l.Cl. .4 101.6 

ll::al Cl:lwJ,p:.lcn 74.9 69.8 71 .3 69.0 61 .1 65.7 6/o .O 59.3 Sl.3 Q.2 6/o .O 65.2 
l'rNEa O::ra.apcun 59.5 54.5 55.0 54.4 53.3 51..8 ,J.4 "6.l 47.l 49. l 51..l SZ.5 
Ginrml. C"o.ao:rmtt 15.4 15.2 16.3 14.6 l.4 .4 13.9 13.6 13.3 13.2 13. l 13.0 12.7 

Ctau ll:m!sci.: ~ ~ .6 29.7 30.0 29. l 32.2 311.8 31.8 Ai0.6 JU 39.5 37.4 36.4 
n-i~ 23.8 27.l J0.6 32.2 31.4 311.l 37.7 35.6 34.6 
aw.,. In Stcda 5.3 5 .1 8.1 6.6 2.1 1.a 1.1 1.8 1.8 

~to~ 10.9 11.6 ll.4 ll.3 ll.6 12.l 
Tam af 1Dda ~ 0.0 0.1 0 .0 --0.2 o.o 0.1 
emu Jmmcj,c :rrrma 100.0 l.CXl.O UXI.O l.CXl.O UXI .O 1.Cll.O 
ea.a !C.lasl Irrma 99.9 99.9 1.Cll.O l.CXl.O 99.9 99.7 
aa- !ada.i. Pl:rdtt 1.Cll.O l.CXl.O 1.Cll.O l.CXl.2 1.Cl).6 l.CXl.2 99.9 9U UXI.O l.CXl.2 99.9 99.5 

. aa- lamlC.lc 5al1z-w . 25.l 30.2 :11.7 31.0 32.3 34.3 36.0 "°· 7 
311.7 37.1 36.0 34 .8 

1- hear Irrma 0.0 0.0 0 .0 0.2 0 .6 0.2 --0 .1 ---0.1 0.0 0.0 --0 .1 --0.3 
1- Clam'£ Tmwfa:I 0.2 0.2 0.1 0.1 0.1 0.1 0 .1 0.1 0 .1 0.1 

ea.a 1'Kicnll. 5al1z-w . ll.9 31.3 33.0 34.6 36.1 '10.6 38.1 37.9 35.9 34.5 

B. !C.lasl Aca:uU Ga:Mh 1-:a (%) & O:mar£ Pdl::a: 
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Eunice, 
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Leonor 
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The Wor Id Bank 
OPERATIONS COMMITIEE CONFIDENTIAL 

The Operations Committee met on July 1, 1988 
to discuss the China-Country Strategy Paper. 
The meeting was held at 3:00 p.m. in Room E-1243. 

DECLASSIFIED 

MAR 1 7 2017 

WBG ARCHIVES 

A. Attendance 

Committee 

Messrs. M. Qureshi (Chairman) 
S. Fischer (VPDEC) 
D. Goldberg (VPLEG) 
S. Husain (LACVP) 
E. Jaycox (AFRVP) 
A. Karaosmanoglu (ASIVP) 
W. Thalwitz (EMNVP) 
H. Vergin (SVPOP) 
J. Wood (VPFPR) 

B. Issues 

T. Baudon (SVPOP) 
P. Cadario (AF3CO) 
V . . Dubey (EAS) 
W. Fleisig (ASIVP) 
J. Goldberg (AS3AG) 
D. Hanna (FRS) 
K. Jay (SPRPA) 
F. Levy (EAS) 
B. Merghoub (AS3CO) 
S. Rajasingham (DFS) 
G. Tidrick (AS3CO) 
A. Vorkink (LEG) 
S. Yusuf (AS3CO) 

The discussion followed the agenda prepared by the Economic 
Advisory Staff. The principal issues concerned economic management and its 
implications for Bank lending. 

C. Discussion 

The Region began the discussion with a brief history of the Bank's 
relationship with China, noting that there is still much to be learned 
about the country and what needs to be done there. A comprehensive long­
term strategy is thus not feasible; rather the Region would continue to 
learn and to monitor the reforms and the development of the economy as they 
progress and recommend any consequent needed changes in the Bank's program. 

The Chairman commended the brevity of the CSP but indicated that 
some issues and their implications for the Bank could have been given a 
fuller discussion. Specifically, he asked to what extent China's 
macroeconomic management put the progress of its economic reforms and the 
Bank's own lending program at risk. He noted that inflation was inhibiting 
more aggressive price reform, which, in turn, was essential to the 
effectiveness of other elements of reform. Another member of the Committee 
observed that some "turbulence" was to be expected in China's economic 
management under the present circumstances and urged that the Bank persuade 
the Government to allow the resultant inflation to be open rather than to 
hide it with price subsidies which would only compound the inflationary 
pressures. 
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The Region pointed out that China's fiscal deficit was not out of 
line for a rapidly growing economy, but that, nevertheless, the Government 
did not have full control of macroeconomic policy. Part of the problem 
derives from the decentralization of authority over state enterprise 
revenues and investments to the provincial and local governments without a 
matching reduction in the expenditure responsibilities of the central 
government. Moreover, the provincial and local governments often have more 
influence over the credit decisions of the banking system, including the 
local branches of the central bank, than do the central authorities. At 
the same time, state enterprises are still not effectively responsible for 
their losses, and so their demand for credit is relatively unconstrained. 
To some extent, the problem is one of political will, and the central 
authorities have so far not faced the task of taking back some of the power 
that was previously decentralized. As a consequence of these factors, the 
money supply has been growing rapidly, and inflation has accelerated. The 
central authorities can always reinstitute direct controls and slam on the 
breaks, if need be. That has been their tendency in the face of 
inflationary pressures in the past, but they are currently more willing to 
take a calculated risk and go forward with price reforms despite the likely 
acceleration of inflation. At the same time, they have sought the advice 
of the Bank and Fund regarding aggregate demand management, recognizing the 
danger that accelerating inflation could represent. Several major Bank ESW 
tasks are currently focussing on macroeconomic management issues. 

One member expressed concern that the CSP seemed to lack a 
strategic vision of the sequence and priority of the reform measures that 
need to be taken in China. Having determined the country to be 
creditworthy, the paper appears to have adopted a rather passive stance, 
not using the lending program as way of dealing with strategic issues. He 
remarked that, given China's very high investment rate and high capital­
output ratio, there must be substantial allocation problems to be resolved. 
The Region pointed out the difficulty of clearly identifying an optimal 
sequencing of reforms, given the magnitude of the change China has 
undertaken. The problem is not one of leverage; the Chinese authorities 
have been unusually open to Bank advice. In general, the Bank has focussed 
on those reform elements where it had a comparative advantage to offer­
-e.g., financial sector, agriculture, and enterprise reforms--and has been 
able to make a wide range of recommendations, many of which are being 
implemented. The Region also explained that the sequencing decision is not 
made in a vacuum but depends on the opportunities and demands of a changing 
economic and political situation. Moreover, there is a need to be cautious 
in the face of our limited knowledge--it is only in the last 2-3 years that 
the Bank has been able to do intensive sector work in China--and the great 
diversity of conditions from one part of the country to another. 

The Chairman pointed to a few areas where he thought the Bank 
might be a bit more active in its advice; viz., the importance of price 
reform, the need to restore central management to credit expansion, and the 
rationalization of foreign exchange allocation. He emphasized also the 
need to push the IMF more actively into the picture. He asked whether debt 
management was still a problem. The Region indicated that there was still 
some problem in the coordination and execution of debt policy, with both 
the People's Bank and the Ministry of Finance claiming competing 
responsibilities. 
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The Chairman asked about internal barriers to trade in China and 
whether market entry continued to be circumscribed. The Region indicated 
that a major study had been launched on this issue, and that the 
forthcoming CEM would have several chapters devoted to it. The 
segmentation of the domestic market is beginning to break down as a result 
of improving infrastructure and enterprise and price reforms, but it 
remained a serious problem. The Government's policy to emphasize coastal 
development conflicted in some respects with internal market integration, 
and there is no domestic consensus on the issue. The general problem, 
however, is not one of national laws and policies but rather of local power 
and tradition. Meanwhile, the Bank is contributing to integration through 
infrastructure projects and improving local competitive bidding procedures. 
It was pointed out that the tax system gives local governments the 
incentive to prevent resources from leaving the locality and new 
enterprises from entering it. The foreign exchange retention system 
provides similar incentives. The Bank is working on these issues through 
ESW and policy advice. 

A member remarked that the CSP seemed to promote greater external 
borrowing by China, and he questioned whether this was wise in view of the 
institutional and macroeconomic management issues. The country's 
creditworthiness could deteriorate very quickly. Another member disagreed, 
however, noting that China was directing borrowed funds to highly 
productive investments, that it was basically a very conservative country 
enjoying high rates of growth of output and exports and a high savings 
rate, leading him to conclude that it is difficult to see a 
creditworthiness problem. The Chairman agreed that creditworthiness was 
not an imminent problem, but that the authorities could lose macroeconomic 
control given their present lack of adequate policy instruments. The CSP 
therefore needed to give greater attention to the questions of risk 
analysis, country creditworthiness, and the Bank's options in this regard. 

A member noted the paradox that in order for the Bank to remain a 
small relative creditor, it could be tempted to encourage a country to 
borrow more from others. He pointed out that holding a small portion of a 
large debt is not necessarily less risky than holding a larger portion of a 
smaller debt. Another member added that the Bank's exposure guidelines 
were not concerned only with the issue of risk but also the concentration 
of resources in a single country. He argued that high concentration needs 
to carry with it important developmental implications, and he did not get 
an impression from the CSP that the proposed Bank lending level was related 
to any particular development goals. The Region responded that, given 
China's size, it would necessarily be difficult to demonstrate a major Bank 
impact on any particular sector of the economy. The lending level is 
explained chiefly by the fact that China is one of the lowest-income 
countries in the world, and that it is able to absorb a high volume of 
resources with very high returns. Moreover, the recent Communist Party 
Conference made a clear decision to push forward with the economic reforms, 
and the Government sees Bank lending as offering concrete support to our 
reform recommendations. 
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In response to a question regarding which activities would be 
affected if the total program were to be reduced, the Region described the 
Bank's lending to China as spread widely across sectors and regions, in a 
pilot fashion, with the expectation that the Chinese themselves would carry 
out the repeater operations in other regions. Given the high priority of 
all the sectors, it is difficult to identify a core program, except on a 
project-by-project rate of return basis. 

A member cited a reference in the CSP to the problem of 
deteriorating agricultural infrastructure, which he characterized as very 
worrisome and wondered what is being done about it. The Chairman affirmed 
that this should be a major aspect of the Bank's work in the agricultural 
sector. The Region agreed and indicated that the Government had recently 
asked the Bank to study the problem. 8 ~ 

l.> UJvt~ 
The Chairman summed up the meeting by noting tha~ China is 9A8 e£ \ 

the large member countries where the Bank s Qeros ~ playing a major 
role in influencing Government thinking. He instructed that the CSP be 
modified with greater focus on the role the Bank has played and will 
continue to play with regard to the economic reforms. He specifically 
asked that the sections on debt management and creditworthiness be treated 
in a more comprehensive fashion, and that a greater sense be given to how 
the economy's performance will affect the Bank's lending posture and role. 

F.D. Levy, EAS~ 
July 8, 1988 
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The discussion followed the agenda prepared by the Economic 
Advisory Staff. The principal issues concerned economic management and its 
implications for Bank lending. 

C. Discussion 

The Region began the discussion with a brief history of the Bank's 
relationship with China, noting that there is still much to be learned 
about the country and what needs to be done there. A comprehensive long­
term strategy is thus not feasible; rather the Region would continue to 
learn and to monitor the reforms and the development of the economy as they 
progress and recommend any consequent needed changes in the Bank's program. 

The Chairman commended the brevity of the CSP but indicated that 
some issues and their implications for the Bank could have been given a 
fuller discussion. Specifically, he asked to what extent China's 
macroeconomic management put the progress of its economic reforms and the 
Bank's own lending program at risk. He noted that inflation was inhibiting 
more aggressive price reform, which, in turn, was essential to the . 

· effectiveness of other elements of reform. Another member of the Committee 
observed that some "turbulence" was to be expected in China's economic 
management under the present circumstances and urged that the Bank persuade 
the Government to allow the resultant inflation to be open rather than to 
hide it with price subsidies which would only compound the inflationary 
pressures. 
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The Region pointed out that China's fiscal deficit was not out of 
line for a r~pidly growing economy, but that, nevertheless, the Government 
did not have full control of macroeconomic policy: Part of the problem 
derives from the decentralization of authority over state enterprise 
revenues and investments to the provincial and local governments without a 
matching reduction in the expenditure responsibilities of the central 
government. Moreover, the provincial and local governments often have more 
influence over the credit decisions of the banking system, including the 
local branches of the central bank, than do the central authorities. At 
the same time, state enterprises are still not effectively responsible for 
their losses, and so their demand for credit is relatively unconstrained. 
To some extent, the problem is one of political will, and the central 
authorities have so far not faced the task of taking back some of the power 
that was previously decentralized. As a consequence of these factors, the 
money supply has been growing rapidly, and inflation has accelerated. The 
central authorities can always reinstitute direct controls and slam on the 
breaks, if need be. That has been their tendency in the face of 
inflationary pressures in the past, but they are currently more willing to 
take a calculated risk and go forward with price reforms despite the likely 
acceleration of inflation. At the same time, they have sought the advice 
of the Bank and Fund regarding aggregate demand management, recognizing the 
danger that accelerating inflation could represent. Several major Bank ESW 
tasks are currently focussing on macroeconomic management issues. 

One member expressed concern that the CSP seemed to lack a 
strategic vision of the sequence and priority of the reform measures that 
need to be taken in China. Having determined the country to be 
creditworthy, the paper appears to have adopted a rather passive stance, 
not using the lending program as way of dealing with strategic issues. He 
remarked that, given China's very high investment rate and high capital­
output ratio, there must be substantial allocation problems to be resolved. 
The Region pointed out the difficulty of clearly identifying an optimal 
sequencing of reforms, given the magnitude of the change China has 
undertaken. The problem is not one of leverage; the Chinese authorities 
have been unusually open to Bank advice. In general, the Bank has focussed 
on those reform elements where it had a comparative advantage to offer­
-e.g., financial sector, agriculture, and enterprise reforms--and has been 
able to make a wide range of recommendations, many of which are being 
implemented. The Region also explained that the sequencing decision is not 
made in a vacuum but depends on the opportunities and demands of a changing 
economic and political situation. Moreover, there is a need to be cautious 
in the face of our limited knowledge--it is only in the last 2-3 years that 
the Bank has been able to do intensive sector work in China--and the great 
diversity of conditions from one part of the country to another. 

The Chairman pointed to a few areas where he thought the Bank 
might be a bit more active in its advice; viz., the importance of price ~ 
reform, the need to restore central management to credit expansion, and the / 
rationalization of foreign exchange allocation. He emphasized also the 
need to push the IMF more actively into the picture. He asked whether debt 
management was still a problem. The Region indicated that there was still 
some problem in the coordination and execution of debt policy, with both 
the People's Bank and the Ministry of Finance claiming competing 
responsibilities. 
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The Chairman asked about internal barriers to trade in China and 
whether market entry continued to be circumscribed . The Region indicated 
that a major stu een launche9- on this issue, and that the 
forthcoming CEM would h e severa chapters devoted to it. The 
segmentation of the domestic market is beginning to break down as a result 
of improving infrastructure and enterprise and price reforms, but it 
remained a serious problem. The Government's policy to emphasize coastal 
development conflicted in some respects with internal market integration, 
and there is no domestic consensus on the issue. The general problem, 
however, is not one of national laws and policies but rather of local power 
and tradition. Meanwhile, the Bank is contributing to integration through 
infrastructure projects and improving local competitive bidding procedures. 
It was pointed out that the t_ax system gj ves local governments the 
incentive to prevent resources from leaving the locality and new 
enterprises from entering it. The foreign exchange retention system 
provides similar incentives. The Bank~ -rlc-4.-ng-0 tnese 0 issues through 
ESW and policy advice. ·----------

; 

l 
A member remarked that the CSP seemed to promote greater external ) 

borrowing by China, and he questioned whether this was wise in view of the 
institutional and macroeconomic management issues. The country's 
creditworthiness could deteriorate very quickly. Another member disagreed, 
however, noting that China was directing borrowed funds to highly 
productive investments, that it was basically a very conservative country 
enjoying high rates of growth of output and exports and a high savings 
rate, leading him to conclude that it is difficult to see a 
creditworthiness problem. The Chairman agreed that creditworthiness was 
not an imminent problem, but that the authorities could lose macroeconomic 
control given their present lack of adequate policy instruments. The CSP 
therefore needed to give grea er atten tion to the questions of risk 
analysis, country creditworthiness, and the Bank's options in this regard. 

A member noted the paradox that in order for the Bank to remain a 
small relative creditor, it could be tempted to encourage a country to 
borrow more from others. He pointed out that holding a small portion of a 
large debt is not necessarily less risky than holding a larger portion of a 
smaller debt. Another member added that the Bank's exposure guidelines 
were not concerned only with the issue of risk but also the concentration 
of resources in a single country. He argued that high concentration needs 
to carry with it important developmental implications, and he did not get 
an impression from the CSP that the proposed Bank lending level was related 
to any particular development goals. The Region responded that, given 
China's size, it would necessarily be difficult to demonstrate a major Bank 
impact on any particular sector of the economy. The lending level is 
explained chiefly by the fact that China is one of the lowest-income 
countries in the world, and that it is able to abs9rb a high volume of 
resources with very high returns. Moreover, the recent Communist Party 
Conference made a clear decision to push forward with the economic reforms, 
and the Government sees Bank lending as offering concrete support to our 
reform recommendations. 



-4-

.. 
In response to a question regarding wh~ch activities would be 

affected if the total program were to be reduced, the Region described the 
Bank's lending to China as spread widely across sectors and regions, in a 
pilot fashion, with the expectation that the Chinese themselves would carry 
out the repeater operations in other regions. Given the high priority of 
all the sectors, it is difficult to identify a core program, except on a 
project-by-project _rate of return basis :---

A member cited a reference in the CSP to the problem of 
deteriorating agricultural infrastructure, which he characterized as very 
worrisome and wondered what is being done about it. The Chairman affirmed 
that this should be a major aspect of the Bank's work in the agricultural 
sector. The Region agreed and indicated that the Goverrunent had recently 
asked the Bank to study the problem. 

The Chairman summed up the meeting by noting that China is 
certainly one of the large member countries where the Bank is playing a 
major role in influencing Goverrunent thinking. He instructed that the CSP 
be modified with greater focus on the role the Bank has played and will 
continue to play with regard to the economic reforms. He specifically 
asked that the sections on debt managemen and creditworthiness be treated 
in a more comprehensive fashion, and that a greater sense be given to how 
the economy's performance will affect the Bank's lending posture and role. 

F.D. Levy, EAS 
July 13, 1988 
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China CSP 

The agenda proposed by Mr. Dubey (paras. 5, 6, 7) and Steve 
Webb's note highlight two interrelated questions : (a) what are the 
dangers that macroeconomic management in such areas as money and 
credit growth, debt management and fiscal deficits/subsidies will 
remain weak; and (b) what are the implications of continued 
uncertainty in this area for both the reform process particularly 
price liberalization and the Bank's program? As para. 22 of the CSP 
notes "with only rudimentary economic management tools, there is a 
significant danger of stop-go cycles". This suggests that Bank 
support for macroeconomic adjustment should be "self-regulating"; 
i.e., that SECALs should only proceed when macroeconomic issues are 
being appropriately addressed. 

There are four additional issues: 

A substantial Bank lending program in China is both 
appropriate and desirable as long as the policy and macro 
environment remain favorable. It is also important that 
the Bank's program in China remain top quality. The CSP 
calls for an extremely rapid expansion in the Bank's 
program to $3 billion a year. Is there a danger of 
quality slippage with such a rapid buildup? Recognizing 
that financing itself is not a crucial constraint for 
China, what effect would a less rapid buildup have on the 
overall impact and contribution of the Bank to China's 
development? 

If the level of uncertainty concerning the reform process 
and macro environment is indeed high, would it be 
desirable, as hinted at in the first para. 9 agenda 
question, to have an alternative or core lending program? 
What conditions would trigger a change in the program? 

The CSP calls for an increased use of SECALs 
(approximately 13% of the program). Throughout the CSP 
wh,ere t hese SECALs are dis cussed it i s sugg -e sted that 
procedures and features will have to be adopted to China's 
"unique" conditions. (The impression is given that this 
could mean having no conditionality or tranching as in the 
recent rural sector loan). The recent Board discussion of 
that loan indicated substantial Board uneasiness with this 
position . What specific aspects of China's position 



Mr. Stanley Fischer - 2 - June 30, 1988 

warrant a different approach to policy-based lending? 
(See the second question of para. 9 of the agenda.) 

The CSP reports that the Chinese are lukewarm toward 
cofinancing and that the existing donor/China 
relationships provide little opportunity for its use. 
This absence of cofinancing opportunities seems to be an 
implicit argument for a larger Bank lending program. 
While recognizing the current situation and the 
difficulties involved, is the potential that limited and 
is there more that can be done to encourage more 
cofinancing? 

cc: Messrs. Hopper, Rajagopalan, Baneth, Churchill, Holsen, 
Picciotto, Piddington, Pouliquen, Shakow, Vyas, 
Willoughby, Dubey, Pfeffermann, Steer, Vergin, Burki, 
Merghoub, Tidrick 

Mss. Hamilton, Haug 

KJay:rm 



THE WORLD 8.£\NK / INTERNATIONAL FINANCE CORPORATION 

OFFICE MEMORANDUM 
DATE: June 28, 1988 

TO: Operations Committee 

FROM: ~ \ll,~~ Vino Dubey, Dir ctor, EAS 

EXT: 78051 

SUBJECT: China - Country Strategy Paper - Agenda 

1. The Operations Committee will meet on Friday, July 1, 1988, at 
3:00 p.m., in Room E-1243 to consider the China CSF. The Committee may 
wish to discuss the issues outlined in paragraphs 5-10 below. 

Background 

2. Ten years ago, China embarKed upon an far-reaching program of 

-(' ,, 

reforms, aimed at decentralizing economic decision making away from the 
central administration and toward farm households, enterprise managers, and 
provincial and local governments. Resource allocation decisions have 
increasingly responded to market forces in place of administrative command 
and fixed prices, and material incentives are rapidly supplanting strict 
egalitarianism. The reforms were introduced first and have proceeded the 
fastest in the rural economy, with the result of substantial shifts in land 
use and explosive growth of rural industries. Reforms have been slower and 
more uneven in the bureaucratically, politically, and technically more 
complicated urban industrial sector. Nevertheless, the multiplication and 
diversification of financial instruments and institutions and of service 
enterprises generally, the gradual commercialization of housing, cautious 
steps toward allowing greater labor mobility, the introduction of a 
bankruptcy law, active debate over property rights, etc. all attest to the 
dynamism of the reform process. 

3. The growth of output over the decade has been unusually rapid. 
Investment rates have remained very high, financed i n part by credit 
expansion and increased foreign borrowing. Indeed, increasing concern has 
been expressed over growing inflationary pressures and the apparent 
difficulty of constraining domestic credit, external borrowing, and the 
level of investment during the present incomplete state of reforms. 
Although substantial price adjustments and liberalization have occurred, 
crucial actions on this front continue to be inhibited both by the 
resistance of the potentially injured parties and by the fear of setting 
off a cost-price spiral in the absence of effectiVQ monetary control. 

4. In the meantime, an unusually close and active policy dialogue has 
evolved between the Chinese authorities and the Bank, placing particularly 
heavy demands on Bank staff for high quality economic and sector work, the 
orchestration and, in some cases, the direct management of broad-ranging 
technical assistance, as well as a large and fast growing lending program. 

P-1867 



- 2 -

Issues 

E~onomic Management 

5. Inflation has accelerated in recent years partly as a result of 
rapid monetary expansion, which may reflect in turn the continuing weakness 
of the People's Bank vis a vis central, provincial and local government 
spending authorities. Also contributing to inflationary pressures are a 
growing budget deficit, including the food and other subsidies the 
Government has felt compelled to provide to consumers rather than pass on 
the increases in producer prices. Views within the Government seem to 
differ now on the urgency of curbing inflation and on the degree to which 
other reforms, especially price reforms, must await progress against 
inflation. The Region may wish to conunent on: 

The current "state of play". Does the Government have a clear 
understanding of these issues and a coherent strategy for 
dealing them? 

The prospects, therefore, for aggregate demand management over 
the next few years and the implications for the progress of 
reforms more generally. Specifically, does it make sense for 
China to proceed with trade and financial sector liberalization 
before further substantial progress is made in macroeconomic 
management and price reform? 

The status of demand management issues in our policy dialogue 
with China. What progress has been made in these areas under 
the Fund Stand-by? 

The assumption that reforms at the sectoral level (and, hence, 
Bank sector lending) can be effective in a context of weak 
macroeconomic management? 

6. Although China's external debt and creditworthiness indicators 
remain strong, debt has grown rapidly in recent years, and concern has been 
expressed by the international agencies and others with regard to the 
decentralization of borrowing authority and incompleteness of debt data 
available to the authorities. Meanwhile, responsibility for debt 
management has been contested between the People's Bank and the Ministry of 
Finance. 

What progress is being made in external debt management? Has 
the issue of authority over the formulation, execution, and 
monitoring of external debt policy been satisfactorily 
resolved? 

7. Integration of China's vast domestic market is important to 
creating a competitive environment, taking advantage of regional 
comparative advantages, and thus raising the efficiency of the industrial 
sector. However, the Central Government's policy of creating foreign trade 
zones seems to run counter to this objective. At the same time, provincial 
and local governments have erected barriers to trade to protect their own 
industries and assure them cheap raw material supplies. 



- 3 -

What is the nature of the Bank's dialogue with the authorities 
on this issue? Is policy conditionality in this regard called 
for in proposed lending in the industrial sector and to 
provincial governments? At a . minimum, what will be ;-done to 
assure: that our operations do not contribute to market 
segmentation? 

8. The CSP stresses the importance of maintaining China's relatively 
generous social security system. Its funding will have to change 
radically, however, as a prerequisite of enterprise reforms and increased 
labor mobility. Moreover, the current one-child policy and its impact on 
the age profile of the population have important implications for the 
future finances of the present or any successor system. 

What are the implications of the economic reforms for the 
quality of the social safety net in China? 

What must be done to prevent social security from becoming a 
major fi~cal burden? 

What are the implications for the one-child policy, and of any 
changes in the latter on other social expenditures? 

Bank Strategy 

9. The CSP proposes a rapid growth of the Bank's exposure in China 
over the next several years, noting that the country will remain 
creditworthy, provided that economic reforms are continued and 
macroeconomic stability is maintained. Neither of these assumptions, 
however, is assured. The Region may want to clarify: 

How the size and composition of the proposed lending program 
would be modified in the event that the reforms falter or 
proceed more slowly than presently foreseen, and/or 
macroeconomic management weakens. Has the Region defined a 
"core" program? 

The kinds of conditionalities expected to apply to the various 
elements of the lending program, and how they are to be handled 
in the China situation. What is meant by the CSP's reference 
to adapting "SECAL procedures and features to China's unique 
conditions, but in a way that does not compromise their 
applicability to other borrowers or in future situations with 
China" (para. 33)? 

10. China's demand for technical assistance is large and growing, and 
the Bank has been playing a central role in orchestrating and finding grant 
funding for various technical assistance activities. The Region proposes 
to add a new technical assistance unit to the China Department as a focal 
point for these activities. 
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Is this a proper role for the Bank to play? What are the pros 
and cons of the Bank staffing such an effort, in contrast, say, 
to UNDP, ~r to using a loan vehicle such as the recent, special 
credit to strengthen China's own capabilities in this regard? 

cc: Messrs. Lee, Shakow, Holsen, Rao, Burmester/Thahane, Liebenthal, 
Steer, Baudon, Hopper, Bock, Goldberg, Frank, Parmar, 
Pfeffermann, Baneth, Aguirre-Sacasa, Tanaka, Robless, Burki, 
Merghoub, Tidrick, Cadario, Ms. Haug 

F. Levy, EAS~ 
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China: Country Strategy Paper 

The Operations Conunittee will meet on Friday, July 1, 1988 at 3:00 
p.m. in Room E-1243 to discuss the China Country Strategy Paper . An Agenda 
will be issued shortly. 

cc: Messrs. Lee, Shakow, Holsen, Rao, Burmester/Thahane, Liebenthal, 
Steer, Baudon, Hopper, Bock, Goldberg, Frank, Parmar, 
Pfefferman, Baneth, Aguirre-Sacasa, Robless, Burki, Ander son, 
Tanaka, Ms. Haug 
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SUBJECT: CHINA - Country Strategy Paper 

Please find the attached China Country Strategy Paper for 
review by the Operations Conunittee. Paragraphs 7 and 9 sununarize 
our proposals for increased resource allocation to the China lending 
and ESW programs. 

C\"i~~ u..11:t 
'/i{._ «f ' ~ 6. 
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1. Almost ten years have passed since China's 11th Party Congress took the 
landmark decision to "readjust and restructure" the economy. Armed with this 
mandate, China's leaders embarked on a far-reaching program of administrative 
decentralization and market-mediated development. The macroeconomic scorecard 
from these reforms is positive, though not unambiguously so: GNP has increased 
at an average of 10 percent annually, supported by China's success at finding 
overseas markets for its exports of petroleum, raw materials, textiles and 
intermediate products and, more recently, for its machinery; private savings 
have proven extraordinarily responsive to rising incomes; investment has been 
strong, averaging 38 percent of GDP in recent years; end-1987 foreign exchange 
reserves exceeded six months of imports; and the debt situation is comfortable. 

2. The commitment of China's leaders to far-reaching reforms in all 
aspects of the Chinese economy, ~o create "socialism with Chinese 
characteristics" is not in question. The reforms are complex, interrelated and 
in many cases politically difficult however, and challenge the leadership to 
improve China's macroeconomic management and to mobilize public support . While 
reforms in rural areas since 1979 have been quite spectacular in their impact, 
the more difficult areas of urban enterprise and price reform have proven more 
problematic. It is difficult to disentangle the price and management aspects 
of industrial reform, and eventually these will lead to more difficult issues 
with social and political implications, including labor mobility and 
performance-based remuneration which will further widen income disparities . For 
these reforms to be successful, the authorities need to maintain macroeconomic 
stability, but both inflation and budget deficits pose short-term problems which 
need to be controlled while more complicated reforms aimed at improving economic 
efficiency proceed. Policies will also nee~ to ensure that China's social 
~ ecurity system, the envy of many countrie-;-at higher income levels, is 
maintained and, as incomes and public expectations rise, costs are kept 
affordable. y 

3. Our dialogue with China is well-engaged on these reforms. China's 
leaders remain keen to discuss sweeping, general issues, and seek the Bank's 
advice on many issues of institutional reform. Despite this candid and open 
relationship, however, we are not often asked to incorporate the actions to 
implement this advice into specific lending operations. There has been progress 
on a number of operational issues, including prices and on-lending rates, in the 
context of specific operations, but we have not encountered great willingness to 
use project lending to advance reform agendas with broader implications. Price 
distortions remain a fact of life, and it is difficult to say over the next five 
years how quickly they will be removed, and thus how soon we will be able to 
move to usual Bank approaches to financial covenants, pricing and subsidies . We 
propose to continue the pragmatic, project-by-project approach that has 
established the credibility of our advice on the wider implications of these 
issues, while working through economic work on three main areas: enterprise and 

1 price reforms, and liberalization of the foreign exchange system; the 
· improvement of which could simplify and improve design of Bank projects and 
China's investments in general (para. 54) . 
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4. The increasing sophistication of China's requests to the Bank chal-
lenges us to provide timely and state-of-the-art advice, as China seeks to 
acquire the latest in modern technology and thereby achieve middle-income status 
as soon as possible in the next century. This is likely to be a staff-intensi~e 
effort for the Bank, with only limited possibilities for economies, making 
additional resources an absolute prerequisite. Our efforts will include 
improving the efficiency of project preparation, and speeding up of procurement 
and disbursements. To introduce more predictability to the annual lending and 
ESW programs, the authorities have accepted our proposal to agree with them 
annually on three-year pipelines of ESW tasks and lending operations. These 
programs will be targeted on priority macroeconomic and investment issues that 
are recognized as obstacles to balanced growth and economic efficiency. More 
explicit linkages between lending and our ESW program represent a shift from our 
past practice of the "parallel tracks" approach separating project work from 
economic dialogue. This change is timely, and reflects progress achieved over 
the years in the policy dialogue with Government and China's growing openness to 
advice, particularly from the Bank, and the realization that investments are 
most efficient when accompanied by pricing and management reforms. 

5. Both China and the Bank. will use the experience of the first Rural 
Sector Adjustment Loan, which was prepared and negotiated in FY88, to test the 
applicability of broader "conditionalities" and policy-based lending to our 
relationship with China, consistent with bridging the earlier gap between broad 
policy dialogue and projects (para. 3). Hence, five of the 74 operations 
proposed for FY88-92 would be policy-based (three in agriculture, one for 
forestry and one for finance). Taken together they would represent less than 
13 percent of total lending. Work proceeds in other sectors to introduce ~ore 
policy content to our project lending, a feature considered virtually impossible 
in many of our early operations. The receptivity of China to our advice is 
growing as the links between our ESW and lending program are becoming more 
apparent, and our work program over the next several fiscal years includes ESW 
tasks whose lending potential is explicit from the initiation of the work. In 
the urban sector in particular there is gre~t opportunity to establish the urban 
management, finance and planning context for needed physical investments in 
transport, housing and water supply/sewerage. 

6. The substantial additional investment of Bank staff time this shift 
implies is amply justified by China's own considerable efforts to modernize its 
economy as soon as possible, the role it plays on the international scene, and 
the intellectual and political significance for the Bank to be involved in this 
major exercise. While there is some risk that investment loans with greater 
policy content may be delayed or drop from the lending program, we believe that 
China's willingness to seek policy advice is clear and encouraging, and that 
policy-based lending for agriculture (including forestry) and financial reforms 
will become more prominent in our program. In light of the experience with 
RSAL, we would need to adapt other SEGAL procedures and features to China's 
unique conditions, but in a way that does not compromise their applicability to 
other borrowers or in future situations with China. Our major focus will 
remain, however, on traditional project lending, in which the Bank's 
contribution to investment quality through attention to management and pricing 
issues is well recognized, even in sectors where difficult reforms will need to 
be approached gradually. 

• 
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7. To pursue this strategy in China, we propose to expand the number of 
projects from the 14 delivered in FY88 and 14 planned in FY89 to 16 per year, 
starting in FY90 and to increase the FY88-92 level of lending by $1.0 billion 
(from the already approved $10.9 billion to $11.9 billion) (Attachment 1 ). 

8. Doubling the level 0f lending between FY87 and FY98 and inc reasing the 
number of FY88-92 operations from the 68 authorized in February 1988 to the 74 
proposed, thereby accumulating a portfolio of around 80 projects by 1990 and 
around 95 by 1992, calls for increased resources for the China Department. With 
modest increases in our supporting ESW program, we recommend that the resources 
for the China Department be increased by 8 staffyears by FY90, and another 5 
staffyears by FY92. We shall work to reduce lending coefficients by insisting 
that the Bank be involved earlier in project design, with more preparation work 
undertaken by Chinese agencies and consultants working for them. Provincial 
lending should also allow efficiencies through better project design and earlier 
Bank involvement (para. 36). With the addition of a resident economist, RMC has 
a strengthened base for undertaking more on-the-spot economic work. Within the 
additional staffyears provided, we propose to add one more headquarters higher 
level staff member to provide a full complement of counterparts to the S0Ds, and 
two to four more locally-recruited staff, to support the level of project work 
that we foresee. 

9. Because the Chinese remain lukewarm toward cofinancing, given what we 
expect will be the increasingly sensitive areas on which our input will be 
sought, there are unfortunately few possibilities for sharing lending program 
development with other official or private lenders (para. 52). The possibili­
ties are also somewhat limited for extensive farming out of this advice to 
"free" sources. This should increase our recourse to specialized outside 
consultants, and we plan to redouble our efforts to get China to accept more 
Bank financing for technical assistance and use bilateral grant TA for Bank­
financed investments. We propose that part of the additional staffyear 
allocation be used to create in the China Department COD a position to 
coordinate technical assistance, including the !DI program and bilateral 
collaboration for TA under Bank projects (para. 56) . 

10. Cost Sharing . We propose that the current cost-sharing guidelines be 
continued; namely, the Bank group would finance the higher of the full amount 
of the foreign exchange cost, or 50 percent of total project cost , but in excep­
tional cases involving mostly the social sectors in poor areas, the IBRD/IDA 
share could be up to 75 percent or the foreign exchange cost, whichever is 
h i gher. 

11. Bank Exposure. Even with current account deficits on the order of 
1 . 5 percent of GDP over the medium term, China's overall level of external 
i ndebtedness will remain low, reaching less than 13 percent of GDP in 1995 . 
Debt service , too, will remain well within prudent limits. The debt service 
ratio (including short-term) is projected to increase gradually to 11 percent by 
1995, below the 15 percent the Chinese government seems to regard as an upper 
limit. If annual World Bank lending reaches $3 billion by the early- to mid-
1990s, and preferred creditors' share in public debt service rises from below 
13 percent in 1987 to around 40 percent by 1995, China would exceed the Bank ' s 
exposure guideline of 33 percent by 1993. However, as China turns increa s ing ly 
to debt with longer maturities, and to commercial sources, such past commitments 
will be reflected in its debt outstanding so that the share of preferred 
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creditors in total debt will fall gradually during the 1990s. Moreover, we 
expect that China's liberal policies on foreign direct investment will attract 
more capital from private sources. Although future policy-based operations (of 
which five are planned for the FY89-92 period) need not be quick disbursing, 
this exposure issue will need to be followed, particularly if the China's 
balance of payments situation, which we project will continue to show strong 
export performance and moderate, though contained growth of imports, does not 
develop as predicted (para. 53). We propose that the exposure issue should 
receive special attention at the next CSP review, which we recommend be held in 
mid-CY90. 

B. Background and Historical Perspective 

12. Almost ten years have passed since the landmark decision to "readjust 
and restructur e" the economy. Armed with this mandate, China's leaders embarked 
on a far-reaching program of administrative decentralization and market-mediated 
development. The impact of the reforms under way since 1979 has been most 
pronounced in the rural sector, which provides the main livelihood of over 800 
million people. The introduction of the Household Responsibility System, 
dismantling of communes, and greater separation at the local level of political 
decision-making from economic management have profoundly restructured rural 
economic activity. Land use rights were progressively transferred to farm 
households. Pricing and markets were increasingly liberalized, and the policy 
environment adopted encourages decentralized management in the rural sectors of 
secondary and tertiary industries. The result has been an explosion of growth 
first in agricultural output (10 percent p.a. from 1979 to 1984) and then in 
rural manufacturing and services (22 percent annually). Perhaps the most 
significant achievement, however, has been the massive shift from 1979 to 1987 • 
of 80 million farm workers to non-farm activities, services and autonomous 
production units larger than the family farm. In parallel, agriculture has been 
revitalized by a rapid expansion since 1980 of cash cropping, non-staple food 
production and agricultural foreign trade. The reforms--and three successive 
years of good weather--not only yielded record grain harvests, but also made 
China a net exporter of foodstuffs for the _first time in history. 

r;? 13. By 1984, the reservoir of rural opportunities that could be tapped~ 
o throu li eralization and price stimuli had been largely exhausted. At this 

point Chinese policymakers began to tackle the more difficult hurdle of 
extending the reforms to the urban-based industrial sector. With profit 
incentives, enterprise autonomy and the dismantling of some price controls, they 
hoped to coax forth dynamism comparable to that which had transformed the rural 
economy. They found, however, that each round of liberalization also triggered 
an upwelling of investment, with a consequent strain on the balance of payments, 
and that repressed consumer demand backed by sizeable and increasing household 
savings became a threat to both price stability and the trade balance. By 1985, 
controls had to be imposed to rein in the trade deficit, which had swelled 
largely through imports of consumer goods and equipment. 

14. The very success of first-phase reforms, particularly in the rural 
sector where performance exceeded expectations, has introduced second-generation 
problems that the authorities are now moving to address. Ahead loom more 
difficult issues. The problem of unemployment will arise as market-driven 
productivity increasingly challenges the pervasive and long-standing 
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overstaffing in factories, farms and state agencies. For consumption levels to 
rise, fewer resources should be absorbed by investment and more diverted to 
satisfying the wants of the people. Recent high rates of growth could be sus­
tained with investment levels closer to 30 percent of GNP, comparable to other 
East Asian NICs whose higher productivity and export performance China would 
like to emulate. Crucial to China's leaders, public expectations about the 
continued success of economic reforms make the second phase of reforms 
particularly important. The leaders' promises of the rewards of the reform 
process have raised hopes of immediate benefits; the risk of overselling 
policies whose impact is not yet clear and the backlash of public opinion if 
things do not turn out as promised are real concerns to the Government and the 
Party. 

15. The October 1987 13th Party Congress formally recognized the importance 
of political reform "to build a socialist political system with a high degree of 
democracy and a complete set of laws" as a corequisite for continuing the econo­
mic reforms, now under way for nearly a decade. Announced economic policies of 
greater outward orientation, decontrol and deregulation of the economy, price 
reform and use of indirect levers instead of direct administrative controls and 
mandatory planning offer a sound blueprint for economic success. Markets for 
technology, finance, and most significantly, labor, are to be introduced. Vari­
ous forms of ownership and rewards are to be permitted, though with state owner­
ship remaining predominant. The Party Congress gave these measures a political 
context that not only offers legitimacy to the reform efforts, but also 
guarantees reformers some freedom from ideological harassment. 

16. China's leaders will have to mobilize public political support around 
these goals. Efforts to improve enterprise reform and managerial responsibility 
are complicated, but need not be problematic if they are properly formulated and 
carried out; improving the performance of China's inefficient public administra­
tion will be more difficult to conceive and implement. Reorganization of the 
civil service will likely prove traumatic given the size of the bureaucracy, and 
could be disruptive in the short term to public administration and China's 
relations with its external partners, including the Bank. The April 1988 Natio­
nal People's Congress ratified the reform process, amending China's constitution 
to allow private transactions in land leases and other private sector 
activities. In the longer term, however, sustaining the pace of reform may 
prove challenging, since many of the reforms ultimately needed for greater 
responsibility and efficiency may not be seen as consistent with China's 
socialist principles, despite their appeal to vast segments of China's 
population. 

17. China's Relations with the Bank. A superpower with important 
geopolitical and internal considerations to weigh in its major decisions, China 
is selective about the advice it seeks from the outside. Since the change in 
China's representation in the Bank in 1980, China's leaders have looked to the 
Bank for advice on the reform process, as well as for increasing levels of 
investment finance. China has used us as a window on international experience. 
The economic and sector work program concentrated initially on "megastudies", 
integrated views of the macroeconomy or large sectors, moving lately to focus 
more on sectoral and subsectoral issues. The leaders generally concurred with 
the Bank's analysis and the reports' policy prescriptions, and looked to the 
Bank to help implement them. China sought Bank financing to remove bottlenecks 
and acquire the best of available technology. 
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18. Overall, this approach was successful. Areas where the Bank's role can 
be identified include the deepening of rural reforms, the diversification of the 
financial system, trade reforms that are under way, and the move away from reli­
ance on enterprises for funding social security. The State Council has recently 
concluded that the Bank's technical contribution to investment projects is the 
major success of the Bank's lending activities. With agreement on the general 
policy directions, collaboration on the detailed design of reform policies will 
become more important if they are to be successfully implemented. The areas are 
frequently more sensitive, and requests for advice are becoming more specific. 
As Party General Secretary Zhao Ziyang and Premier Li Peng recently confirmed to 
Mr. Conable, China continues to expect the Bank to make a strong intellectual 
contribution to its reform effort, and associates us openly with the process. 

19. "Debottlenecking" is still important, and is reflected in China's 
emphasis in its borrowing for transport and energy. But lending content has 
shifted, to include institutional questions, pricing issues, and technical 
assistance to improve planning, policy analysis and management. The quality, 
timeliness and operational practicality of advice through the ESW program have 
become more important to link the ESW program to support lending operations, 
particularly the larger ones and those where a sectoral or policy flavor is more 
pronounced in support of the reforms. 

20. China's Relations with Other Financing Sources. China's dialogue with 
the IMF has deepened steadily over the years, with a Stand-by Agreement approved 
for 1986-87. The Fund has worked closely with the Bank, collaborating on many 
ESW tasks, and we look to the IMF for assistance on technical assistance for 
improving macroeconomic management, central banking and the financial sector 
reforms. China has also launched active programs with Japan (Exim Bank and 
OECF) and has joined the Asian Development Bank. ADB plans a program of around 
$500 million per year, and we have already had contacts with ADB staff over 
possible cooperation in future investment projects. For reasons explained 
below, cofinancing prospects with official lenders are slim. Foreign banks seem 
to be broadening their contacts beyond the _Bank of China, the country's 
traditional bank for foreign trade, and the China International Trade and 
Investment Corporation (CITIC), a state body which also provides sovereign 
guarantees. Their activities now include some loans to provincial trade and 
investment corporations, generally in coastal provinces, where export and 
repayment prospects are most secure. 

C. Central Development Issues and Policy Agenda 

21. The Path Ahead. China's leaders are committed to reform nearly every 
aspect of China's economy. But these reforms are complicated--especially price 
reform, recognized as key to the success of the overall reform effort­
-administratively difficult (enterprise reform), and politically sensitive 
(reform of wages, government structures and the civil service). They are 
interlinked. Because of the hyperinflation of the 1940s, China's leaders and 
citizens alike are extremely sensitive to inflation. Proponents of reform 
therefore argue that in order not to discredit the whole reform process, further 
steps in price reform must await progress in macroeconomic stabilization. 
Reformers also argue that further progress on enterprise reform must accompany, 
if not precede, price reform, and that some other reforms will be delayed. It 
would be unwise, for example, to unify tax rates across sectors until product 
~ ' 
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prices are rationalized. But in each area of reform there are some changes 
which can take place independently of price reform . This is particularly true 
in the financial and rural sectors, but even in areas such as external trade, 
China is going ahead with important changes, including expanding direct trading 
and foreign exchange retention rights in certain sectors. 

22. Progress so far has been mixed. If efforts begun in late 1987 to 
contain 1988 credit growth (and thus public investment) to a level below the 
1987 IMF benchmark of 18 percent are successful, and the newly-enacted 
enterprise law succeeds at making state-owned enterprises more accountable for 
their losses, the preconditions the authorities consider necessary for a major 
initiative on price reform should be established. Overall, however, maintaining 
macroeconomic stability is essential as enterprise and price reforms proceed. 
But with only rudimentary economic management tools, there is a significant 
danger of stop-go cycles. Thus although China's conunitment to carrying out 
these reforms is not in doubt, the pace is open to question, owing to decision­
makers' preoccupation with two areas of macroeconomic concern: inflation and 
the budgetary deficit. 

23. Inflationary pressures first became noticeable in 1985 with the 
official retail price index climbing nearly 9 percent and free market prices 
rising by over 17 percent. The increase in prices slowed during 1986, but last 
year the tempo quickened again, approaching the 1985 levels. The persistence of 
inflation can be traced to a number of factors. Repressed demand, backed up by 
substantial accumulated savings, is very large. Because supplies of quality 
consumer goods are not growing at a sufficient pace and imports have been 
restricted, prices are pushed upward in the more liberal environment. Demand 
switching from scarce consumer goods to foodstuffs, supplies of which have also 
increased slowly in the past two years, has spread inflation through rural 
markets. Demand pull has been reinforced by rising labor costs that have far 
outstripped productivity gains. Monetary policy, attempting to smooth the 
decentralization process and maintain investment momentum, has also contributed 
to the price spiral. Total credit grew by 33 percent in 1986 and by over /'. 
30 percent in 1987. Since the last quarter of 1987, the authorities have sought ~ 
to stem credit growth. They are also proceeding cautiously with further efforts ~ 
at price reform, for fear that inflation might worsen. The danger is that price ,,/_~· 
controls may aggravate supply shortages of foodstuffs and consumer goods, rapid -~/ 
growth of which is necessary to help solve the problem of inflation. And while -'-. 
slowing credit growth will be necessary to dampen inflation, a credit crunch 
could cause widespread hardship in the enterprise sector, sa~ing industrial () 
moment~~ nd damaging the often tenuous financial health of collective an state 
firms alike. 

24. Although sequenced to avoid overstraining the administrative apparatus 
and exceeding the economy's absorptive capacity, the reforms have also led to 
budgetary stresses. By raising purchase prices without affecting the rates at 
which goods are sold to consumers, partial price reform has resulted in an 
escalation of subsidies to enterprises and consumers (accounting for about 
30 percent of the budget in 1987). Whereas enterprise earnings used to be the 
major source of state revenues, industrial reforms permitting greater profit 
retention by firms have reduced flows into the treasury. This has yet to be 
counterbalanced by revenues from new indirect and income taxes introduced during 
1986-87. The problems faced by many enterprises in adapting to the new 
environment have also reduced their incomes and hence, tax payments to the 
state. Finally, revenues have been affected by curbs on the imports of dutiable 
consumer goods, which were introduced to narrow the trade gap. 

? 
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ZS. After dropping to 0.5 percent of GDP in 1985, the budget deficit has 
risen in each of the last two years, reaching 2.7 percent of GDP by 1987. One 

1rd tis was finance through foreign borrowing, the balance by the banking 
system and the sale of bonds. The budget for 1988 rojects a deficit of about . 

,3 percent of GDP. The Government will need to control the drain from subsidies 
an oss-maK1ng enterprises. On the revenue side, it has to refine the tax 
instruments that have been brought into use so as to increase and stabilize 
revenues. A number of alternatives are being considered to increase fiscal 
maneuverability, and these along with improved enterprise performance made 
possible by the reforms should gradually narrow the gap. A budgetary deficit of 
between 2-3 percent of GDP is consistent with sound macromanagement so long as 
it does not generate a serious resource imbalance or precipitate a loss of 
monetary control. Neither of these is an inuninent threat. Despite China's 
having exceeded the benchmarks for 1987 agreed under the 1986-87 Stand-by 
Arrangement, the IMF Article IV consultation mission that visited China in 
November 1987 was broadly supportive of the Government's approach to 
macroeconomic policy, economic reforms and foreign borrowing. 

26. Realizing their ambitious targets, in which material incentives are a 
key component of economic growth, challenges China to improve economic manage-
ment. Price and fiscal reforms are necessary to create appropriate market 
signals and to support the state sector. In enterprises, incentives to 
overinvest need to be reduced through appropriate interest rate and credit poli-
cy, while wages and bonuses need to be linked to productivity. Substantial 
gains are possible if China continues to pursue increased factor efficiency. In 
addition to reducing energy intensity and raw material utilization in industry, 

• / other issues that need to be addressed include more efficient use of foreign 
technology, greater productivity of labor in the state sector, and better use of 
the education system to develop China's human capital. Principles of enterprise 
management need to encourage innovation and productivity, rather than investment 
and meeting production targets with little regard for quality and the 

/ 
marketplace. China will also be challenged to improve national economic I~ 
integration, both to benefit from possibilities domestic markets offer for effi- \ 
ciency, and to see that all regions of the country share in this overall growth. 
Policies will therefore also need to ensure that China's social security system, 
the envy of many countries at significantly higher income levels, is maintained. 

) 
With fiscal reform, this would also help contain regional disparities, already 
substantial between the rich eastern provinces where the benefits of trade and 

, price reforms have been impressive, and the isolated interior areas where 
resource constraints seriously limit their economic options. The push for 
foreign trade has exacerbated existing trends for regional economic independence 
with little regard to comparative advantage, economies of scale, and the 
possibilities for internal exchange. The inability of transport and energy 
infrastructure to keep up with growth in demand has enhanced these tendencies. 

27. China will also need to put some discipline into the decentralized 
system of investment planning and enterprise control. Since the transfer in 
1984 of management of many previously state-run enterprises to provincial and 
local governments, along with partial authority for price controls, physical 
allocation of materials and foreign trade, the creation of multiple levels of 
control has brought some confusion into the economy. Local interests have 
restricted movement of raw materials and finished products within China and 
complicated efforts to maintain economic balance at the national level. The 

.:t±;;::/ ~ ct. ~ 
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proliferation of administrative controls to enforce or relax regulations has 
allowed the emergence of special interests that might result in influence 
peddling and corruption. 

28 . Carefully designed and well-implemented institutional reform in enter-
prises and local authorities would help resist this trend and provide the neces­
sary dynamism to the overall reform process. The approaches China is adopting 
embody the best of modern technology, changes in management and decisionmaking 
at the enterprise level, and decentralization to provincial and local govern-
ments. Increasingly, they rely on prices to improve economic efficiency, by 
moving toward a hybrid system with state ownership predominant. Yet in the 
context of China's socialist political system, with its high premium on social 
goods and maintaining a visibly egalitarian income distribution, some of these 
changes could induce political tensions: from the public, which is accustomed 
to stability and a protective government, and from the civil service and 
enterprise bureaucracies, which have grown used to their present shares of power 
and influence. 

D. Macroeconomic Prospects, Creditworthiness and 
External Capital Requirements 

29. Medium-term Prospects. Over the medium term, we expect China to conti­
nue a high rate of GDP growth, around 7-8 percent annually, with exports growing 
at around 8 percent. To maintain these levels of growth, efforts to promote 
exports of agricultural products, textiles and machinery will have to be 
successful. Continuing reforms in the external sector, and especially the 
gradual shift from import licencing toward use of the exchange rate and demand 
management policies, are expected to lead to increased imports . After a bigger 

( initial increase, imports are therefore projected to grow at slightly more than 
10 percent annually, split between increased imports of capital goods essential 
for China's modernization program, and additional consumer goods needed to 
provide households' incentives. A small but sustainable current account deficit 
is likely to persist. Appropriate interest rate and credit policies are 
expected to contribute to a modest fall in investment from 39 percent of GDP to 
36 percent, while the increased supply of consumer goods from domestic firms and 
through imports will lead to a decline in gross domestic savings from 39 to 34 
percent of GDP. This medium term outlook is consistent with China's stated 
external borrowing policy, under which China intends to borrow US$5-7 billion 
annually. 

30. China would continue to remain creditworthy provided the economic 
reform thrust was maintained and the external payments position remains 
sustainable. The current account balance swung from a $7.5 billion deficit in 
1986 to a small surplus in 1987, largely due to a continued surge in exports: 
this strong growth is expected to continue. If China moves away from a balanced 
trade posture toward a major reopening of its markets to imports, China's 
current account deficit could rise to $6.3 billion in 1989 to almost $12 billion 
by 1995, with a corresponding rise in financing requirements. The overall level 
of external indebtedness would rise from $25 billion currently to $83 billion, 
equivalent to 101 percent of projected 1995 exports. Despite the rapid build-up 
of debt, China's debt service ratio would remain low, rising from 8.3 percent 
currently to 11 percent by 1995. This import liberalization scenario and the 
rapid rise in external financing requirements are subject to considerable 
uncertainty. If China were to move more slowly on economic reform and implement 
a conservative growth and balance of payments strategy, it might run only 
minimal current account deficits, averaging around $700-800 million annually. 
In this case, net financing requirements would be much lower. 
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E. Bank Assistance Strategy 

31. The Bank's objectives in China are: 

a) to support China's reforms (especially price, finance, trade and 
enterprise reforms; wages, employment, social services and 
management; and handle their institution-building implications); 

b) to help address the problems reforms are likely to create (poverty, 
environment, regional disparities and economic integration); 

c) to strengthen infrastructure, including in urban areas: and 

d) to rationalize and modernize the productive sectors. 

Expanding levels of lending to this unique client calls for us to reinforce the 
policy dialogue and its links to lending, but suggests the need for flexibility 
as we move to develop new lending instruments. 

32. Risks to the Reform Agenda. China's social and economic experiments 
and reforms may raise internal tensions, both direct (inflation) and indirect 
(ideological). These will be mitigated by their substantial economic benefits, 
to which China's leadership will be able to point as Party and civil service 
reforms proceed in parallel. We expect that the progress on reform will be on 
the whole satisfactory. China may however face macroeconomic instability both 
domestically and in its balance of payments if it fails to get a better grip on 
macroeconomic management. Although the reforms are complex and politically • 
sensitive, it is unlikely that ideological and political tensions could trigger 
widespread reversals of those already under way, and a subsequent restraint in 
exchanges with the outside world, including the Bank. More likely, the open 
door policy will continue to prevail because of the economic results achieved 
from system reform, and cooperation with the Bank will further increase in terms 
of policy advice and total borrowing . Even with the $8.1 billion IBRD levels 
proposed, China does not present any major creditworthiness risk, and despite 
higher levels of Bank exposure in the late 1990s, China ' s overall low level of 
debt and debt service leave the Bank in a safe position. 

33. Of great political importance to China's leaders , we expect that 
policy-based lending will further enrich our dialogue over major reforms, since 
it allows us greater involvement in policy design and monitoring than dialogue 
and technical assistance alone can in China. Policy-based lending in China is 
unlikely to follow conventional Bank approaches, given that China's reformers 
normally test new policies before generalizing them nationwide; it is therefore 
unlikely that traditional "conditionalities" and tranching would be practical. 
In light of the experience with RSAL, we would need to adapt other SEGAL proce­
dures and features to China's unique conditions, but in a way that does not 
compromise their applicability to other borrowers or in future situations with 
China. Because the instrument is new for China, and because of the contribution 
we can make through conventional lending, the FYBB-92 program would include only 
five policy-based operations, representing less than 13 percent of total 
lending. 
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34. A diverse and expanded program of lending and ESW would best respond to 
the challenge to the Bank to make a major contribution to China's development . 
China wants expanded collaboration with the Bank over global reforms in agricul­
ture, finance and prices, and financing for priority sectors--transport, 
irrigation and energy--with key pricing, institutional and investment quality -
issues. There are excellent possibilities for expanded cooperation with willing 
provincial borrowers as well as opportunities for introducing new, efficiency 
improving instruments (sector and timeslice lending) . Provincial urban, trans­
port and industrial operations could help revitalize Shanghai, China's 
economically most powerful city. This approach implies an increase in ESW 
resources to back up sector lending and policy-based operations and analyze 
provincial economies. Detailed policy and institutional engineering will 
broaden the impact of our advice to new clients within China; consequently, 
resources will be needed to expand the pipeline , and to supervise the expanding 
portfolio. Larger operations will be possible (transport, energy, irrigation, 
urban) once these new instruments are understood with new partners in the 
provinces and other agencies at the national level, but emphasis on larger 
repeater operations would not be fully consistent with China ' s apparent wish to 
see us diversify our support for the reforms. Efficiencies should be possible 
however, if provincial lending allows continuous relationships with provincial 
planners and thus improves project design. This assumes that efforts on the 
Chinese side to improve macromanagement and project management and design are 
successful. Savings should also be possible if we can introduce sector and 
timeslice lending for infrastructure, and, as Chinese capabilities develop , 
innovative approaches to procurement, such as higher limits for ICB and Bank 
review of documents and decisions . 

35. Building on our experience in China with traditional project lending­
-emphasis on which will continue--sector lending would be a cost-effective way 
to reinforce the dialogue, build working relationships and obtain feedback from 
experience in lending and sector work. We therefore plan more intensive efforts 
to combine dialogue on sector issues with support for priority investments. 
These would remove infrastructural bottlenecks and reorient urban and social 

A sector programs to take more account of planning, cost effectiveness and manage­
n.,_ ment issues. As long as economic management remains weak, we will need to focus 

~BJ"' ~}J' on the details of sector reforms (finance, social security) and pricing and 
VV' institutional issues with our major clients (railways, transport, power, urban). 

A 36. Responding to decentralization of planning responsibility and invest-
'Ument decisions, we will also experiment with provincial lending. Reflecting the 

~ new political and administrative realities of China, a continuous as well as 
direct Bank relationship with provinces should result in better predictability 

, /; ,./ on project timing. Work with provincial sector agencies and planners should 

0 ~ increase the efficiency of our project preparation, our ability to influence 
, project design much enhanced by becoming involved further upstream. Work has 

begun with Jiangsu and Shanghai. As we develop confidence in overall prov i ncial / 
.___r investment programs and build up planning abilities, timeslice operations would 

,,,-~ 1 allow increased project size. Design of provincial projects would take into 
/Y- account national economic priorities and sector strategies. 

«:_----- ~ ' p ,,.,, ·a~~ ""' ..r: I/Ir'~ ~;:ufaAµ~ 
~"'°:~·T 
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Sector Strategies 

37. Overview. Our lending will continue to support the reform priorities 
and investments identified by the Government in the Seventh Five Year Plan. 
Despite some cooling of public investment in response to the acceleration of 
inflation in CY87, China's investment needs remain large. We expect to achieve 
annual lending of $2 billion in FY89, and higher levels thereafter, reaching 
around $3 billion during the Eighth Plan (after 1991), Even at these expanded 
levels, the Bank's contribution is small relative to China's investment program. 
Consequently, our operations will attempt to tackle issues of sector investment 
priorities, technology transfer and modernization, technical assistance and 
institutional development. By the end of FY89, work will be nearing completion 
on three provincial operations, which are designed to get us involved earlier in 
project design and help provinces develop their new planning and investment 
responsibilities . Supporting government efforts to develop transport and energy 
will remain our first priority. Difficulties of access and shortages remain 
serious constraints to capacity utilization throughout the economy, and China 
plans sustained investment. There is substantial room for improving efficiency 
both through improved pricing and use of market mechanisms, and through wider 
introduction of new technologies. Involvement in industry will continue, with a 
diversification from the direct support for large industries which we supported 
in the past to collaboration with provincial industrial agencies. New opera­
tions with China Investment Bank will continue our important institution-buil­
ding role, but in the broader context of the imminent expansion of competition 
in the financial sector. With the Government's interest in accelerating the 
pace of rural reforms, we will continue our considerable efforts on agriculture. 
Our lending in health, education and urban will reach a level of at least three 
projects per year in FY89 and beyond, reflecting increased Government interest 
in the Bank's advice on resolving policy issues in these sectors. We plan to 
coordinate our approaches in the various transport, industrial, urban and water 
projects under discussion with Shanghai, so as to help one of the world's 
largest cities, a key player in China's reforms, modernize and cope with growth 
in China's dynamic coastal zone. 

38. Agriculture and Rural Development. Agriculture and rural development 
remains one of the main sources of growth in the Chinese economy. The sustaina­
bility of recent production gains is in question, owing to deterioration of 
agricultural infrastructure, and uncertainty over the legal and institutional 
framework in which future agricultural development should take place. Past 
lending has given us a sufficiently wide understanding of the sector to identify 
issues and priorities for future operations. A first Rural Sector Adjustment 
Loan supports the launch of a second phase of rural reforms: new land use, 
consolidation and land tenure arrangements, deregulation of product prices and 
elimination of input subsidies, and increased incentives to export of high-value 
crops rather than grain production for local self-sufficiency. Unfortunately, 
traditional project proposals still tend toward relatively small multi-component 
operations focussing on quick-return, export-oriented activities. The selection 
process, motivated by immediate economic concerns over dropping production 
levels , has been strongly influenced by considerations related to the foreign 
exchange system (para. 20) and production of marketable surpluses in food 
deficit areas. 

tr"' ~ 

• 
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39. The agricultural lending program would include: (i) land and water 
resource conservation and development, principally through interregional and on­
farm water management and development; (ii) sectoral lending for forestry to 
help resolve extreme shortages of wood products and promote environmental 
protection; (iii) support service.s for agricultural research, education, exten­
sion and improved national seed production, slow maturing and less showy than 
area development projects but important if production gains are to be sustained, 
productivity increased, and agricultural technologies improved; (iv) provincial 
multi-component operations, taking into account domestic as well as foreign 
market possibilities, expansion of rural, off-farm employment, and poverty alle­
viation in poor areas; (v) further agricultural credit lending , if continuing 
efforts are successful at strengthening rural credit institutions. Although 
provincial projects are likely to get most of the government's attention, and 
indeed offer much potential, we shall aim at a balanced program in which they 
fit well into a national context which includes national-level support services 
projects, including water conservancy and forestry. If the first RSAL is 
successful, we plan a series of policy-based operations every two years in sup­
port of the rural reforms as they are implemented. Since investments in the 
rural sector should be a focal point of both China's plans, and the Bank's len­
ding, a pipeline of three-four projects per year, including agricultural credit 
and sector adjustment operations in alternate years, would represent around 25 
percent of lending volume. 

40. Industry and Finance. Operations since FY83 have established an impor-
tant relationship with China Investment Bank and provided direct lending for 
fertilizer, machine tools, pharmaceuticals and phosphates. Studies on finance 
and investment, external trade, and enterprise reform were well received by the 
highest levels of the Party and the Government, and parts are being implemented. 
For reasons parallel to those discussed above under the rural sector, expansion 
of Bank lending for industry has been hampered. As well, surplus commodity 
issues make large Bank operations for heavy industry with national developmental 
priorities and immense domestic markets (iron and steel and non-ferrous metals) 
problematic, despite the potential for Bank involvement to help efforts to 
reform prices, improve efficiency and upgrade technology. 

41. While at the national level we will continue dialogue on industrial 
sector and subsector policies, we plan to focus on helping provincial industry 
agencies work out the specifics of enterprise reforms and their own changing 
responsibilities. Establishing direct relationships with a number of provinces 
to develop provincial industrial operations could have strong multiplier and 
demonstration effects. Early experience suggests that the Bank can make a con­
tribution to subsectoral restructuring and technology transfer, improving 
efforts to promote exports through greater emphasis on quality and marketing, 
and developing local support institutions. This would encourage local adoption 
of policy measures already supported at the national level through our ESW pro­
gram. Bank involvement in the Structural Change exercise, under which Chinese 
agencies are preparing industrial strategy documents for key subsectors, will 
help develop an intellectual framework for the integration of now fragmented 
strategy questions. We are also exploring options for the Bank to play a role 
in improving the access of non-state industry to formal financial markets and 
other institutionalized services, including the State Science and Technology 
Commission's SPARK program, a new channel for credit and support to rural indus­
try. Although there seems to be adequate commercial and bilateral finance for 
telecommunications development, we plan to explore the Government's interest in 
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advice on sector planning and management, crucial if China is to have the commu­
nications networks necessary to support national economic integration and 
greater openness to the outside world. 

42. Lending in the financial sector, building on the completed ESW on 
foreign trade and investment, will focus on the evolving financial sector 
reforms. The financial system is only rudimentary at all levels, and the policy 
environment is weak. Our experience has underlined the need for greater 
independence for financial institutions, more competition, and better oversight 
by the central bank. Work will be needed both on the regulatory institutions 
and on the banks and other financial agents that are emerging, particularly the 
"informal" financial instruments and intermediaries in rural areas, operating 
with approaches to market rates, competition and risk the Government has so far 
been reluctant to introduce throughout the financial sector. Discussions have 
begun on a financial sector operation. It would include technical assistance 
and material support both to the monetary authorities (in collaboration with the 
Fund) and to selected developing banking institutions. A strong network of 
financial institutions would reinforce policies to move to market mechanisms and 
move away from administrative control of the economy. As the Government's 
intentions become clear on the role of the six new sector investment corpora­
tions, likely to play an important role in financing public investments, we 
shall assess their technical assistance requirements and the Bank's role in 
their development. 

43. In summary, our approach would be a combination of: (i) highly focussed 
sector work on areas where the economic payoffs to China through technological 
adaptation, management improvements and regional economic specialization are 
likely to be high; (ii) dialogue with the central policy-setting bodies on sub­
stantive issues such as pricing, trade policy and the climate for private 
investment, which the industrial ministries and the provincial industrial 
bureaus have been unable to discuss concretely, supported by policy-based opera­
tions if the pace of reforms warrants; (iii) lending to provinces with industri­
al development programs in subsectors with national priority; and (iv) support 
for CIB and other financial intermediaries .who develop the capacity to appraise 
industrial projects within overall policies and pricing practices that we find 
acceptable. Backed up by a strong program of sector work on both national 
issues and strategic subsectors, and a strong policy dialogue over price reform 
and financial sector development, we plan three-four projects per year, repre­
senting about 20 percent of the lending program, for industry and finance. This 
would include large loans every two years to CIB and other financial inter­
mediaries, and a series of financial sector development operations if the 
dialogue is productive. 

44. Infrastructure. Rapid growth in demand for energy and transport resul-
ting from the reforms is stretching physical and operational limits, leading to 
a huge unsatisfied demand in China. Past projects have increased capacity in 
transport and energy sectors and helped the Ministry of Railways and the Minis­
try of Water Resources and Electric Power make modest starts on improving their 
planning and management. The Bank has also helped improve port facilities and 
management, alleviating one of the bottlenecks to foreign trade. Dialogue on 
broad sectoral issues is lagging on transport, although well engaged for elec­
tric power planning and pricing. This is due to the Government's past reluc­
tance to allow extensive sector work and to the fragmentation of responsibili­
ties between central agencies and local authorities. 

• 
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45. In transport, continuing shortages of capacity imply very high economic 
returns to further investments in rail, road and water transport, while returns 
on civil aviation--a new sector for the Bank--would likely be even higher. The 
Bank's greatest contribution, however, would lie in helping examine long-term 
strategic options in developing the transport system and associated spatial 
location of economic activities. At all levels, there is a need to utilize 
existing capacity better, take advantage of new transport technologies and fully 
understand how to move toward a more efficient balance among competing modes and 
introduce integrated intermodal services. We plan to support transport manage­
ment training and the development of applied research on policy issues and 
transport technology. The new provincial lending instruments are well-suited to 
transport: we have proposed, for example, a multi-modal transport study for the 
Shanghai Economic Zone. In railways and aviation, a central perspective is 
needed, however, and sector lending will be the preferred instrument. The 
Ministry of Finance has asked that work begin on sector lending for railways. 
Civil aviation will initially be addressed through a small sector survey. 

46. In energy, the impact of unmet demand on industrial efficiency and 
capacity utilization gives the highest priority to the power subsector. The 
good working relationship established with all levels of the Ministry of Water 
Resources and Electric Power, now the Ministry of Energy, and their openness to 
policy advice augurs well for expanded lending in spite of the reshuffle of 
responsibility. Efforts to strengthen power institutions and policies for plan­
ning, pricing, organization and management will continue. Bank sector work and 
lending should help China move toward power companies and regulatory models that 
have a good track record elsewhere and avoid the proliferation of small, 
suboptimal power projects. Future lending will focus on strengthening the 
regional grids with large projects and on accelerating subsector investment to 
eliminate shortages by the end of the century. Priority goes to generation and 
transmission investments: eventually a sector approach would be appropriate to 
promote tariff reforms and regional integration. The Bank will continue to 
mobilize resources needed for technical assistance for the economic, environmen­
tal and resettlement aspects of the giant Three Gorges Project. The coal indus­
try is of paramount importance to the energy sector on its own right and because 
of its strong linkages with power and transport projects. The Bank's operations 
will deal primarily with these linkages and on measures to improve efficiency of 
coal use and reduce environmental pollution. In the oil and gas subsector, we 
would focus on natural gas development operations where the Bank has a 
comparative advantage on topics of policy formulation, regional planning and 
coordination between gas producers and end users. 

47. For transport and energy, we plan to focus on institutional issues, and 
in particular the inherent risk of inefficiencies in planning, operations and 
pricing for natural monopolies with economies of scale. The integration of the 
two sectors in the China Department will permit a closer look at their linkages, 
primarily on the issues of coal transport and railway capacity bottlenecks. 
While large projects beyond FY90 cannot be firmed up until the Eighth Plan is 
known, discussions continue on project concepts and proposals, we plan to devote 
about one-third of the lending program to these sectors. and sector lending 
would be feasible and cost-effective for both. 
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48. The Urban Sector . Reflecting years of relative neglec t , the need i s 
pressing for policy reforms in housing and the financing of public services , and 
for investment to modernize China's expanding cities . With the reforms , 
expansion of services and labor-intensive, light industrial production have 
boosted demand for labor and led to relatively large rises in urban incomes . 
Increased affluence, combined with public commitment to provide services at 
standards well above those expected from low income countr i es , have aggravated 
pressures on urban health and education facilities. Among the issues China wi ll 
need to address are: (i) poor resource mobilizat ion and financial management 
practices, an inadequate revenue base and weak tax administration, all growing 
out of distortions in prices of goods and services delivered to urban consumers ; 
(ii) inadequate urban infrastructure, and the need to invest to remedy past 
neglect and catch up with growth-driven demand; (iii) poorly articulated 
planning, insufficient attention to priorities, budget forecasts and recurrent 
cost implications, and mounting levels of subsidies for urban services; 
(iv) uncontrolled urban sprawl and environmental mismanagement; and (v) growing 
inequality of access to services . 

49. We are preparing operations to help translate China's market-oriented 
model into action on urban issues. They would encourage expanded local respon­
sibility for urban management and financing, accelerate investment in higher­
return urban projects, promote more efficient financial intermediation, and pay 
more attention to environmental problems. This approach includes: more 
intensive dialogue with the center on finance and tax issues; concentration on 
the three provincial municipalities (Shanghai, Tianjin and Beijing) which would 
guarantee visibility for this approach and lending and sector work in areas most 
affected by rapid rural industrialization, medium-sized cities and new towns , 
which may be more replicable. Urban projects will be broad-based, rather than • 
concentrated only on water or transport improvements. They would include compo­
nents to develop planning methodology, improve municipal management and plan­
ning, and improve cost recovery. In addition to taking advantage of the 
organization of AS3PW to integrate health and education components, we will also 
address environmental and architectural concerns. Sector work will be the prin­
cipal vehicle for a thorough review of municipal finance and urban financial 
management, including resource mobilization by local governments. Housing 
finance shows great potential for developing a major domestic industry without 
recourse to subsidies. Translating this strategy into lending operations will 
aim at at least one urban project of about $150 million per year. 

SO. Education. Following the disarray in education brought about by the 
Cultural Revolution, four IDA projects have assisted the top priority of 
reestablishing universities as centers of excellence. The 1985 Education Reform 
calls for universalizing primary education and strengthening technical and voca­
tional education, and for devolving financial, planning and managerial responsi­
bility for these levels to the provinces. Despite its strong project implemen­
tation capacity, the State Education Commiss i on has proved vulnerable to local 
and provincial pressures to focus on equipment purchase , a narrow view of tech­
nology transfer. Following a reevaluation of our approach to support for educa­
tion, we are diversifying our program to include direct support to provinces, as 
well as national projects. Our initial work in Gansu has shown that efforts at 
the provincial level allow more direct Bank involvement, with pol i cy makers as 
well as professional staff of the educational bureaus. Sector work on planning 
and finance in two provinces (Jiangsu and Guizhou) will improve our knowledge 
base for future provincial lending. A project to strengthen research capacity 
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in science and technology would continue the national focus of prior years, but 
with greater attention to policy content and institution building. We expect to 
broaden our policy dialogue at the national level, addressing such issues as the 
internal efficiency of schooling, more efficient and imaginative civil works 
planning, design and execution, and better justification and procedures for 
selecting teaching equipment. Sector work will examine training for the 
services sector, a new and burgeoning employment area. As government reorgani­
zation and reform of enterprise management proceed, we will respond to requests 
for assistance for programs to train civil servants and enterprise managers. 

51. Health. China's past successes in largely eradicating infectious 
diseases have dramatically increased life expectancy, now at 69 years. Simulta­
neous reductions in fertility through its family planning program have fundamen­
tally altered its demographic structure. China now needs to refine its health 
care strategy with greater attention to prevention of chronic diseases, 
reduction of occupational and environmental hazards and provision of effective 
emergency care, along with continued emphasis on infectious disease control in 
rural and poor areas. Cost-consciousness has so far not been a preoccupation . 
Current and future demands for health care cannot conceivably be met without 
better coordinated, efficient management of all parts of the health system. 
Alternative strategies such as preventive services, health education and non­
institutional programs can address these problems, and at lower cost. We plan 
to help build consensus in China for a more financially sustainable approach, 
including better planning and financial management in health care institutions 
and national and provincial health bureaus; better use of health system infra­
structure; reforms of health insurance programs; and new systems of emergency 
care, rehabilitative medicine and medical education. Few of the Bank's other 
borrowers face these problems in health care, and will need such approaches to 
redirect redirect health investments away from high technology, imports and 
capital formation toward prevention, appropriate local technologies, and 
improved efficiency and recurrent cost funding: these are complicated issues 
which have proved difficult even in advanced countries. Future projects should 
also address remaining health problems in China's poor areas. Lending would be 
expanded to a $100-150 million project in alternate years. 

52. Cofinancing. China' internal organization does not facilitate 
cofinancing operations: the Bank, by far the largest donor, works with the 
Ministry of Finance; Asian Development Bank, much smaller and a newcomer, works 
with People's Bank of China (the central bank); and the Ministry of Foreign 
Economic Relations and Trade manages financial relations with Japan. Bilateral 
programs, generally, less than $50 million per year, aim at smallish projects 
with reasonable visibility. UNDP has worked closely with the Bank on a number 
of technical assistance operations, including project preparation, but also has 
a dispersed program of generally small operations. In addition to these 
administrative obstacles, the Bank now faces a perception in China that our 
funds are relatively expensive compared to other sources, particularly the 
Japanese banks and official agencies, and while there is scope for involving 
other donors in specific operations, there is also the risk that the Bank would 
do most of the preparation and appraisal work, while having only a marginal role 
in the financing package. Our main cofinancing efforts will focus on mobilizing 
grant technical assistance for project preparation and implementation, a growing 
need in the industrial sector and one for which both Ministry of Finance and 
implementing agencies have shown some resistance to borrowing IBRD funds. 
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53. Bank Exposure . Under a liberalized import scenario, IBRD's share of 
net public lending would average 20 percent through 1995. Including IDA, the 
Bank's Group's share of net flows would amount to about one-third of total 
public net flows. This burden sharing outlook, in which the Bank plays a large 
role, depends on a rapid rise in total external borrowing requirements 
predicated on the growing current account deficits associated with an opening up 
of the economy. If China were to follow a more conservative strategy, combined 
IBRD and IDA lending at the levels proposed would cover virtually all of the 
borrowing requirement: this would be inappropriate from a risk management point 
of view and would probably lead to a scaling down of China's resource requests 
from the Bank. Under the import liberalization strategy, Bank exposure rises in 
the outer years of the projection period. The Bank's share of public debt would 
double to 15.2 percent by 1995 and the share of public debt service wou l d grow 
to 19.6 percent. Preferred creditors' share in public debt service would rise 
from 15.7 percent in 1987 to 38.8 percent by 1995; with this dilution of 
preferred creditor status, China would break through the Bank's exposure 
guideline in this regard by 1993. The share of China in the Bank's portfolio 

~ would rise from 1.6 percent at the end of December 1987 to 7 percent by 1995. 
-::J.:.oJ}~t.A These extremely rapid increases in Bank exposure would be justified both by 
J~ ~ t China's low overall indebtedness and by the Bank's support for a strong reform 
_,,..,: ~ policy effort. Depending on the overall level of Bank lending in the 1990s, and 

_..,,.. s in particular the date at which lending rises to $3 billion, by the year 2000 
:~~ rJ', l China could reach 10 percent of the Bank's portfolio. 

~~,e., · j" 54. Operational Issues. Short-term action on a number of operational ques-
t· t tions would make higher levels of lending in support of our objectives easier to 
~ ~ ("' achieve. The concept of market-based onlending and relending rates is gradually 

being accepted. With agreement with MOF on principles that should guide 
onlending of Bank resources, we will continue our dialogue with the goal of 
improving domestic resource mobilization by eliminating subsidization of capital 
expenditures with interest rates. On pricing, we will provide intellectual 
support for price reform and analysis of its impact, through dia l ogue with the 
central agencies, as well as continued effort through projects in transport and 
energy, sectors where resolution of pricing questions is central to action 
throughout the economy. Following a successful effort to improve procurement by 
introducing !CB, we shall try to ensure that LCB can also be fairer, more 
efficient and open to suppliers throughout China. Foreign exchange allocation 
and pricing has tended to bias project selection and location, and gives rise to 
inefficiencies in project design. In agriculture and industry, the Government's 
project proposals have often been strongly influenced by considerations related 
to equipment procurement, export development and repayment ability of the 
project entity in foreign exchange, with a consequent focus on relatively 
prosperous eastern China and on export-oriented investments. A lasting solut ion 
awaits reform of exchange controls and establishment of foreign exchange 
markets . We shall continue to seek improvements to the system, and prevent 
distortions in investment and pricing decisions, while using provincial lending 

4. as one way to reduce temptations to balance foreign exchange earning and 
~ repayment on a project basis. Di sbursement performance has waned over the past 

few fiscal years, with the rapid growth of the portfolio. We intend to address 
this problem in future projects by closer supervision of projects with disburse­
ment lags and review with Government general disbursement performance at the 
next Country Implementation Review in fall 1988. 

• 
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55 . Institutional questions may give rise to short-term disruption in our 
operations while the reorganization proceeds in the central administration . We 
intend to adapt to the new structures of government, focussing dialogue with 
central agencies on essential support to important macroeconomic reforms , while 
accepting increasing decentralization of investment decisions to provinces and . 
local bodies as a growing feature of our lending work. The quality of Bank 
advice is important , but there is also the need to develop Chinese planners and 
managers, more and more in the provinces as well. To meet these needs in a 
cost-effective manner, the China Department has already taken several important 
steps. In December 1987, we agreed with the Government on a three-year rolling 
ESW program (Attachment 2), which gives greater predictability to the timing and 
content of the ESW tasks. A free-standing TA project was approved in FY87, with 
the objectives of both strengthening the planning process and financing 
important study inputs to the Eighth Five Year Plan. We have also diversified 
our partners in the task of policy analysis. Our collaborators now include 
agencies at the State Council level, and academic and research organizations . 
Each year, we mount high-level policy seminars and symposia for senior policy 
makers and political leaders. As many of these bodies have responsibilities for 
both policy setting and implementation, collaboration with them supports our 
efforts to expand lending to China. One area of note, on which continued 
Bank/Fund collaboration will be essential, is external debt management: the 
creation of a single agency in MOF should improve overall management and we 
stand ready to offer technical assistance. 

56. The need for technical assistance in China is large and growing. 
Already, the Bank has committed considerable resources through our past lending 
(around $500 million, including three free-standing TA projects), collaboration 
with UNDP, an active EDI program partially financed with UNDP resources, TA 
linked with our ESW program, and study/training visits to Bank headquarters. As 
China proceeds with the next critical phase of reform, demand for technical 
assistance is growing and far exceeds available resources, even to manage 
activities funded by other sources. We plan to focus on four areas: 
institutional development in the core agencies of economic management; planning 
support to the central line ministries and city governments; support for key 
training institutes, through EDI and projeit work; and continued seminars, 
symposia and study tours on issues of primary interest to government (such as 
enterprise reform and management, taxation, technology transfer and social secu­
rity). We intend to use training components of upcoming operations to support 
the network of training institutions which are working with EDI, thus 
reinforcing EDI's links to operational work in the China Department. For EDI 
costs, whose financing through loan/credit proceeds is not permitted, which 
cannot be financed through EDI's budget, we shall seek UNDP or bilateral 
funding, along the lines of the current UNDP-supported EDI program. We shall 
devote more attention to design of technical assistance and training components, 
both to provide more effective support to the implementing agencies, and to 
better justify its cost. Following an internal review which we have just 
completed, if resources permit a new TA unit in the China Department will be the 
focal point for coordinating technical assistance design issues, for relations 
with EDI and for identifying cost-effective sources of financing for training 
and consultants. The Ministry of Finance has established its own technical 
assistance unit to systematize China's approach to Bank-financed technical 
assistance and identify the most cost-effective sources, including bilateral 
funding for project-related technical assistance . 
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57. Poverty Issues. Because of the perception that China has been more 
successful at meeting basic human needs and (with rare exceptions) preventing 
famine, than in putting together an efficient, dynamic economic system, the 
Bank's attention has focussed on incentives, markets and better flows of 
resources rather than on distributional and poverty i ssues. China has made 
impressive progress in reducing absolute poverty: with strong economic growth, 
there has been strong commitment to improving standards of education, nutrition 
and health for all. · Over the last 10 years, the number of absolute poor has 
declined dramatically from an estimated 200 million to about 70 million today. 
Apart from the aged, this group consists largely of unskilled people living in 
resource-poor areas where prospects for increasing incomes are limited . The 
current Five Yea r Plan allocates about $1 billion annually to combat the 
problems of the very poor. The impact of this funding could be enhanced by 
fundamental institutional and policy changes including allowing increased labor 
mobility within and between regions. A broadened approach to poverty along 
these lines would also be effective against a potential new problem in poverty 
control: the emergence of "new poor " or those who, existing now at the margin, 
might lose out in the competitive, market-oriented environment brought about by 
the reforms. Although Government policies did not appear to be impeding women's 
participation in development, past Bank projects have been designed to reinforce 
China's maternal and health system and improve the quality of health and 
education services and access of women and children to them. As a more market­
based system takes hold in China, potential problem areas include employment, 
resettlement and access of women to land and credit. Enterprise reforms may 
lead to changes in how social services, particularly health care, housing and 
pensions, are provided. New ESW tasks and the design and supervision of 
projects will accordingly be more sensitive to the potential and intended 
impact, particularly on women. We have sharpened the poverty focus in our ESW 
and lending. Economic work prior to provincial lending to poorer areas 
(including another study of a poor province, possibly Guizhou) and a study of 
rural employment (already accepted in the three-year ESW program) would have a 
poverty dimension. Appropriately targeted operations could then address the 
needs of the identified poor in rural areas . 

58 . The Environment. Environmental issues are receiving increasing atten-
tion in China as developmental pressures on natural resources and on air and 
water quality grow each year. China has established comprehensive and strict 
pollution guidelines, including environmental assessments for most public 
investments. The overall impact of the price reforms on environmental policies 
and practice is unclear. The lack of market prices for water and land have 
accelerated conversion of suburban farm land to urban uses and excessive tapping 
of groundwater. Given the volume and high quality of China's coal, it is the 
obvious energy alternative. But its extensive (and underpriced) use for heating 
and cooking, and heavy reliance on thermal power generation, have polluted the 
air of China's cities. The explosive and unplanned growth of rural industry has 
also been a major factor in water, soil and air pollution. In general, until 
price reform is completed, neither pollution fees or fines nor administrative 
regulations are likely to carry sufficient force to encourage treatment of 
industrial wastes and emissions, or to reduce worker exposure to unhealthy occu­
pational environments. Decision-makers tend to see technology policy as the key 
to improving environmental standards , but it may not be as effective a mechanism 
as raising the price paid by users of energy to something approaching its real 
cost. An upcoming ESW task will examine the environmental implications of 
development in Jiangsu Province, a candidate for provincial lending . 

• 



THE WORLD BANK / INTERNATIONAL FINANCE CORPORATION 

OFFICE MEMORANDUM 
DATE: June 8, 1988 

TO: 

FROM: 

EXTENSION: 

Files 

Paul M.~o, Acting Chief, AS3CO 

72059 I 
SUBJECT: CHINA: Country Strategy Paper -- RVP Review 

1. Mr. Karaosmanoglu chaired a meeting on May 26 to discuss the draft 
CSP, which was circulated under cover of a memorandum of May 19 from 
Mr. Burki. Present at the meeting were Messrs. Yenal, Wiehen, Kikuchi 
(ASIVP), Pohl (EAS), Golan (AST), Vorkink (LEGAS), Liebenthal (SPRPA), Rao 
(FRS), Kupasrimonkol, Gaspar (IFC), Webb (CECMG), Ms . Mann (VPDEC), Burki, 
Merghoub, Stern, Tidrick, Ecevit, Goldberg, Montfort, Ahmad, Lim and I (AS3). 
The meeting followed the agenda proposed in Mr. Yenal's May 25 memorandum to 
Mr. Karaosmanoglu. 

2. Format of the Paper. It was agreed that AS3 would reorganize the 
paper along the lines and in the format suggested in draft OMS 1.12 . In 
particular adding an opening Summary and Conclusions would allow some 
questions to be handled there, rather than making extensive revisions to the 
text. 

3. Policy Agenda. In response to a concern that the paper might give 
rather too high prominence to short-term issues of inflation and the 
budgetary deficit, AS3 staff pointed out that this responded to comments made 
at the Working Level Review, where some had felt that these short-term issues 
had been downplayed. This emphasis reflected the preoccupations of Chinese 
policymakers, that stabilization had to precede growth. They did not, 
perhaps, view tax reform as important as we did; we hoped, therefore, that 
the tax/expenditure mission now in the field would be able to rais~ the 
visibility of this issue. It was agreed that price reform was the first 
priority, despite its being the most difficult, but that it was difficult to 
disentangle price reform from enterprise reform. 

4. Bank Strategy. It was agreed that the objectives would be 
slightly reformulated along the lines suggested in Mr. Yenal's memorandum, 
with the addition of our wish to help cope with the problems that the reforms 
were likely to provoke (poverty, environment, regional disparities). 
Institution building would be explicitly mentioned in this section. 
Mr. Karaosmanoglu asked that a statement of the nature of the dialogue with 
China be added, pointing out the leaders' keen interest in discussing 
sweeping, general issues, and getting institutional advice, but not being 
able to tie this dialogue to specific operations. China's vast difference 
from other countries should be highlighted. 

5. Size of Lending Program. It was pointed out that the lending 
program was significantly higher than the one that had been approved in 
February, 1987, based on the Bank's resource constraints available for 
operations, and portfolio considerations. Mr. Burki noted that the February 
scenario had not been our preferred one, and that the November, 1987 version 
prepared by AS3 was very close to the one in Mr. Vergin's paper. AS3 had 

P-1867 



- 2 -

indicated the implications of fewer operations on the lending program, and 
had been able to deliver in FY88 nearly $75 million more IBRD lending than 
the earlier scenarios, hardening, incidentally, the IBRD/IDA blend. While 
hardening the blend was not an objective by itself, it was nonetheless a goal 
we had agreed with the Chinese, and the level of IBRD lending had risen 
steadily. The assumptions in the paper forecast a rather slower increase in 
the outer years. Mr. Golan noted that the complexity of projects in China 
was increasing, with more components in each project as lending increased. 
If the number of operations were increasing, the dollar targets seemed to be 
being met by more complicated projects: he wondered whether the Chinese had 
the administrative ability to manage them. In response, it was pointed out 
that the multicomponent projects had good execution and disbursement 
performance, since the executing agencies gen~rally had made good 
arrangements for quick project launch and smooth implementation. Provincial 
lending should further improve project implementation performance. Execution 
and disbursement lags had arisen in projects where there had been resistance 
to ICB. It was agreed that the implications of limiting the program to the 
February scenario should be briefly described in the CSP, and that the case 
for going above the 14 projects delivered in FY88 should be more explicit. 

6. Bank Exposure. Mr. Rao noted that Bank exposure would rise 
rapidly in the 1990s, and by 1995 would exceed the 15% guideline given the 
large proportion of preferred creditors. The exposure calculations should be 
extended to the late 1990s, and to the extent possible tests run on the 
impact of balance of payments volatility on the ratios under discussion. It 
was agreed that the CSP discussion would reflect the note recently agreed 
between AS3 and FRS. Others felt that in the case of China, the Bank's 
exposure guidelines were very poor indicators of country risk. China 
borrowed very prudently in the past, and took great care in its borrowing. 
China had a low debt service ratio during the entire projection period, and 
there were significant benefits from an expanding lending program to such a 
responsive and willing borrower, as the CSP pointed out. Some felt that the 
guidelines did not adequately take into account China's success at mobilizing 
direct foreign investment, although China's actual record implemen~ing such 
investments was mixed. The high proportion of Bank borrowing raised issues 
of burdensharing, however, and the CSP should discuss this issue, and mention 
China's coolness toward cofinancing. It was also felt that the discussion of 
policy-based lending should draw a distinction between quick-disbursing 
operations and others with more protracted disbursements. 

7. Operational Issues. Although some operational issues are 
discussed, the CSP should indicate the progress we expect on such matters as 
the foreign exchange allocation system and on-lending rates. The persistence 
of price distortions should be acknowledged, and the impact on project 
design, dialogue on prices, accounting, etc. Mr. Karaosmanoglu wondered 
whether CIB was ready for a $400 million operation in FY89, having 
demonstrated willingness to accept further detailed improvements in their 
management. It was noted that CIB was changing very rapidly to develop new 
products, and adapt t~eir management style and operations to these changes. 

Cleared with and cc: Messrs. Burki, Yenal, Tidrick, Merghoub 

cc: Meeting participants, AS3CO staff, Mr. Pearce 

PMCadario:hk 



THE WORLn 81\NK IN ffRN/\TION/\L FINANCE. CORPOR t,TION 

OFFICE M.EMORANDUM 
DATE: May 20, 1988 

TO: Distribution 

FROM: 

EXTENSION: 

Shahid Javed Burki, Director, AS3~ • 

72571 

SUBJECT: CHINA Country Strategy Paper -- RVP Review 

Mr. Karaosmanoglu will chair a review meeting for the China 
Country Strategy Paper on Thursday, May 26, at 10:30 a.m. in Room 
El0076. 

Distribution 

Messrs./Mmes. O._ Yenal, M. Wiehen (ASIVP), K. Inakage (VPCOF), 
V. · Dubey (EAS), D. Bock (DFS), A. Shakow (SPR), 
S . Fischer (VPEDC), J. Baneth (IEC), J. Holsen (CEC), 
A. Hamilton (PHR), J. Warford (ENV), V. Vyas (AGR), 
A. Churchill (IEN), L. Pouliquen (INU), D.C. Rao (FRS), 
A. Vorkink (LEG), R. Picciotto (PBD), 
R.H. Frank (CFPVP), J . Parmar (CIOVP). 

China Management Group 

~~'M,,' 
PM,Tdario: hk 



THE WORLD BANK ! INTERNATIONAL FINANCE CORPORA "TION 

OFFICE MEMORANDUM 

DATE : May 19, 1988 CONFIDENTIAL 

TO: Mr. Attila Karaosmanoglu, Regional Vice President, Asia 

FROM: Shahid Javed Burki, Director, AS3~-

EXTENSION: 72571 

SUBJECT: CHINA: Country Strategy Paper 

1. I attach for your review and transmittal to the Policy Committee a 
draft CSP for China, which has been prepared by AS3CO. Notes of the working 
level review held on April 5 are attached. Paragraph 51 summarizes the 
decisions sought from senior management. 

2. This document is scheduled for Policy Committee review before June 30. 
We then plan to prepare a sanitized version for discussion with the Chinese 
during the November talks on the lending and ESW programs. 

Attachments 

Cleared with and cc: Mr. Merghoub 

cc: Messrs/Mmes. 0. Yenal, M. Wieben (ASIVP), K. Inakage (VPCOF), 
V. Dubey (EAS)(3), D. Bock (DFS), A. Shakow (SPR)(4), 
S. Fischer (VPDEC), J. Baneth (IEC), J. Holsen (CEC) , 
A. Hamilton (PHR), J. Warford (ENV), V. Vyas (AGR), 
A. Churchill (IEN), L. Pouliquen (INU), D.C. Rao (FRS)(2), 
A. Vorkink (LEG), R. Ricciotto (PBD), R.H. Frank (CFPVP), 
J. Parmar (CIOVP). 

p , 8 f.7 



THE WORLD BANK / INTERNATIONAL FINANCE CORPORATION 

OFFICE MEMORANDUM 

Date: 

To: 

From: 

Ext: 

Subject: 

April 5, 1988 

Mr. Attila Karaosmanoglu, Vice President, ASI 

Shahid Javed Burki, AS3DR ~ -

72571 

Mr. Conable's Visit to China. March 23-30. 1988 

While in Beijing, Mr. Conable met with three of the five members 
of the Standing Committee of China's Politburo (Messrs. Zhao Ziyang, 
Secretary General of the Party; Li Peng, Prime Minister; Yao Yilin, Deputy 
Prime Minister and Chairman of the State Planning Commission); with Li 
Tieying, Chairman of the Systems Reform Commission and the youngest member 
of the Politburo; with Finance Minister Wang Bingqian, with Zhu Rongji, 
Mayor of Shanghai; and with Jia Zhijie, the Governor of Gansu. He and his 
party then travelled to Xian, Shaanxi where Mr . Conable met with the Vice 
Governor of the province. Lanzhou, Gansu was the next stop where Mr. and 
Mrs. Conable saw the implementation of the World Bank's Provincial 
Development Project. In Lanzhou, there was a wide-ranging discussion with 
the Party Secretary and two Vice Governors of the Province. At Wuxi in 
Jiangsu province, the Conables visited a township and saw small factories, 
schools and farmers houses. The Bank's growing program in the province was 
discussed with the Vice Governor of Jiangsu and Mayor of Wuxi. In 
Shanghai, the Conables saw the Suzhou Creek which is being treated under 
the Bank's Sewerage Project . They also visited a section of the city that 
is earmarked for a possible housing project . In addition, the Conables 
visited a township, outside the city proper, which they had seen in 1979 
when it was a commune. This site visit in particular provided the Conables 
with a sense of change in China since their last visit in 1981. There were 
discussions with the Shanghai officials on the use of resources being 
provided by the Bank in the form of a three-year provincial development 
loan. Mr. Conable's last day in China took him to Guangzhou, where he met 
with the Vice Governor of Guangdong and to Shenzhen where there was a brief 
meeting with the Deputy Mayor . 

This memorandum focuses on three subjects: 

o a brief overview of how China's senior leaders see the 
evolution of the Chinese economy; 

o a brief assessment of the senior leaders' view of the World 
Bank's work in China; and 

o the actions we are required to take as a result of the visit . 

P-1867 
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I. Chinese economic prospects: 

Mr. Conable held more than ten hours of discussions with the 
senior leaders of China. The following are some of the impressions 
gathered from the meetings. 

The role of reforms in China's economic development: Contrary to the 
conclusions reached by a number of recent articles in the western press , we 
got the impression of total consensus among China's top leadership about 
the direction and pace of reform. "Deepening of reforms and emancipation 
of our minds are the basic objectives of 1988," said Finance Minister Wang. 
The reform effort will affect the following areas: 

Improvements in fiscal management and constraint on 
government expenditure to reduce budgetary deficits . 
Rationalization of tax rates will ensure the same incidence 
of taxation for all enterprises -- government owned, foreign 
or privately owned. 

Greater role for the market and expansion in the role of the 
private sector. Labor, technology, real estate and housing 
are some of the sectors to be so affected. 

For the financial year beginning January 1, 1988, "aggregate 
supply will be increased but growth in consumption and 
investment will be kept in check in order to provide a better 
macro-economic balance," according to Wang. 

The problem of inflation: The Chinese leaders showed concern about 
inflation, some of which was suppressed and therefore not fully reflected 
in official statistics. However, in the words of Secretary General Zhao 
Ziyang, "we are prepared to tolerate even double digit inflation as long as 
rapid growth can be sustained." Zhao requested the Bank to undertake 
analytical work that would help China to reconcile growth and inflation. 

Coastal regions as the engines of growth: China is abandoning the balanced 
growth approach of recent years in favor of a big push to come from the 
coastal regions. The regions will not only bring China into the modern 
world but will also pull up the poorer parts of the country. Once again, 
Secretary General Zhao sought the Bank's help in developing the coastal 
areas and requested that the Bank explore the possibility of a policy-based 
loan for promotion of exports. 

Future prospects: The Chinese leaders are confident that a 7-8 percent 
annual growth rate can be sustained in their economy through the year 2000 . 
They regard the agenda of reforms announced at the 13th Party Congress and 
the administrative changes introduced by the 7th National People's Congress 
as having set the stage for the progressive modernization of the country's 
economy. 
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II. The Bank's role in China: 

The subject of the Bank's role in China was covered at length by 
Prime Minister Li Peng. He made the following points: 

o The Bank is well known in China and has a reputation for 
doing high quality projects and economic work. 

o Projects by the Bank have been successful because they were 
prepared with great care. "They took time but then their 
execution was smooth." 

o The Bank could also assist in providing training and 
managerial expertise to the new investment corporations that 
were being set up. The Bank could support development of 
Chinese civil servants and public sector managers by 
providing fixed-term employment . 

o China needs external resources for undertaking "socialist 
reconstruction" . The Bank can assist in making available 
such resources. 

o One important pre-requisite for opening to the outside world 
is to obtain new technology and management practices. Once 
again, the Bank can help. 

o China will put special emphasis on the development of 
agriculture, water conservation, irrigation, energy and 
transport infrastructure. The Bank could assist in these 
sectors. 

The question of the volume of Bank lending was raised in most 
meetings. In the meeting with Zhao, Mr. Conable indicated that the Bank 
was gearing itself to achieve $12 billion of lending over the next five 
years. The Secretary General responded by saying he had all along been in 
favor of a rapid increase in Bank lending "but his friends in the 
bureaucracy had proved to be such chickens". 

III. Actions required: 

The Conable visit resulted in a number of informal agreements 
which will require actions by the Bank. They include the following : 

o The Bank will prepare a three -year rolling lending program to 
be discussed with the Chinese authorities in October/November 
1988. The first iteration of the program will be for the 
period FY89-91. The Bank will prepare a paper suggesting the 
sectors in which it would want to concentrate its resources, 
the projects it would like to finance, the instruments of 
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lending it would use, and the type of technical assistance it 
could provide. The rolling plan will be linked directly with 
the 8th Five Year Plan. 

o The IBRD/IDA blend in our lending will harden over the three 
year period to reach 70:30 by FY91. 

o The Bank will examine the possibility of lending for the 
development of several important sectors and sub-sectors. 
Forestry, irrigation and export development are some of the 
possible candidates. 

o The Bank will begin work on a series of development loans for 
Jiangsu province and Shanghai municipality. The total amount 
of these two series is expected to be $1.2 billion over three 
years. The series will address requirements in the urban 
development and industry sectors. Projects to be financed by 
the two loans will be within sectoral priorities to be agreed 
between the Bank and the provincial authorities. It was the 
Bank's expectation that in FY89 it will finance 
infrastructure projects in Jiangsu and undertake industrial 
modernization in Shanghai. 

o As follow-up to on-going work in Gansu province, the Bank 
will consider financing the development of irrigation in the 
Hexi corridor. 

o The Bank will prepare a study on the development problems and 
prospects of another poor province (perhaps Guizhou) in 
China. The methodology to be followed will be the one used 
for the Gansu provincial study. 

o The Bank's ESW for CY89 will include a study of Jiangsu 
province's development prospects. 

o The Bank will propose a study on poverty alleviation in 
Guangdong province in the three-year ESW program to be 
discussed later this year. 

o The Bank was hoping to increase both career and fixed-term 
employees from China and, in this context, its Vice 
President, Personnel planned to visit China later in the 
year. 
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Attached are the detailed notes on Mr . Conable's meetings in 
Beijing. 

Attachments 

cc: Mr . Conable 
Mesdames 

Messrs. 
Messrs. 

Messrs. 

Messrs. 

SJBurki:fvf 

Conable, Haug , _,,,/ 
Qureshi, Vergin, Du'rs'ey, Ducksoo Lee 
Alisbah, Asanuma, Cheetham, Kaji, Golan, 
Wiehen, Yenal, Kabir Ahmed (o/r) 
Merghoub, Ecevit, Goldberg, Montfort, Stern, 
Tidrick, D. Ahmad 
Lim, Pearce, RMC 



1'HI wOHLO 8ANK I INTERNATIONAL FINANC[ CORPORATION 

OFFICE MEMORANDUM 
April 4, 1988 

10 Files 

Oavi.d Penrr.e, AS3CH ~ . I HOM 

SUlJJf. t: T Mr. Con~~J e' s Meetin( with Minister Wang Q.ipggian 

1. Mr. Conable met wi.th Mr. Wan( Bingqian, Minister of Finance ut 9: 00 
a . ,n. (,n Thursday, March 24, 1988 at the Great Hall of the People, Beijing. 
There wert? present: Messrs. Li Peng, Vice Minister, MOF; Gan Ziyu, Vice 
Chairman, SPC; Want Liansheng, Di rector, External Finance, MOF; Liu Zhcntao, 
Deputy Director, Extern~l Loans Bureau, SPC; Xu Naijiong, Executive Director, 
IBRD; ar1d 1 accompanying Mr, Conable, Messrs. Burki, Lim, Nic:holfts and Pearce . 

2 , Referdng to the major chauges llust had taken place in China since 
his two prev i ous trips in 1979 and 19fH, Mr . Conable outlined t.hl'! mnin 
purposes of his first visit as World Hank President . The Bank was pt"oud to 
be associated with China's development and reform efforts and hoped that 
their alre~dy fine partnership would become even more rewarding in the 
future. 

3 . Minister Want, welcoming Mr. r.onable, said that Chinn's ocuuomic 
a11d socia l development in 1987 had been tenerally satisfactory. Its main 
economic 1>erforn11mce targets had been achieved, indeed some (e.g. indu5trial 
output, retail sales and foreitn trade) had been exceeded . GNP, at Y),092 

~-- billion, had increased by 9.4% over 1986, with the output value of ~gricul­
ture and industry (excluding village rural industries) up by 4.7% and 14.6% 
respectively. Retail sales had expanded by 9.6, in real terms and the 

·, __ . foreitn trade deficit had declined siatnificsnt)y from over $12 billion to 
$3.7 billion on tnhil volume of $8:l hillion (up 12%). The budget deficit. had 
been rP.duced by keP.pint the growth of expenditures to 3%, compared t o over 
20% the previous year. Fixed asset investment, at Y352 billion, had increa­
sed 16.5% - about the same as in 1986, but lower than in 1985. '!'here had 
been progreS$ with enterprise, financial sector and m~terials allocation 
reforntSi for example, the proportion of steel, cement and timbet" allocated 
under the unified plan had been reduced further. In short, tho economy's 
performance had been good. although China' e overall economic situation 
rernain~d ~tringent. The principal problem was inflation, an issue that would 
doubtless be discussed at the National People's Con,ress (NPC) commendng the 
nP,xt day . Retail prices had jncreased 7.3%, of which about two-thjrds was 
accounted for by basic food items,e . g. pork, poultry and ~ggs (+ 16.5%) and 
vegetables ( + 17.7%). The authorities were considering measures to minimise 
the impact of inflation on basic livint st~ndards, e.g. consumer subsidies 
linked to the retl':i.l price ind(':x. They realized that the old methods 
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(;;sdminister·ed pdce.s) would not work and t:het 11olut:iona would hav~ to be 
found through the use of market instruments, bssed on the laws of supply and 
demand. 

4. Turning to t.he annual budget i,nd plan t.o be presented to the NPC, 
Minister Want soid that the Government's priodty in 1988 was to implement 
the decisions of the 13th Party Congress. Thus, the goal of ucce.lerating and 
deep, .. ning the reform process would ,Uide its work. Specific policy objcc-
t ives were to increase supply, control excessive investment., and contain 
consumption. Macroeconomic tr~th tar"ets for 19A8 included: GNP+ 7.5%, 
w:i t.h thP. output value of agri cult.ure ctnd industry i ncrei,sing by 4, and 8% 
n?spectively; retail sales and foreign trade were both plenned to grow by 
nbout. 13"· Fixed a~set investment, ~t Y320 billion, would be about 10% less 
than last year, of which state-owned enterprises would account for about Y220 
billion. State revenues were ~stimatcd at Y243 billinn (Y224 billion in 
1987) and state expenditures at Y251 billion (Y232 billion in 1987); the YB 
billion deficit would, n~ lo.st year, he financed by trensury bonds, of which 
Y9 billion Wf~r·e planned to be issued (Y6 billion in 1987). Spcdfic refor-in 
nhjcdivr:s in 1988, in addition to enterprise management, included the 
rcvf·~az1izat ion of the planning and investment. roateri als allocation, fiscal, 
housing and foreign trade systems. 

5. Regarding hudgP.t: reformf;, Minister Wang said that the centrR] 
govP-rnment's financial r-elation~hips with local government authorHies were 
not yet fully rationalized. However, new fiscal arrantements, which 1-iould 
:i.nclude rcvi~ed revenue retention furmunlc ~omprising revenue targets ttnd 
incP.ntives, still needed to be worked out for 14 out of 39 local government 
units (provinces, dt.ics and SEZs). Specific tnx reform nieasur.es un<for 
consideration included: the unification of domestic enterprise tax rates; the 
rational i zat :lf'ln nf tax rates applicable to joint ventures, co-produGt.ion 
companies and wholly-owned fordgn enterprises (no incn~ase in tox rates was 
,:mvisagf-!d); and. the quest inn whether tax rate111 for enterprises engaged in 
both dome~tic and foreign businef!s should b~ unified. In any ev~nt, 1:lu~r~ 
1vas n n1::·l'.'cl to inc-rc~ise state revenues and rE>:duce expenditurcl'l. The Gov~rn-· 
1nP.nt also neederl to plan for the repid df'lvelopment of the coastal areas 
outline~ by Sei;retary Zhao Ziyang - a strRtegy that. was intended to catalvze 
growth in the inland (central and western) areas as well. The further 
d<!Velop111ent of besic jnfra1Jtruct.ure (1:mcrgy and trnnsport.). and also of 
agriculture, rural sideline industries, tcxti lcs and nther consumer goorls 
industries, remained of high pdorHy. 

6. Concluding his presrmtation, Minist~r- Wang said that., 1.md~r the 
npc:omint{ reorganization of the centrnl e;ov~rnm("'nl, MOF it.self wonht h"' 
strenithener:1: the Genen.tl But·eau of T;"lxation wou .ld be upgr;,ded to depr.irt ­
mental sttttus under the direct supervision of a Vice Minist.,~r·; a D(~portm~nt. 
of St.ate A~sets AdJnj nistration with corresponding units in prnvinr.i al clnd 
other finnnc~ bureaus would b~ set up, ~lso under a Vice Minister, to mana~e 
the disposition (tn,nsfer and purchase) of state properties; :,nd, n new 
ri,~partxnent of State Debt Administration would be established with responsibi-



- 3 -

lity for both domestic and external debt. [Total domestic debt out8tanding 
wm, currently shout Y34 billion; external debt contracted totalled about $27 
billion and debt ouhtandint (disbursed) about $17 billion). 

7. Th1:mkin1t Minister Want for his comprehensive review of the domestic 
economic and financial situation, Mr. Conable asked Mm to address Chintt's 
exlernsl prospects and the Bank's role in China. 

8. Minister Wang replied that Bank/China relations were excellent. 
The Dank wes one of China's main sources of foreitn capital. To dat.c, H lmost 
$6 billion had been committed and $2 billion disbursed; disbursements we1·e 
rather slow. China hoped to increase its borrowing from the Bank Group to $2 
billion annually. Minister Want said that he appreciated the Bank's efforts 
to increns~ slightly China's share of IDA (to the sl!me level a~ Tndia by 
1990); he also agreed that the Bank/IDA blend should be 'hardened' gradually 
from 60/40 to 70/30 (by the same date). As far as FY19BB borrowint was 
conct!rned, it 1nitht not in the event be possible to achieve the $1.R billion 
level ori.gfoally planned. He had urged the off:lcil'J.h eoncr.rned t.o t.ry to 
resolve outstanding problems with a view to reachin, SL 7 billion, perhaps 
sliihtly more. Retarding FY1989, MOF and SPC were actively working tog~ther 
on the pro,ram, which should be appropriately balenced. 

9. Mr. Conable, noting that Bank/China r~lations were becoming morti 
sophisticated, soid that a diversified range of lendin, modalities - attunAd 
to China's rapidly chan,ini needs - was required, such as po 1 i<':y·-bnsc~rJ, 
sector and provindt1l opel'ations, in addition to jnd:i.vidual project loans . 
Moreover, in order to improve it.s nfficiency and responsiveness, t.h"" n:rnl< 
wished to develop a more explicit understandi.ni with the Government on t.h~ 
size, c;ontent arid objectives of a 1 rollint' me<liwn·- term (3· 5 yc?ars) lendint 
program, which should incorporate China's developmental priorit.i~s .lnd he m1 

intf.'!tral part of its overall external borrowjng requirements. Fi111:.1. lly, 
referring to its international aid coordination role which h~d he,~ome. 
incrP.~singly signifir.ant in recent years, Mr. Conable said that the B~nk 
would be happy to collaborate with other multi- and hi.lat~ral l'\gcncies, suc-h 
as Japan, that were plannini to expand their' lending t.o China substantially. 

10. Minister Wang, agreeing with Mr, Conable, said that different 
lending approaches in China were desirable. He al~<' egre<'!d th.tt a 3-5 year 
'rolling' lending program was necessary and said t.hat MOF offii::ials would 
work with Bank staff toward8 that end. Int.his connection, they were 
startint to think about the 8th Five Year P18n (1991-96). Notint that a 
national cor1fenmee f.o r-eview ongt.>ing Bank operations in China organized by 
MOF' ln8t. January had had a very positive outcome. Minister Wang said that 
Bnnk/Chino. cooperation should be expanded :in ttll respects. 

l l. Mr·. Conable said that the Bank, with more than 40 years of develop­
mc·nt ,~xpcricnc:c, hnd a hithly skilled staff; he hoped China would <.:onl.i.uu~ to 
exploit thes~ resources to the fullest possible extent. Drawing attPntion to 
the recently appraised Daxinf Forestry Rehabiliation proj~r.t, Mr . Conabl~ 
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said he wlderstood there might be mutual intere•t in a large forestry sednr­
nptin.it.i.On, The Bank also continued to attach hith priority to 
pover-ty-allevjatini proarams of the kind he planned to visit in Gansu. 
Finally, Bank staff were alwo.ys open t.n MOf''s spedfic suggestions about ways 
in which its operations, including the pac~ (Jf loan/credit disbursements, 
could be irnproved. 

12 . Minister Wang said that Chintt was indeed interested in future Bnnk 
as~il:ltancc for forestry. 

13 . Rle'plying to Mr. Conable',; remark that Mr. Xu, the Excr.utive 
Director for China, was playing an impor-taril and p1·oductive role on t.h~ 
Bank's Board, Minister Wang said that China was also very pleased with the 
work of the Bank's representative in China .. 

14. Conr.luding the meet i ng, Minister Waug said that the Chi nt:\S(~ 
authot·ities ~ppreciated Mt·. Conable• ia lE~adership of the effort to restore 
trowth in the developing world. R~ hoped that his visit would be an i ntere-· 
i1ting and enjoyable one. 

[mbcwangb!ngqinn: 03~988] 
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1. Mr. Conable met with Acting Premier Li Pen, at 5:00 p.m . on 
Thursdfty, Merch 24, 1988 at the Great Hall of the People, Beijing. There 
were pre1ent: Messrs. Wana Binaqian, Minister of Financej Li Pent, Vice 
Minister, MOF; Gan Ziyu, Vice Chainnftn, SPC; Wang Lianahent, Director 
Extern~l Financ~, MOF: Xu Naijion,, Executive Director, IBRD; and, accom~any­
ing Mr. Coneble, Mes•r•. Burki, Lim, Nicholas and Pearce. 

2. Welcomina Mr. Conable to Beijing, Pr .. ier Li said that the Benk was 
now well known throughout China and Bank/China cooperation wa• very fruitful. 
He had read several of the Bank's economic reports and they were of hiih 
quality. 

3. Mr. Conftble said that Bank/China relations had developed very 
significantly in recent years and, in hh view, were excellent. The Bank'• 
sole objective in China was to •upport the country'• economic ftnd social 
development and the scope and nature of its activiti.ee should be detet·mined 
entirely by China's own d~velopm~.nt ~nd reform priorities. He hoped that tha 
Goverrunent, and Premier Li himself, would regard the Bank as a neutral, 
independent source of advice 1:tnd tsHistance. Havina co•itted ,wer $6 
billion to date, the Bank expected its lendinf to China to reach $2 billion 
1:umu1:11ly next year. The recent aireement to almoat double the B11nk' !I c:r,pital 
base would greatly facilitate its ability to serve the needs of ita member 
countries, including China. 

4. Premier Li said thl!t Chine needed lartc amounts of flnand Hl 
rr.~ourr.es for its development:, the bulk of which would have to be fenerated 
internally. However, it &lao required significant ~xternal capital to h~lp 
impleraent its "open door0 policy and, specifically, to obtain technology and 
management skills and experience from abroad, including the Bank. In this 
connection, he wanted to address two mein issues: China's key development 
priorities durini the next few years; and, related to this, the scope of 
future cooperation with the Bank. 

5. Premier Li, citing four priorities for development dul'irig the next 
3··5 years (a.,riculture, water conservation, ~nergy & transpurt, nnd basic 
infrastructure), said first that a1riculture was the founuation of China's 
economy. In this connection, the Government's principal concern waa to 
maintain. if not ~xpand. the supply of foodgraina, currently everagint 100 
kts, per capita. However, with only 1.5 mu of arable land per capita, this 
would not be eaay. For example, with an estimated population of 1. 2 billion 
by the end of the century, annual output would have to increase to 500 

... , .. 



- 2 -

million tnnA (from 400 million ton• at preaent) simply to maint.ttin foo<ltirtti.n 
!iiUl>PlY at the current 400 kge. per capita level. Thwa, a major effort t:o 
expand production would be needed, for which inter ~lit improved seed 
varieties, modern technolofY, and expauded euppliee of hi«h quality fertiliz­
ers were necea•ary. Premier Li said that he hoped the Bank could assist in 
e~pandinf the production of basic agricultural inputs such as chemical 
fertilizers, pesticides and plastic sheeting. 

6. Second, t·eaardina water conservation, Premier Li said that China's 
three great rivers were both an asset (e,a. for irritation and electric power 
generation) and a liability (i.e. their susceptibility to floodina). Flood 
control on the Yellow River in Henan Province wu • hiah priority and a very 
larie reservoir near Zhenfzhou was planned for thia purpose. Third, Premier 
Li said that the Bank we.s already knowled,etible about and involved in China's 
energy and transport prioritiea; he hoped that this would cootinue and he 
would not. therefore, go into any detail. Finally, the fourth main priority 
was ba•ic infra•tructure. 

7. Turn in, to Bank/China cooperaU on more specifically, Prffflli er Li 
said that the progress of the Bank-financed projects already underway hl\d in 
iener·ul been successful, thanks to their thorough preparation. Ha hoped that 
the hith quality of the Bankt1 feasibility studies and of its project 
preparation end appraisal work could continue in the future. As fHr ft~ 

Bank/IDA. lendina overall was concerned, he did not propose to discu,ts the 
(Bank/IDA) blend question. However. he had been advised that the lHck of 
adequate co1.1nterpart (RMB) funda wu conatrainin, the rate of growth of 
Bank/IDA lending, He wo• thua interested in the po•sibilily of Bank/IDA 
financing of coW1terpart funds (i.e. local coat financing) and, specifically, 
whether future policy-based loan, could be r.onside~ed for this purpose. 
Regardint procurement, Premier J,i said that China wu import ini large 
quantities of for~ign equipment with Bank/IDA financing and, given its 
enormous nf!eds, this W<>uld necessarily continue for some time. However, the 
Government's long-term strategy was to promote the dome•tic mw1ufacturc and 
supply of equipment and goods and, in the short-ten11, to increase the local 
value-added l)f jolnt venture operations, particularly equipment producers. 
He therefore hoped that the Bank could accord preference to Chinese ~uppliers 
uf cqu1pmP.nt (under Bank-financed projects). 

8. Finallly, Premier Li sttid that lht'! Gove,·nment was intet't!!Sted in 
Bank assist.Ftncc not only for 'hordware' but 'software' as well. Five r1t!w 
corporati"ns were to be established in the uear futurt'! to manage state 
investment programs, one each covering agriculture, enerty, iron & steel. 
light; & textile indu•tries, and transport. The Government wanted to learn 
from the naok how to sat up and operate these investment corporntion• in tha 
following two Wtlya: through a pro1tru of trainint courses and seminere 
conducted in China; and, by sending youni Chinese profenional st.nff to the 
Bank ( a. g. on fixed-term assignment.) to 1·eceive on-the-job ti·aining and 
P.xperience. !English languaie capability hftd previoualy been an obstacle in 
considering such cooperation but wu no longer such a major problem). 

9. Mr. Conable s1:1id that he wdcomed the specificity of Premier Li's 
co111J11ents. Replyint to lhe points raised, he said that one approach to the 

-·-· . . -- . ·-- ·· 
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prob}eJU of counterpart fundint could hr. to aHociate the fin~ucial resourcas 
of bilateral ~encie• active in China with Bank/IDA fin1111cing of individual 
projects . The Bank's co-financint and aid coordinating role wa~ becomini 
iucreasintlY important. With respect to procurement. qualified Chin<!se 
suppliers were eligible to receive the standard preference iivcn to locnl 
,n~nufacturers and supplier• under internt1tional competitive bidding ha 
occordanc:c with the Bank's guidelinP-s, In ieneral 1 he hoped th1:1t Chinese 
entorprises would be able to participate increasingly in intern1:1tion~l 
compctit.ive bidding under Bank-financed projects, not only in Chin1:t but 
oversi:ns as well. Retarding technical assistance for the five new inve111tment 
r.-orporations, Mr. Conable said that Chin~ was under-represented on the Bank's 
staff. The Bank was hopinJ to increase both career and fixed-term employees 
from Chiua und its Vice Presi.dent, P~rsonnel planned to visit China l~ter in 
thP. year. 

10. Rf:gordint China's medium-term development priorities, Mr. Conable 
said that he was sur" the Bank could be rcsponsivP.. He aareed that agricul­
ture was of the highest priority; the focus of the Bank's fil"st policy-base<J 
!nan to China would be rural reform. He al so agreed on the imporhmce of 
w;Jter conservation and, from what Premier Li had SHid, it sl!nmed therr. W[-:1s 
strong pot.ential for an irritation sector operation linked to food grain 
pr·nduction. The Btmk, for its part, WA~ inlerest.ed in furthtir invol v~mrnt i n 
the forestry sector (Me.inly in South China), if thi~ fit into th~ 
Gov~rnment's priorities. 

11. Premier J.i said that he fully cndori:i~d Mr . Conable's view~ regard-
ing both for~stry o.nd irritestion, which W\l'!re also important in China I s 
,.,,~st.P.rn inland prov ince.s. Concluding, Premier Li said that the Govtirnment 
appreciated the very useful role heinf play~d by the Bank's Resident Repre­
!ooeot.ative ·tn Beijint. Mr. Conable agreed, addint that he he.d i?'"l'!ot r.onfici - . 
cnce in both Messrs. Burki and Lim, the former as the Director of .-.Bank's China 
Country Department and the latter as the Chief of the Resident Mission. 

[mbclipeng,03l\~8] 
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Mr. Conable's Meeting with Vice Premier Yao Yilin 

1. Mr. Conable met with Vice Premier Yao Yilin, Cht1innan, Statt! 
Planning Commission (SPC), at 6: 00 p.m. on Thun:1day, March 24, 1988 at the 
Great Hall of the People, Beijing. There were present: Messrs. Wang 
Djngqian, Minister of Finance; Li Pen,, Vice Minister, MOF; Go.n Ziyu, Vi.r.e 
Chairman, SPC; Wang Liansheng, Director, External Finance, MOF; Uu 7.hentl'lo, 
o~puty Director, EKternel Loans, SPC; Xu Naijiong. BKecutive Director, IBRD; 
anc.l, ac:companyint Mr. Conable, Messrs. I3ul'ki, Lim, Nicholas w1d Pci,arce. 

2. Vice Premier Yao, welcoming Mr. Conuble, said that Bnnk/Chin~ 
relations were vet·y good, indeed they were excellent. Citing the I.he Bank's 
two hnsic ~conomic r·eports and its lending in support of China's c11pital 
investment proirBJD, Vice Pr-emier Yao said that the only issue was how to · 
cont:i nue to strengthen further our relnt.ionship. 

~- Mr. Conable, agreeing with Vice Premier Yao, said that the Bank 
wonted to have a more explicit understanding with the Government on the gize, 
<..:ontent and objectives of a medium-term (3-5 year) 'rolling' lending progt·am, 
linked directly to China's 8th Five Year Plan priorities and integrated into 
its overall extet"nal bot·rowing requirements. Such an Wlderstanding, in 
addition to being a more orderly way of managing our lending relationNhip, 
would permit SPC to prepare the 8th Plan on t.he ba•is of an assur~d source of 
for~ign cffpital and enable the Bank to str-engthen the proiranuning of its 
hudgetl"'lry and staff resour·ces ( for the China progr:.m). In this connection, · 
the Bank was developinC new lending 1:ippro,1ches desifned to respond to China' A 

rapidly evolving cfrcumstances and ne,eds: policy-based lending, r:tuch a.a the 
proposed Rural Sector Adju.~t.ment Loan (J?SAL) now under preparat: .ion; :,iector­
wide oper~lions, e.i. for forestry and irrigation; and, provincial loans, 
inithtlly in Jiangtrn, Shanahai and Tianj.ln. 

4. Mr-. Conable said that, following the 8th Rfl!pleni~hment of IDA ] Rst 
year ~md the recent agreement on a Gent'!ral Capital Increase (GCI), the Runk 
f:ould nuw cont.emplate a significant expansion of its lending to China :md to 
ct.her developing countries. The Bank'g over1'\ll aid coordination effort. was 
also assumint treater importance and it would be pleased to collaborate with 
bilRt."t"a l agencies, such as Jo.pan I that. were planning t.o incr(~a~H their­
lending to China. Reiardiot IDA specifically, Mr. Conable said Lh!it ChiM 
would lrn i t.s largest. recipient by 1990; in this connection. we w~re Aiming to 
•harden' the ~xisting Bank/IDA blend to about 65/35 this year and to 70/30 by 
the sr,me dnt.e . 
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5. Replying to Mr. Conable's remarka, Vice Premier Yao said he ngreed 
thet a five-year 'rolling' lendint program was a good ideaj H. would facU. i­
t ate forward planning by both sidt!S, Tn addition to establishing quant1.tat­
iv~ lending objectives, such l'l inedj.wn-t~nn plon should allo incorpor·atc 
~greed understandints with ~esp~ct to, for example, the Bank/IDA blend, an 
appr-opritste balance between policy-based, sector, provincial and convent.tonal 
project lending, aud sectorel priorities at1d compodtion. 

6. Vlcr. PreJnier Yao said that more policy·· based loans were d~sirnble. A 
They had several advnntages: they penultted focussed single sector involv~-
tnEmt or comprehensive multi-sector coven:t1!c, according to 1.he circuntst.r-mc<?r,;; 
their proceeds could be utilized indirectly to finance the completion of 
ongoing projecta without the necessity for Bank re-appraisal; and, th~ 
proceeds of policy-based luans r.ould, in general, be u•ed morP. flexibly. 
Vic~ Premier Yao comented 1:1t this point that China would borrow only aA much 
es it could repay. He was concerned about a possible peak in its debt 
Sf'!rvice payments commencin« in 1992 and had begun to meke r,hms t.o 111eet these 
psymfl!nts. 

7. Finnlly, regarding cofinancinf nnd coordinating the U$<l of foreign 
<·api tal in general, Vice Premier agt"eed that this question should be consi­
d~red further. 

[ui,cyaoyi.lln, 03~88] 
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Mr. Conable' s Me~tina with Minbter Li Tei yin( 

I. Mr. Conable met with Mr. Li Teiying, Chairman, System Reform 
Commission (SRC) and concurrently Minister of Electronic Industries at 11:30 
a.ro. on Friday, March 25, 1988 at the Dh,nyutai State Guest Hous~. There 
were prcscnl: Messrs. Gao Shangquftn, Vice Minister, SRC; Li Pent, Vice 
Minister, MOF; Gan Ziyu, Vice Chairman, SPC; Wang Uanaheng, Dircr.:t:or, 
External Finance, MOF; Xu Naiji.ont, Executive Director, IBRD: and, accompany­
ing Mr. Com,blt!, Messrs. Burki, Lim, Nicholas tmd Pearce. 

2. WelcominC Mr. Conable, Ministet· Li satid that the protress achiaved 
dul"ing th~ pw.t eight years had r.reutod a favor11ble environment for the 
further restructuring of the economic system. The 13th Party Congrr.s1 last 
October had s,.:t the stage for accelerating and deepening the reform process 
during the next five years. Outlinini soc•s functions, whi<"!h were to advise 
tha Govornme!nt on ref onn duri nt the t. t"Ansi tion from the old, centrul 1 y­
planned system to the new, socialist market economy and to initiate and 
monitor the results of experimental reforms, Minister J.j 9aid that SRC 
apprechtlad ite cooperation wit.h the Bank. He was personally interested that 
it should continue and hoped that SRC's relationship with the Dank would 
strengthen. Notini that economic reform was now a fundNnental trend not only 
in China but also in almost all socialist eouritries 1 Ministflr J,1 snid that 
reform would be a predominant f~~ture of all the Government's work. The main 
task ahead was to institutionalize the procesi-;, in whfrh r.onnection SRC 1 

which was reapon•ible directly to the State Council, had established sy8tem 
reform uni ts in each ministry at th~ ~entral level and in each provincial · 
government. 

3, In his introrluctory remarks, Mr·. Conable said that the Bunk vn 1 ued 
hi,hly its relationship with the SRC. Referring to the Bank• s nwn rec1mt 
reor(unh:ation, he said that th~ mnin obj~ctive had heen to m:'\ke the inst it.·­
ution more responsive to the rapidly changin, needs of its member.8, including 
China. In t.his connection, tht?re was a relatively rec.:ent trcnr.l towards 
policy-baeed loans, the first e,<ample of which in China - in support of th" 
second stage of rural reforms - was nuw under preparation. In ucidi Uon to 
Minist:er Li's views on reform, he was interested in his advice on the 
:ootential for. includin.l( the object.ives of, additional polic:y-basad lendin, 
1n 1.,nuui, 

4. ReI>lying that Vic:~ Min.i.lit.~r Gc10 wnulci 1mswer Mr. Conabfo's qu~st.i()n 
more spt!dfically later, Minister Li then reviewed briefly the background tn, 
and history uf the reform procE:li:ss Lo date. D~~cdbing thP. <!urrent stntu~ of 
enterprise reform in some detail, Minister Li said that the main prnhlem 
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being addrt'!HEtd in thia respect WllS I.ho ineffici..,ncy and low tcchnologicul 
standards of state enterpt'iaee which, ber.ause they lacked financi.al and 
111anagerial autonc.,my, had no incentive t.o improve their performance. Until 
~ppropriate self-reatulatinl (markel) mechanisaa had been devised to guide 
their behaviour, they would continue to "ent. from the same big put" and be, R 

drain ou state revenue•. Thus, one key element of enterprise refonu was the 
separation of their management and ownership function• and responsibilities 
throulfh, for example, leasing, share-holdinf and contractinc. Othttr aspect. 
of reform currently beinl tried out included: the developnaent of alternative 
means of providinlC social security and financing the coat of welfare ~P.rvices 
(ti.g.he"llh and education) currently provided by state enterprises; the 
application of performance criteria ("each accurdinf to his work") in the 
administration of their profit-sharing und wage 8Jld benefit systems: anrl, as 
the next st~p, the conunercialization of houaina, Enterprise reform would 
need to take intu account the diversified patterns of ownership already 
prevalent in China (e.c. state, collective, and private enterprises and joint 
ventures). 

5. Referring t.o the ("C>astal arem~ development strategy, Minister U 
said lhat, in addition to the 14 "open" port citie• and 4 Speciul Economic 
Zonct, ( SEZs) , ,:omprehcns i ve ref onn me~surcs were to be i nt.roduccd iu six 
pilot area~ (Guangdont, Fujian, Zb.ejiaDg and Jiangsu provinces and the 
Shendoni and Liaoning peninaubs). The basic aoal of this strategy was to 
develop an export-oriented economy. which would not only accP.tlerat~ growth in 
lhe c.;,,nataJ provincc1t thcmselvt:is but nlso catalyze the develc,pment of th~ · 
central and weetern regions. 

fi. Mlnlster .1..1 saia thtt't science, technology and edu~ation would have 
to be expnnded; and, thefr organization ~nd managuent system• needed further 
reform to ensure that they served the needs of China•, rapidly changing 
economy. Finally, the structu1·e of the central government itself would he 
rational i~ec1, com1Hncing wi t.h the Stat" Council, and individud ministries 
would be reorgaJJlzed. The objectives of the8e administrative r~form~ were to 
develop e »tructure that reflected the Government's chancing functions nnd 
r"'sponsibilities, and to improve efficir.ncy. Reforms in various cult.ural and 
social institutions consi11lent with eco110111ic reforms wcro also enviAnfled . 

7. Mr. Conable, replyin, to Mini~ter Li's presentation, said that 
t.hese were exciting t.imes lo he living in Chinft! It wa~ <":lear from t.he 
MinistP.r's remarks that the reform process was pervasive and would impact on 
i'lll aspecb of the ·economy a11d i:,,;ci.cty. Some r·eforme would obvious] y proceed 
fastr.r than others and he wondered which were the priorities? 

8 . Minister· Li said that th~ mHin r,rior:it.il'!!I for reform in 1988 were: 
enterprise management; the investment, plwrnlnat and finnn<'ht1 systems (the 
latter incluciing tax rcfot--m); the mnt.erials supply a.rid n11ornt.i<>n syskm; 
and, the foreign trade system. In adcii t: l on, emphash would be eivf<!n to 
.i...wproving the mRcro-mtmae;cmcnt. of the ecnnomy, including price st~bi) i zati cm, 
~nd t h1~ i; oa$ta.l a..rna11 <ievelopment strategy. 

9. Vke Minister Gno, r~ferring to Bank/SRC cooperKtion, s.ijd lhat 
General Secretary Zhao Ziyang had recently re-affinued the importance he 
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ott.achetl t <1 SRC'a relationship wtth t.he Bank. Prenifor L.i Pen"'~, pending 
appoint111ent as Chairman of the SRO also under! ined the ai~1ificance nf the 
Bunk's cooperation with SRC. He hoped that Mr. Lim and other tit.off nf the 
Resident. MiHiun would continue to work closely with SRC. The Bo.nk'R future 
::tssistance should focus on t.wo areas: comparat.:i.vc experiences of economic 
system reforto in other countries of relevance and interest to China, through 
thP. "rgnni;,,ulioo of ~ympo11ia and visit.s by international experts;; auci, 
slC'engthening SRC and the baaic infrastructural framework for the 1'!ntir~ 
reform process, including staff development and training And the development 
of domr.stic and international information networks. 

10. Mr . C:ont\hle, responding to Vi<:P. Minist~r Goo, sa i d t.hut. what was 
happening ln China might be wiique. He wns not sure there w~rP. prn;.t-?cil'!nts or 
that similar e)(amples existed, dthou.ch there might be some parnlkls in 
other countries. However, he we.a confident that Meaar1 . Burki and Lim, the 
Ch.inn DC?pnrtment and Resident Mission managers rl"!spectiv~ly, would c<Jnt inu~ 
lhdr· coor1erahon with SRC. For his p~rt, he would try to ensure thl~l. as 
Jong aM the present (ood cooperation r.nntinued, adequate Ba.nk resources were 
availflble to support China's reform and develop11ent efforts. Minister J,i 
could be auures?d that the Bank's management at headquarters pttlcJ. !tpecial 
ott~ntion to the China protram, 

11. Concludin~. Minister Li ~nid he could like to seen high- l~v~l 
fJank- SRC meetinai held every year to review Bank-China cooperation in the ,area 
of r~form , similar t,, that held with MOF/SPC on lending operatlcms. 

[mbcliteiying: 0331~] 
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Mr. ConabJe' s Meetir1g with. Secr.et1::1ry Gt!neral Zhpo 

1. Mr. ConablP- met with M1·. Zhao Ziyang, Secretary General of the 
Chin€sr. Counnw1ist Party at 6:30 p.m. on Friday, March 25, 1988 at the 
Diaoyutai State Guest Hc,use. Ther·e were present: Messrs. Wanat Bi nfqian, 
Minister of Finance; Li Peng, Vic~ MiniBter, MOF; Gan Ziyu, Vice Chairman, 
SPC; Waug Lianshena, Director, External Finance, MOF; Xu Naijiona, Executive 
Di.rector, IBRD; and, accompanying Mr. Conable, Messrs. Burki, Lim, Nichnlas 
and Pear1:e. The meeting was followed by an informal dinner, which continued 
unt.il 9: 30 p.rn. 

2. Wurmly welcoming Mr. Con~ble, Secrebtry 7.hao !;aid t.hc1t. Bnnk/Chinu 
r·elations were excellent and that the Chines~ authorities were very s~tisfied 
wlth Bank/Ch:i.na cooricration. Bank st.aff, including Mr , Lim, t.he resident 
representative, had done an outstandine- job in China. lfe att.ac~hed great 
imporl:ance to the relationship. He hnd met Messrs. McNamara ~nd Clnu.sen and 
he appreciated the opp<'>rtunity to iet to know Mr. Con,ible this evening. 

3. Rcciprocatint, Mr. Conable said that 1987 had been e good year for 
th~ Rank t'lS well as for China. The 8th Replenishment of IDA resources and 
t.he nank•t; General Capital Inc:rease (GCI) had been succesRfully negotiated 
and the Multilateral Investment Guarantee Aiency (MIGA) had been established. 
Not.ing that t.hese development.a would all help the Bank Group to help its 
customers, includini China, better, Mr. Conable thanked Secretary Zhao for 
China'~ support. H~ then asked Secretary Zhao to outline China'!'! devdopment 
priorities and his views on the Bank's role in that cont~xt. 

4. Secretary Zhao said that Ch'ina•s economic performance i.n 1987 httd 
be1?t1 basically satisfactory. While there were pz·oblems, there had 11 lso been 
goon progr~ss with reform. The bal,mce of payments had improved signifk­
antly and several key projects had been completed. Althou,h the ,rowth rate 
Wl\S high, it was healthy, balanced growth - unlike 1985, when t.he econ,Jmy had 
been ov,:r-heated. There were good prospects that China was about to embark 
upon a lengthy period of sustained economic growth, with GNP increa!fling at an 
11nnual average rate of 7-8% Some destabli.zin, factors existed, but these 
were improvin,. The main sect.oral priorities continued to be : basic infra­
structure, energy and transport. 

5. Secretary Zhao sairl that the princjpal preoccupstjon of the 
populA.tion at b.1·,e was inflation, which would doubtless be an issue at the 
National P~ople's Congress (NPG) that had convened earli.er that dl'\y. With 
continued hiah rates of (rowth, double-di,it inflation was possible, pt,rhaps 
P.'Ven inevitable; but, i.f the peoplP-'s real incomefl ftnd st.andnrd8 of .living 

,., ... 
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improved, inflation need not necessarily be a major prob] em. Jr, any event, 
it was not possible to 1·evert to the old tyet.em of administered prices and a 
solution would have to be found throu•h the use of aarket instrwnents und the 
laws of demand and supply. This meant thet., if agricultural output, for 
example. was to expend. the price of food would have to be adjusted. The 
s ame was true for industriel good•, whose prices must relect thr. tr.ue co3ts 
of production. Secrotary Zhao said that, although some people favored 
t.ighter oconomic policies to contain inflation, this 11itht resull in s 1 ower 
~conomic growth, which would crf!ate i b own set of problems; he hop1:1d that 
pdce stability could be achieved alon( with a fairly rapid rate of ft·owth, lV 
as well as an acceleration and deepenint of reforms, The relation~hip 
between 1crowth and inflation could be an interesting subject for collnb-
orativ~ (Bank/China) study and research: spedfic:ally. t.hA qnP.stion whether, 
in circumstances nf r·l'!pi d @conomic growth, inflation was inevitable . 

6. Turninit to Bank/Chinu cooperation, Secretary Zhao sai d th1't., in 
addition to project financing, Chinese aiencies and the Bank's staff had 
undE~t·tulwn several collaborative economic and sector studies . Thes~ studj1,.$ 
had produced useful results and he hoped they would continue. As far a.s / 
fi mm.ciu l cooperation was concerned, the Bank and the Government had ogreed 
on a goa l of $2 billion annually some time ago. He was aware that policy-
hased )ending would be initiated this year, with the proposed rurul sector . "\, 
adjustment loan (RSAL), end that a finftncial sector operation was under 
consideration : There had been very good progress in this respect . 

7. Concludini, Secretl!ry Zhao said that the Government's coastal a1·eas 
development. strategy would benefit. not only Chine.; it could l!llso help other 
countries as well, Owina to increasint labor cost•, some advanc·ed countries 
had been readjusting their industrial str-ucturee and moving labo1·- 1ut ensi.ve 
industries to places where labor cogts were low. In lhb context, China's 
coastal areas WE~re ettrect.ivc t.o foreign investors because their labor costs 
wcr.c low and export prices would thus b~ internationally compet it i vP.. The 
development of an export-oriented economy in these areas would facilitate the 
further "openini" of the economy 8!1 a whole; it would not involvP. trade 
protection measures. Secretary Zhao enquired whether the Bank would be able 
t.o support Chin11.' s coastal development strategy through a policy·- bl:lsed loan. 

lL Mr. Conable, replying to Secretary Zhao's co11JJ11c:mte, said that, 
hosed on his experience as a former United States Congressman, the issue of 
11. r.·owt.h and/or inflation was essentially a political one. However, he would 
be glad to have Bank staff study the question together with the Chlue.11e 
officials c:oncerned. The Bank's role was to alleviate poverty and one t.hinl! 
wHs r:P.rt.lid n: that poverty could only be eradicated in the context of economi r: 
growth, not stairtation. In his vfow, it should be pouible to lllinimisc 
inflat i on 11ud still have arowth. 

9. Mr:. Conable said that the Bank attached high priority t.o c.:olll'\bora-
ti ve ~,;oriomi.c and sector studies and they would continue in th~,: futui·e. 
Following the GC!, the Bank intended to expand its lending world·-wide at an 
::ivcr·age rate of about 10% annually . In this context, he hoped that Bank/IDA 
lendint to China durin( the five y~ar period FY1988-92 would totul obout $12 
billion which, uswaing that China was intere•ted in borrowing of this 
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niagnitude, implied annual commitmentl of at least $2 billion 12nnually. 
Bank/IDA lendin, during the current year (FY1988) was currently estimated to 
reach $1.7-1.8 billion. [Vice Chairman Gau noted at this point that $12 
bi..11 ion over five years implied an JVeJ'age of $2.4 billion annually; in 
practice, it would require a cradual increase from the current level nf $1.7-
1.8 billion to about $3 billion annually by 1992]. Mr. Conable sa:icf that, in 
addition to committini Bank/IDA resources, the Bank could help in coordinat­
ing official external aid from otheJ' sources. It could also Assist in 
encour11ging foreign investment in China. 

JO. Pointing out that mo8t, if not all. of the $5.5 billlou <.:01DWitted 
to do.te had financed individual projects, Mr. Conable said that t:hr. t .imP. was / 
rww ripe for more sophisticated forms of lending such H policy-based, s~ct.(')r 
and provincial loans. In this connection, the Bank had already made seve1·al r­
policy-based loans for export promotion and developJlent in other cow1tries; 

1 

the question of such an operation i.n China, in connection with the export-­
oriented development strate(y of the ~oostol 8reas. could certainly b~ 
(:onsidercd. It would be prepared to Wldertake the necessary studies rr.>.quir-
ed, which might take some time, and be an active part.nP.1r jn hringing them to 
fruition. In conclusion, Mr. Conable said that the Bank would like to 
develop n medium-term (3-· 5 yel!lr) "r·ollina" pl8D for Benk/1DA lending. 

11. s~c::retary Zhao, agreeint that a medium-term plan for Banl</IDA 
lending was a good idea, said that it should be possible to <lP.ve lop one with• 
the ::igencies concerned. He appreciated Mr. Com:lble•s very positive attitude, 
repeating th.at Bank/China coop<·~r::tli ou was of areat significenc:f'!:. C}d na was 
the lariest developing country and, if the Bank's activities were successful 
in the long-term, it would have contributed to the well-being over 1 billion 
people - a goal that was consistent with the Bank•s mission and for which 
purpose it exi1ted. By that stage, GhinH's eMperience, and the Bank's 
P.xp@dence of development in China, could then be shared with other develo­
ping countries. 

[mbczh•\ 04011988] 
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CHIN\ - N/11'.lON. JailNIS At:tadmtt 3a 

1986 Per ~ ae 1n !ES= (Pl9t 1 cl. 2) 

I-M-1986 Pqiilaial a-ul) : 

A. Nioa.1 krD.n:s ~ • 9- cl. al'/aJ{ (X): 
Pl:Djecad (.tmm cl. (D{ 

El1.saz::lal (.- cl. en> in ClJCS1t Prlt;:a) PXIIIJm In~ 1911) Prl<:m) 

1Sl6S 1m 1911) 1582 1583 1984 1S8S lf,87 lS8I 1S89 1991 1992 J.9l:l3 1991< 19115 

Gmss O:m,,stic Plal= m.p. 100.0 99.8 100.0 100.1 100.0 99.9 99.9 99.9 99.8 
NII: In:li..: r- 0.0 0.0 0.0 0.0 0 .0 0.0 0.0 0.0 0.0 

~ '.ll .7 3).0 29.2 28.3 35.2 25.3 24 .3 23.4 22 .5 
Inilst:cy 46 .2 46.6 47.3 48.3 3) .2 51.1 52.0 53.0 53.8 
(afwlld\~ 46.2 46.6 47 .3 48.3 3) .2 51.1 !12.0 53.0 53 .8 
Setvicm 23 .l 23.2 Zl .5 23.6 Zl.6 23 .6 Zl .6 23 .5 23 .5 

~Bwn:e 2 .8 0.2 0.3 1.6 1 .6 1.6 1 .7 1.8 2.0 
~cl.CH'S 10.9 11.2 ll .3 11. 4 ll .5 11.5 ll .6 11.6 11.7 
lirp:,rt.s of CH'S 13.7 11.4 ll .6 13.0 13.0 13. l 13.3 13.5 13 .6 

'll:a.!.~ lm.8 lCXl.O lCXl .2 101.8 101 .6 101.5 lCll. .6 101.7 101.8 

'll:a.!.~ 64.0 &l .4 60 .6 62.2 64 .l 65.0 (6.1 65.2 (6 .3 
Prt..-.~ !rl.4 46.9 47 .l 48.8 !rl.8 51.9 !2.1 52.3 !2.5 
Grm:al. ea...rmrt 13.6 13.5 13.5 13.5 13 .2 13.l 13.0 12.9 12.7 

GIXu ~ IrWMmltt 38.8 39.6 39.6 39.5 37 .5 36.5 36 .5 36.5 36.5 
Fued~ 32.2 38.0 38.0 37.7 35.7 34. 7 34 .7 34.7 34.7 
Charwa In Stoots 6 .6 1.7 1.6 1.8 1.8 1.8 1.9 1.9 1.9 

~ to li1p:,tt 10.9 11. 4 11.3 11.2 ll.5 11.6 11 .6 11.7 ll .8 
rem. of 1i:adt ~ 0.0 0.2 0.0 --0. l 0 .0 0.1 0 .1 0.1 0.2 
Gmss~In:ma 100.0 lCXl.O 100.0 lCXl .O lCXl .O lCXl.O lCXl .O lCX).0 lCXl .O 
Gmss Nll:1aal Inxma 99.9 99.9 100.0 lCX).0 99.9 99.8 99.7 99.7 99.6 
Gmss Nll:1aal Plal= 99.9 99.8 99.9 lCXl. l 99.8 99.8 99.7 99.5 99.4 

Gmss lmattic ~ 36.0 39.6 39.4 37.8 35.9 35.0 34 .9 34.8 34.7 
NII: Facr.ar: In:ma --0 .l --0.l 0 .0 0.0 --0.l --0.2 --0 .3 --0.3 --0 .4 
NII: a.cat Tans&a 0 .1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 

GIXu Naci<nll. ~ 36.l 39.7 39.5 37.8 35.9 34.9 34.7 34.6 34 .4 

B. Nioa.1 Jica:u£S Gm.ch Rates (X) ac Ct.nstzc Pri<:m : 

h:nJal Pta1.m. Pl:Dja::ticm 

~73 l m-al 1911) 1582 1583 1984 1S8S lfB7 lS8I 1S89 ll8)-g) 191J0-!15 

Gmss lmattic Pmitt m.p. 7.1 7.0 7.8 7 .4 8 .0 
NII: In:li..: r- 0.0 0 .0 0.0 o.o o.o 
)gciaJl.tlre 5.0 4.0 4.0 4.2 4.0 
Inilst:cy 8 .0 8 .5 10.0 9.1 10.0 
(ofwlld\~ 8.0 8 .5 10.0 9 .1 10.0 
Sm:w:IIIIS 8.0 8 .0 8.0 8 .0 8 .0 

~cl.CH'S 10.5 7.5 8 .4 8 .5 8 .5 
lilp::ltt.s cl. CH'S -10.8 8.6 2:1.8 7.7 9.1 

llxal.~ 4.3 7.2 9.2 7.3 8 .1 

llxal.~ 1.3 7.3 10.5 7.4 8.7 
Prt..-. QzaJlptun --0.3 7.4 11.5 7.5 9.2 
G!rm:al. c.:..mmtt 7.0 7.0 7.0 7.0 7.0 

Gmssl'.l:xlmc.li:~ 9.4 7.0 7.3 7.2 7.0 
Fued~ 216.5 7.0 6.8 10.2 6.9 
a.._ In Stoots -73.3 6.3 18.4 -16.4 8.7 

~toirp:Et 12.l 6.4 6.6 8.2 8 .8 
1lmmcLTl::aclll~ - -61.0 ....al.6 -l.21S.3 129.7 
GIXu O:mootJc In:ma 7.3 6.9 7.6 7.4 8 .0 
Gmss Naci<nll. In:ma 7.3 6 .9 7.6 7.4 8 .0 
Gmss Nocia-1. Pmitt 7.1 7.1 7.8 7.4 7.9 

Gmss D:nmcJ,: ~ 17.9 6.3 3.1 7.4 6.8 
NII: Fact,:r !ream 1.0 -37 .0 ""-5.3 -.56 . 7 ~ .5 
NII: a.cat Tans&a -8.2 ~ .2 -2. 4 -2.2 2.9 

Gmss Nll:1aal ~ 17.8 6.4 3.1 7.4 6.6 



amA - NiCl'DW. .cilHIS (anJnad) At:radnrt 3a 
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C. Pd<>e I'rd!cm (l.SB),,UD): Amal. PmlJm GIDod\ Rita CX p.a) 

15111) l!m 1983 1984 lS8S 1987 l!m-73 1973-«l lS1IIHl5 

O:nura: Priaas (IFS 64) 

lh>l.mal.e Priaas (IFS 63) 

~ CIP Daflaiar 100.0 110.0 

~~Dlflax:r 

Oafla,:a 1i:r s.:ar VA: 
lgc1 a ,J tJ ra1 Sactcc' 
Irdl9l:J:al. s.:ar 
Sm:vu:m s.:ar 

D. Ora- Irdlcar:n: l.!l!o-73 l97.r8l l911>-a5 1SB6-'25 1965 1973 lSBl lS8S 1991 

Q:a.m Rae.- (% p.L) 
~ 1.0 !him af. 'llxal. 
I.lxr Fba:a n.a Lalxr Fam In: 
Gt:au lilr.' l Inxzm p .c . 6.7 ~tl.D n.a n.a 
Pr1'Ca ~ p.c . 8 .0 Ini.llttY n.a n.a 

Setv1.c:m n.a n.a 
mpxt E1.astJci%:y, TIX.al n.a n.a 

lilp:,tt.s (CffS) /GP(srp) l.2 

Mqinal. Sa,1rgs Rae.- : 
Gn:a, Nocural. ~ 29.5 
Gt:au D:11.-:k: s.nr-.,. 3,.2 

nm (pm.al --..> 5.6 

E. Nldaal Ja:a..tts (j,illlaB af. l.Ols ac l.9lll Pd<:e:s) : 

kt1.al. Pml.a Projc:cicnl 

1981. l!m 1983 1984 19115 15815 lS87 lCJ!B 191!9 1950 l.9ll1. l9il2 l9'.l3 19911 l.9'lS 

Gt:au O:m!olt.1c Pmh:t m.p . 'lBD) lCl)l,l.o,. l075CDI U3lfm 12493'l5 l3lal48 l/.!!l5Zl9 l57lHT1 l69SlOI. l83(,6lj8 

Nat Trd1m:I: r- 0 0 0 0 0 0 0 0 0 0 
Agda,Jnn 2S786II :m2fil. l1.4m 32l8!l.l6 JI.am 3536Cl3 'J6T747 'm.51 3'1T155 41.36f6 
!ni.Bc:y 43379tl 4681o911 saniJl 55!11.SZ 61!057 61(!514 7""231. 8l.865t, <.Um> 9'n5'2 
(af.wlldl~ 43379tl 4f8911 saniJl 55!11.SZ 61!057 61(!51'4 7""231. 81.855lt <.Um> 9'n5'2 
Sm:v1ms 216338 233151"5 252337 'ZT15lA 29(.325 317871 31.llll 'Slf.Tl(Jj l,(1Jl,X1 4321&. 

1.a.&,:,e Bal.m» 215182 Jf:51 :m5 ~ 20043 21432 22931 2fB42 3l3l2 36417 
~r:L.~ l.aDO U21S9 l.2121o3 l.3l4l0 142474 151.SlB 167630 J.8&6 197453 2143117 
ilp:t3 r:L.~ UB21ftl 114416 12Jo2'8 l5Cll.EB l62Sl.8 1759!"0 lg)$]_ 7Js/48 Z2B766 25(8)1, 

'llxal.~ 964182 1lXl!D5I. lll78)l,I, ll77.l8l l2!9lu9 l369f,8) l4"l82l.l l.59B7lB 17.DJl.4 lB73ll5 

'llxal.~ 599!1!2 8J75Sl 651.755 72ml8 71£i49 853710 946478 lCIZ.4013 l.lCB546 1ZIJ147 

PrMta~ 47Z7Jf, 47135111 5a'Ja50 56/oZall 621743 tm1S7 7.55m Bl.9££1 fBB17 9l567'!IIZ 
Cenmal.~ 127256 l.36l.6lo 1166!l15 l5!IM lfS11 178483 l'D117 2)4345 2lB650 233955 

Gtms D::naltic ~ 364.m 3!eQI. 4211311 167.ZAl 4IDR) Sl57lll 531733 5147a, 6211& 6723!11 
nmrn.-t :mm :msoo "1CBIS1 4363/u 4!B191. "8JD47 504~ ~ 5l5l'6l 63781'9 
(nqls In !hDs 6lZX) l66(ll. 17651 2J:8S8 ~ 21,663 :MB 2!1149 31706 34499 

~tolrp:tt l.aDO ll4lo03 121?/iB l2!Bllli l423Z7 lS4IJn. lal414 183234 1991m 2175i'IS 
'lam r:L. 'Im!a ~ 0 l6lo4 !RS -15811 -147 283 784 llZ7 1950 3lB9 
Gt:au D:nmtic In:ma 'lBD) lJDS)48 1075534 ll570l7 1249248 l.34833l l~ l..573!)fo 170Jli51. lll39BB7 
(mu Nad.alll. In:ma 9:m.79 lOOSZl8 llJ750ll ll.567ll. l2/a82 l.3463l.l li.5333) ~ 1694<.m 1&32749 
Gn:a, Nocural. Pmh:t 9:m.79 l!Xm74 10741416 l..1!iB3l5 1248229 l34(Q3I l/&546 1!'6781() ~ l.82958) 

Gmls D:nmtk ~ 3'.BJIB 35IBf,S8 423778 4311199 4IUIR 481.561. ~ 54\U\U 5'lZI.05 6391.140 
Noc Flitt.er In:ma -{121 -83) -.m -285 -U!,6 -ZIZI. -ZT.33 -'4036 -5749 -7138 
Noc <lJC:WE 'lmwfia:3 llOlo l2IB UIB 1111) 1.313 1377 1443 l512 l!B5 1464 

Gt:au lciaal. ~ lllllll 'Bl!B47 ~ "377<Jl. ld846 483917 5(82515 ~ SB19ll2 6334(,6 

l 



(ENt\ - !Xl!Rw. '!ME ~:Ii 

A. \\il.i..aa, ~ mi Ptkm ka.al. PmlJm. Pmjled<nl 

l!Bl 19BI. 15112 1!113 1B 19116 1S87 lSIIB lSIIII 19'Jl l.9IJL 1992 1918 l'l51111 l9'ie 

~~ 
l'rda lsas.ta) 

Rxd l!Xl.O !16 .7 ~-· BJ .2 62.0 63 .8 65.7 67 .7 ~ .7 71 .8 

~ UX).0 86.7 91..0 ~-6 1!Xl.4 105.4 110. 7 116.2 122.0 13U 

Qmaiu;y 3 0 .0 0 .0 0. 0 0 .0 0 .0 0 .0 0.0 0 .0 0.0 0.0 

Clmall%:y 4 o.o 0 .0 o.o o.o o.o 0 .0 0 .0 0 .0 0 .0 0 .0 

~ l!Xl.O 127.4 137.6 Ul .7 165.0 18J.6 197.8 216 .6 237.2 ~ .7 

<lh!r~ ].!X).0 121. .9 l.3l.. 7 142.2 153.6 165.8 179.1 lg) .4 :m.9 225.6 

1bal. Mm:h. Elpzts IOI 0.0 0.0 0.0 o.o 0.0 0 .0 0.0 o.o a.a 0.0 

!im:hni1.a ~ 
~ Pl:1,- (lnll1im 1115) 

l'b::d 4121. l837 19BI. 2J7.3 'ZZJ4 Zl49 2427 '2!IJ1 25!1) 2615 
lW:mlam Dll. 3IS) 33211 3333 3711) Jg16 4Jll5 471/J 5Ul !iS12 
Clmall%:y 3 a a a a 0 0 0 0 0 0 

<lmaU.cy 4 0 0 a a 0 0 a a a 0 

Hlrufalnaa 161,84 Z2'2l9 253/oO 2!121,6 31896 3531.5 'Y1J/i7 434a3 ISl96 SR!11 
o:t.r~ 2[f,Q :ll!il) 3ll2 :1174 3.543 '.JJ33 43IS1 481,8 5383 !916 
'lbtal. Mm:h. Elpzts 10 25756 na5 33(,(,0 371l6 loll& i.57m 5)356 .554~ 6USl 67"61 

Hm:hnl.1.,e ilpzts 
l'rda l.Slll!,,l(J) 

Rxd l!Xl.O 163.3 177.7 lSB.3 210 .3 228.8 2ft9.0 :Z,0,9 2911. 7 Dl.6 
KL rd Cl±wr It-., 100.0 7',l ~ . l 7'.l ~.l 7'.l 75.1 7'.l ~ -1 7'.l 
o:t.r ilpxu l!Xl.O 82.l 8!U 110.6 11.9.8 129.8 140,6 154.4 169.7 llllS.5 

o:t.r O:raJIK Gads l!Xl.O 82.4 851.7 109.4 11.9.0 129.5 140.9 153.3 lti6. 7 181. .4 
:rm-m-i, ... Gads l!Xl.O 82.3 90. 7 115.2 129.0 144.5 16l.8 181. .2 3X3.0 'ZZJ .3 

Pdmu7 l!Xl.O o.o 0 .0 0.0 o.o a.a 0.0 0 .0 0.0 0 .0 

Mna::l:1lla l!Xl.O 82.3 90. 7 115.2 129.0 144.5 16l.8 181..2 3X3.0 'ZZJ .3 

~Qxm l!Xl.O 81.8 fB.7 109.7 116.3 1.Z3.3 13). 6 li.'3.2 157.1 172.5 
'lbtal. Mm:h. lilparts CIF l!Xl.O 115.3 92.8 113.5 122.9 133.1 1.44.2 Ul.l 173.5 ].g),5 

~ilpzts 
·~ Pd.cm (lnll1im 1115) 

Rxd l.396 l.7'iR 2DU 7a 2151.4 31.53 3ll3 3398 3ial "'* 
KL rd o:t.r It-., lol.9 371 372 355 3113 39' "°" 415 llZ1 UI 
o:t.r ilpzts 3DII. 2B1"6 :m,a Ul!ll 46471 SO'.il53 B78 62105 8n!O 761W 

<lh!r O:raJIK Gads 13].g) ll499 l32ll l8:illl8 18409 2am zz:na '})514 'ZJf:57 297'.ill. 
liTPmw!lelP Ga:dl 6Z2 51'69 6365 11519 ~ 10772 lZlD9 l3!J8 158!5 17718 

Pdmu7 a 0 0 a 0 a a 0 0 a 
ltnJfa:nJ,m 6312 51,5 6365 11519 ~ 10772 lZlD9 l3!J8 l5fBS 17718 

~Qxzls l3Sl9 lJ.717 l.3IBZ lJ!m 154 19'Jll 21350 236!iB 2Sl9 2!IZ]) 

'lbtal. Mm:h. lilparts CIF 3l.e96 :io.m 35471 "5701 491!~ 54199 593'l5 65918 73184 81313 

Quay Iniicm 
Pd.ca Irdkw 19116,, 

~Elpzts l!Xl.O 105.5 uo.o 113.6 115.2 116.9 118.7 12).5 122.2 12ft .l 

~lilpccts l!Xl.O 103.8 109.5 115.4 115.4 116.7 118.1 11.9.4 12).8 12'l.3 
Mm:h. 'Dlmlll cL 1'l::ada l!Xl.O lCll..6 l!Xl. 4 ~.5 99.8 l!Xl .2 l!Xl.5 l!Xl .8 lm.2 lCll. .5 

Em/ms 1nl1cm 

Ha:mnlaa Elpzts 
~lilparts 
Mm:h. 1lllllm cL 1'l::ada 

B. !Ima af 'lbtal. X er M (X) c a.an: pd.- c. Gm;di Rita (X) at ansatt pd.a,s 

1965 197.3 l.9111 l'llll!i l9'ill. 1995 1~73 lm«l 191l>-«i ~ 19»-95 

~~ 

Rxd 16.0 5 .1 4.0 ~ -6 3.0 
~ 12.0 8.9 8.2 1.1 5.0 
ClJmdiry 3 0.0 a.a 0 .0 0 .0 0 .0 
<lmaU.cy 4 0.0 0 .0 0.0 0 .0 0 .0 
Mlruf:ar::nas 64.0 77 .3 79.0 12.4 9 .5 
o:t.r~ 8 .0 8.6 8.9 10.6 8.0 
1bal. Mm:h. Elpzts 10 l!Xl.O l!Xl.O l!Xl.O 8 .6 8.6 
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THE WORLD BANK I INTERN ATIONAL FINANCE CORPORA T!ON 

OFFICE MEMORANDUM 

DATE:March 28, 1988 

TO:Distribution Below 

FROM:Baelhadj Merghoub, 

EXTENSION:72639 

SUBJECT:CHINA Country Strategy Paper Working Level Review 

You are invited to a meeting on Tuesday, April 5 at 2:30 p.m. in 
room C6010 to discuss the attached CSP. 

Please give any comments before the meeting to Mr. Paul Cadario, 
C9037. 

Distribution: 

Messrs. Burki, Yenal, Ecevit, Goldberg, Montfort, Stern, Ahmad, 
Tidrick, K. Amhed 

Messrs. Inakage, Dubey (3), J. Wood, Bock, Picciotto, Shakow (4 ), 
Fischer, Ro l sen, Baneth, Willoughby, Warford, Vyas, 
Churchill, Pouliquen, Rao (2), Vorkink (4), R. Frank, 
Parmar 

Mmes. Hamilton, Schaeffer 

cc: AS3CO Staff, Mr. Lim 
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THI: WORLD BANK / INTERNATIONAL FINANCE CORPORATION 

OFFICE MEMORANDUM 

December 17, 1987 

TO: 

FROM: 

SUBJ: 

Mr. J. ~aneth, IECDR 

Ishrat ~in, IECFI 

China and India Debt Mission: Back-to-Office Report 

Executive Summary and Recommendations 

China 

1. The mission, during its visit to China, was able to accomplish the 
following tasks: 

(a) Update and reconcile the 1985 and 1986 external debt statistics 
(with the exception of original amounts on new commitments for 
1986). 

(b) Review and understand the new external debt data reporting and 
collection system. 

(c) Deliver seminars and hold discussions (i) on the relationship 
between balance of payments and external debt, (ii) the 
rationale for an integrated debt management system and (iii) 
the World Bank Debtor Reporting System. 

(d) Help in identifying technical assistance needs of the State 
Administration for Exchange Control (SAEC) in setting up the 
new registration system. 

2. Although the mission was unable to reach a specific timetable for 
future debt reporting by Chinese authorities, some tentative understandings 
were reached with the working level staff that are still subject to approval 
by higher authorities in the Chinese government. 

3. The mission recommends an upgrading of China from Category Illa to 
Category II in terms of O.M.S. 3.11. subject to review in March, 1988. 

India 

4. The mission reviewed the data collection system, especially on 
external commercial borrowing, that is being developed with the assistance of 
the Commonwealth Secretariat and agreed with the Indian authorities on an 
action plan aimed at improving the quality and timeliness of comme~cial debt 
reporting by India to the World Bank. 
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5. The mission also recommends upgrading India from Category Illa to 
Category II in terms of O.M.S. 3.11. subject to review of the situation by the 
end of the current fiscal year and subject to compliance with agreements 
reached. 

Japan 

6. The mission was able to update the recent data on Japanese official 
resource flows to developing countries disaggregated on a country-by-country 
basis. 

Hong Kong 

7. The mission reviewed the foreign operations of the Bank of China to 
the extent that they created sovereign debt obligations for the Chinese 
Government. 

Full Report 

8. In accordance with the terms of reference dated October 26, I visited 
China and India and made brief stop-overs in Tokyo and Hong Kong on the way. 
In China I was joined by Ms. Nancy Stavrou. Ms. Christine Wallich, Senior 
Economist of China Operations Division participated in almost all the meetings 
except the wrap-up and Mr. Paul Cadario, Senior Country Program Officer on 
China, attended several meetings including the wrap-up. In India Mr. Jim 
Hanson of the New Delhi office attended the substantive meetings held with the 
Indian officials. A list of officials met is attached at Annex I. A note on 
the presentation made at the wrap-up meetings held on November 20 and 21 is 
attached as Annex II. 

CHINA 

1986 Debt Profile 

9. China's external debt has almost quadrupled since 1980 from an 
estimated $5.4 billion to $21.5 billion consisting of $16.7!/billion in long­
term and $4.77 billion short-term debt at the end of 1986. ~. This 
represents an increase of about $5.7 billion or 26.5 percent above the 1985 
Disbursed and Outstanding debt (DOD). The new commitments during the year 
amounted to $8.716 billion. Preliminary estimates also show that at least 65 
percent of the t9tal debt outstanding is from commercial banks on non­
commercial terms and at variable interest rates. 

10. At present, China's reported debt in relation to GNP and its debt 
service payments relative to exports of goods and services are not large in 
comparison to a number of other developing countries. However, if commercial 
borrowing is pursued at the 1985 and 1986 level, its sustainability over the 
medium term would become questionable. 

1/ China's officially reported figures resulting from the national debt 
survey conducted by SAEC. 

• 
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11. The m9st _important borrowing entity was the Bank of China which had 
claims of over $10.427 billion against it, representing almost one-half of 
China's DOD. The direct debt owed by the Central Government was 20 percent of 
the total outstanding. The share of the Peoples' Bank of China was 5 percent 
and that of the wholly State-owned enterprises 6.7 pecent. Sino-Foreign joint 
and cooperative enterprises and foreign owned enterprises had contracted about 
5.4 percent. Other financial institutions such as CITIC and provincial ITICs 
owed about 11.5 percent of the total DOD. 

12. In regard to the use of external borrowing, heavy industry sector was 
allocated 43 percent of total loans while transport and communication sector 
received about 10 percent. China's debt was denominated mainly in US dollars 
(45 percent) and Japanese Yen (38 percent). 

13. The major discrepancy between China's debt numbers reported 
officially and by other sources such as OECD lies in the estimates of short­
term debt (S.T.debt). While other sources . e stimate S.T. debt in 1986 around 
$7.1 billion out of the total DOD of $24.7 billion the official report 
produced by the Chinese Government places it at $4.8 billion out of $21.5 
billion. The large difference in these two estimates of S.T. debt ($2.3 
billion) explains most of the variation in the total outstanding debt stock. 
The State Administration of Exchange Control (SAEC) had carried out a 
comprehensive nationwide survey to prepare the 1986 external debt estimates. 
The SAEC has been more than cooperative and provided the mission with the raw 
data on each individual loan. The mission then cross-checked this data with 
information available from creditor sources and attempted a reconciliation. 
Although the treatment of S.T. debt is as a general rule quite problematic the 
basis of the official report i.e. the nationwide credit survey (which covered 
all the banking and financial institutions that provided the short-term credit 
during the year) appears to us more reliable than other sources. The mission 
has thus accepted China's short-term debt to be $4.8 billion. Our estimate of 
China's total DOD for 1986 which we are publishing in WDR is thus $22.7 
billion. Table 1 reproduces the evolution of China's external debt over 1980-
86 period. 

External Debt Statistics System 

14. China entered international financial markets only a few years ago 
and therefore the system of compiling external debt statistics has been going 
through a process of evolutionary development. Until 1985, the Ministry of 
Finance (MOF)'s Debt Management Division was given the responsibility of 
collecting and publishing the data on China's external debt but in fact their 
coverage extended to only direct Central Government borrowings and borrowings 
from multilateral agencies. Peoples' Bank of China (PBC) carried out the 
transactions with the IMF and ADB, the Ministry of Foreign Economic Relations 
and Trade (MOFERT), with the bilateral governments and Bank of China (BOC) 
with the commercial banks. These agencies maintained detailed records in 
respect to their own borrowings and only provided summary information to the 
MOF. The reporting frequencies as well as format varied considerably and 
therefore the debt picture up to 1984 may not be considered either accurate or 
complete. 



Table 1 
Outstanding External Debt 1980-1986 

(In aillions of US$ dollars) 

Creditor Type 1980 1981 1982 1983 1984/..!. 1985/ 2_ 1986/2. --------------------------------------------------

Bilateral 446 926 1,479 2,216 2,727 3,634 4,937 ; 

Multilateral 47 97 568 593 1,185 2, 63ill 

Financial Institutions 3,754 2,620 1,870 4,489 4,520 8,130 9,475 

Bond Issues 40 60 62 1,000 2,700 

Suppliers 1,038 1,108 1,590 1,592 1,600 1,736 l, 112 

Other Trade Credits 687 2,039 144 

Leasing Co. 38 140 485 

Other Including IMF 195 1,085 982 508 

TOTAL 5.433 5.185 6.058 9.608 12.085 15.825 21.484 

Of Which: Short-Term I 1. ... 3,984 5,600 6,419/~ 4,769/~ 

Short-Term as a % to exports 15.9 19.5 21. 7 15.8 

Short-Term as a % of Reserves 20.1 26.3 38.0 29.0 

/1 IMF estimates 1980-1984. 
/2 Official reported 1985-1986. 
/3 Includes IMF. 
/4 Suspected to exclude non-Bank trade credits. 
/5 Not available. 
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15. In 1985, the SAEC was assigned the responsibility for preparing a 
consolidated statement of all external debt transactions including amounts 
outstanding, disbursed, repayments made, interest paid etc. by all the 
agencies and enterprises in the country. SAEC has carried out two nationwide 
surveys for 1985 and 1986 and already published a comprehensive report for 
1985 and is in the process of publishing the 1986 report. As the reporting 
requirements to SAEC did not stem from any statutory or regulatory powers it 
was always possible that some of the borrowing may have remained unmonitored 
and unreported. 

16. An attempt to remedy this situation has now been made and the State 
Council has promulgated a new regulation entitled "Provisional Regulations for 
Statistics and Supervision of External Debt" on August 27, 1987 (Annex III). 
These regulations empower the SAEC as the sole agency in charge of compiling 
and publishing the statistics and supervision of the external debt of the 
country. Each borrowing unit is required to register the debt with SAEC 
within 15 days of signing the loan agreement. The main features of China's 
external debt system, including a review of availability and limitations of 
debt data are described in Annex IV. 

Debt Statistics Reporting to the World Bank 

17. The mission reviewed the current status of the debt statistics 
reporting requirements to the World Bank in terms of O.M.S. 3.11. While a 
major breakthrough has been made in compiling and submitting the data for 1985 
and 1986 there is some uncertainty in regard to the 1987 data (both Forms 1 
and 2) and new commitments for 1986. The mission was encouraged by the 
perceptible commitment of the Chinese officials in setting up the new system 
of debt registration and seeking technical assistance from the World Bank for 
this purpose. Although we recognize that it would take some time before the 
new system is fully in place we suggested an alternative for the interim 
duration that would enable China to fulfill its reporting requirements to the 
Bank. 

18. The mission proposed that until such a time as the staff of the 
branches of the SAEC are fully trained to set up and operate the registration 
system and adequate computing facilities are in place the SAEC may submit 
Forms 1 and 2 on the basis of reports compiled by nine major borrowers who 
together account for 80-90 percent of total external borrowing of China. The 
year-end report to the Bank can be updated to incorporate the complete 
information as compiled through the branches of SAEC. This proposal was 
discussed with the working level staff of the MOF and SAEC but was not 
approved by the higher authorities. The mission briefed the Resident 
Representative and left a note for him, seeking his assistance. The mission 
recommends that a letter be sent to the Vice Minister of Finance and the Vice 
Governor of Peoples' Bank of China incorporating this proposal and seeking 
their concurrence. 

19. In view of (a) our having obtained debt data for the period ending 
December 1986, (b) the establishment of a comprehensive debt registration 
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system and (c). possible technical assistance by the Bank to Chinese, the 
mission recommends a qualified upgrading of China from Category IIIb tQ 
Category II in terms of O.M . S. 3.11. This position should be reviewed in 
March 1988 in light of the response to our letter and further developments on 
the T.A. request. 

Seminars on Debt Management 

20. The MOF organized a series of seminars that the mission presented on 
the relationship between balance of payments and external debt, the rationale 
for an integrated debt management system, international experience and 
approaches to debt regulation, control and monitoring; and the World Bank 
Debtor Reporting System (DRS). In addition, Mr. Peter Dittus, Country 
Economist on China presented a demonstration of RMSM model. The seminars were 
attended by about 30 officials from the MOF, SAEC, PBC, BOC, MOFERT, CITIC, 
State Planning Commission, Systems Reform Commission etc. Most of the 
discussion was focussed on specific country experience and examples of well 
managed systems of debt management. There was a clear feeling that China 
should avoid the mistakes of highly indebted countries. A paper prepared for 
the seminar on integrated debt management systems that brings together the 
best practices prevalent in a cross section of member countries will be 
circulated separately. In view of the keen interest expressed in comparative 
country experiences the Division should attempt to put together such 
experiences in a more systematic manner and make these findings available to 
the member countries. 

Technical Assistance for Debt Component 

21. The Chinese offi~ials discussed the possibilities of T.A. for helping 
SAEC in installing the new system of debt reporting and trainable staff. Ms. 
Wallich and Mr. Cadario prepared a proposal for a subproject under the Special 
Studies Credit and SAEC indicated that they would send a formal request to Mr. 
Burki after obtaining higher level approval. 

INDIA 

Debt Profile 

22. India's external DOD by the end of 1987 fiscal year was estimated at 
$35.1 billion, of which two-thirds was concessional. The share of public and 
publicly guaranteed debt was over 90 percent. The debt service ratio has 
risen from 21.2 percent to 25.8 percent primarily due to IMF repurchases. The 
repurchases which peak over the next three years raise the debt service ratio 
by about S to 6 percentage points. Export performance in the first half of 
calendar year 1987 has been quite impressive and if the present trend is 
sustained India should have little difficulty in servicing its debt with 
annual new commitment levels of $6.5-7.S billion. These inflows are 
consistent with the current account and external reserves targets set out in 
the Seventh Plan. 

• 
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External Debt Reporting 

23. The external debt management system in India is highly centralized 
and every private, public enterprise or state government planning to borrow 
abroad requires prior approval of the Ministry of Finance (MOF). /The 
approvals are made on a case-by-case basis and in case of public sector, the 
inclusion of the project in Five year Plan or the Annual Budget is a major 
criterion governing the approval decision. For the private sector, the 
foreign exchange saving or earning resulting from the investment is a primary 
consideration./ The all~pervasive exchange controls ensure that all 
disbursements-and debt servicing transactions are within the knowledge of the 
Reserve Bank of India (RBI) who, in turn, inform the MOF. 

24. The Indian officials informed the mission that they are current on 
direct government borrowing as they have submitted Forms 1 for the period 
ending September 1987. The situation, in regard to the connnercial and 
suppliers' credits, has improved considerably since the installation of the 
Connnonwealth Secretariat Data Monitoring system (CS-DMS). The system which 
will be operated both in the MOF and the RBI is a significant improvement in 
the compilation and collation of debt statistics on non-official borrowing. 
Despite the highly centralized and regulated system, information on 
transactions on these loans, particularly private non-guaranteed, was 
available in individual borrower files and was not systematically collated. 
The MOF officials therefore explained that the discrepancy between their 
reported data and those published by the creditor sources or trade 
publications could be attributed to a host of factors including incomplete 
coverage of data in the MOF files. 

25. Under the new system, the database for these loans has been suitably 
expanded to cover the key variables and the database is commonly shared by the 
MOF and RBI. In instances where the borrowers may not directly report the 
drawdowns and repayments to the MOF the exchange of diskettes between the two 
institutions will fill in the gap. The RBI has complete information on all 
inward and outward transactions of foreign exchange and will record all 
foreign borrowing transactions on the CS-DMS database and send the diskette 
containing the updated information to the MOF every month. The MOF will 
compare it with their database, fill in the gaps, if any, and send the reports 
to the Bank. Annex IV presents the description of reports that are proposed 
to be produced by CS-DMS regularly for specific use of the World Bank and IMF. 

26. The mission conveyed its concern to the MOF that there was an urgent 
need to integrate the two independent debt monitoring systems taking shape in 
the Ministry - one for direct official borrowing maintained by the Controller 
of Aid Accounts and Foreign Aid Policy Coordination Division while the other 
for commercial borrowing by the External Commercial Borrowing Division. As 
the commercial borrowing data includes publicly guaranteed debt there is a 
need to present the public and publicly guaranteed debt in an integrated 
manner irrespective of the source of finance - whether official or 
commercial. The current presentation also does not provide adequate 
information to the Indian managers in respect to the composition, average 
maturities, grace period and interest rate of the consolidated external debt 
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of the country~ Thus the use of this information in designing the borrowing 
strategy is severely constrained. The Indian authorities recognized the 
importance of integrating the two sets of data and indicated that they are 
seeking the Commonwealth Secretariat (CommSec) assistance to resolve this 
problem. As I understand, the rationale for creating two independent data 
bases stems from the limited capability of CS-DMS itself. We should inquire 
from CommSec about their future plans in India. 

27. The mission was able to reach agreement with the Indian officials on 
the following plan of action:-

(a) Forms 1 on direct government borrowing will be sent to the Bank 
every quarter as stipulated in the DRS. 

(b) Forms 2 on direct government borrowing will now be prepared on 
the calendar year basis (i.e. closing date December 31) and 
forwarded to the Bank by March. As the accounts are closed on 
March 31 (India's fiscal year) these forms would be updated to 
reflect the final accounts and sent to the Bank by end-July. 

(c) Forms 1 on commercial borrowing and suppliers' credits (which 
covers both publicly guaranteed and private non-guaranteed) for 
the year 1987 will be sent to us by end-February 1988. From 
then onwards, the Forms 1 will be sent initially with a delay 
of two to three months after each quarter to allow verification 
and reconciliation procedures with the Reserve Bank of India 
(RBI) to be in place. Once these procedures are clearly 
established, the Indian officials believe that submission of 
Forms 1 for commercial borrowing and suppliers' credits can 
also be scheduled on the same basis as that of the direct 
government borrowing. 

(d) Forms 2 on commercial borrowing and suppliers' credits for 1987 
will reach us, at the latest, by March 1988 and then on a 
regular basis. 

28. On the basis of the current status of official debt reports (current 
till September 1987) and the plan of action agreed with the Indian authorities 
in respect of external commercial borrowing, the mission recommends upgrading 
of India from Category IIIb to Category II in terms of O.M.S. 3.11 subject to 
a review of the situation by the end of current fiscal year and subject to 
compliance with agreements reached. 

JAPAN 

29. The mission had very useful discussions with the OECF, Ex-Im Bank, 
and the Ministry of Foreign Affairs on the flows of resources to LDCs and the 
future plans of the Japanese Government. We were able to obtain end-1986 data 
on Japanese loans and grants on a country by country basis. This information 
will be used in the preparation of a resources transfer paper for the 
Development Committee. 

• 
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30. The meetings with the Bank of Tokyo and Industrial Bank of Japan 
provided an insight into Japanese commercial bankers' attitude towards 
different categories of borrowing countries. Most of the banks rely on the 
country analysis prepared by the Japan Center for International Finance (JCIF) 
for their risk evaluation and country exposure limits. 

HONG KONG 

31. The mission met with the Deputy General Manager, Bank of China (Hong 
Kong) and discussed the mode of foreign operations of the BOC and the use of 
overseas deposits raised by BOC in international financial markets by the 
Chinese entities. 

IBRD Borrowing 

32. I would like to touch upon an important issue that may be quite 
familiar to the operational staff working on India and China but which we 
found a bit disturbing. We were struck by the apparent similarity in the 
reservations of Chinese and Indian officials towards borrowing from IBRD. In 
both Beijing and New Delhi the foreign commercial bankers, whom we met echoed 
the same sentiments as the officials. This close concordance between the 
views of the bankers and the government officials may not be simply 
coincidental. Both China and India have managed their economies resonably 
well, have demonstrated potential for economic growth, are attempting to 
liberalize their economies and attract foreign investments, have modest debt 
ratios with above-average level of external reserves, and rank quite high on 
the relative scale of political stability. These characteristics of the two 
countries are a vivid contrast to the other highly indebted countries of Latin 
America where the commercial bankers are heavily exposed. The fast growing 
East Asian countries, especially Korea, Malaysia and Thailand, are for the 
time being shut out for the commercial bankers as they are not so keen to 
increase their debt. Thus the commercial banks are focussing on China and 
India as their next target zone. Though still cautious due to their 
experience in the Highly Indebted Countries (HICs), I heard the following line 
of argument that is being presented by the bankers (presumably also to the 
policy makers in India and China). 

(a) The cost of borrowing from IBRD including the commitment 
charges is at least 100-150 basis points higher than commercial 
bank (CB) borrowing. 

(b) The CB borrowing is not encumbered by any rigid condition­
alities and subsequent supervision that infringe upon the 
sovereignty of the country. 

(c) The CB borrowing does not require the cumbersome international 
competitive bidding procedures and can be utilized in a more 
flexible manner according to the preference of the countries. 
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(d) . IBRD does not favor investment in some critical sectors of the 
economy such as iron and steel, heavy industries, automobiles, 
which are so essential for the take-off of India and China 
while CB loans can be applied for any project that the country 
deems fit. 

33. In both these countries I discerned a distinct feeling that the IBRD 
resources need to be sweetened with a much larger proportion of IDA money to 
make the Bank lending relatively attractive. 

34. I am sure the operations staff in these countries are doing their 
utmost to respond to these arguments but I thought I would lay them down for 
the benefit of staff concerned with strategic issues in the Bank. 

cc: Messrs. Fischer, Karaosmanoglu, Alisbah, Burki, Yenal, Shakow, 

IHusain:gr 

Bock, Dubey, Merghoub, Ritchie, Tidrick, Greene, Cadario, 
Lim, Hanson, Steer, Pfeffermann, Ms. Wallich, Ms. Oakes-Smith • 



CHINA 

List of Persons Met 

Ministry of Finance 

ANNEX I 

Page 1 

1. Mr. Zhu Fulin, Director, General Planning Department 
2. Mr. Zhang Jialun, Deputy Director 
3. Mr. Mei Jiamuo, Chief, Debt Management Division 
4. Mr. Wei Wei, Debt Management Division 

State Administration of Exchange Control 

1. Mr. Ling Zeti, Deputy Director 
2. Mr. Qiao Rui, Chief, External Debt Division 
3. Mr. Tang Shi Min, External Debt Division 

State Planning Commission 

1. Mr. Zhong Guangquan, Division Chief, Bureau of External Loans 
(BEL) 

2. Ms. Liu Xuhong, Deputy Division Chief, BEL 

CITIC 

Mr. Dou Jianzhong, Vice President 

Bank of China 

Mr. Mai Guoping, General Manager, International Finance 

Systems Reform Commission 

Mr. Mao Minxian, Director 

Ministry of Foreign Economic Relations and Trade 

Mr. Chen Kongming, Divisiosn Chief, Foreign Financing 
Administration 



INDIA 

JAPAN 

HONG KONG 

ANNEX I 
Page 2 

1. Mr. J. L. Bajaj, Joint Secretary, Ministry of Finance 
2. Mr. Madhav Lal, Deputy Secretary, Ministry of Finance 
3. Mr. Anil Beesen, External Commercial Borrowing Division, 

Ministry of Finance 

1. 
2. 
3. 

4. 

s. 
6. 
7. 

Mr. 
Mr. 
Mr. 

Mr. 

Mr. 
Mr. 
Mr. 

Mitsuhiro Sasanuma, Managing Director, OECF 
Yoichi Aki, Deputy Managing Director, OECF 
Masahiro Hirano, Deputy General Manager, Industrial Bank 

of Japan 
Yoshio Osawa, Joint General Manager, Industrial Bank of 

Japan 
Takuo Oi, Deputy General Manager, Bank of Tokyo 
Yasuharu Kawasoe, Assistant Manager, Bank of Tokyo 
Masatsugu Norimoto, Senior Manager, Ex-Im Bank 

Mr. Semo Lau, Assistant General Manager, Bank of China .. 



ANNEX II 

Wrap-up Meeting held at the Ministry of Finance, Beijing 
on Friday Nov 29, 1987 on the External Debt Mission Findings 

Debt Data Collection System 

1. The mission was favorably impressed by the keen awareness of the 
officials in the Chinese Government that they should be prudent in their 
external borrowing policy, they should monitor the debt carefully and they 
should avoid the mistakes and pitfalls made by other countries. The balance 
between the desire to liberalize the economy and decentralize decision-making, 
on one hand, and to adopt a centralized and coordinated approval control, and 
information system on external debt is always difficult to strike in actual 
practice. Even countries where the debt and foreign exchange management has 
been more centrally controlled by the authorities than in China have suffered 
from non-availability of adequate and timely information on the magnitude of 
their external liabilities. 

2. In China, the foreign exchange retention system whereby the 
enterprises and entities can service their own debt obligation without 
reference to the Central Bank creates a strong counter pressure against 
complete and timely reporting of debt. We welcome the new regulation 
promulgated by the State Council on the registration and supervision of 
external debt and would like to follow the progress in implementation of this 
regulation with keen interest. The mission would, however, like to suggest 
that the SAEC does not have to play only a passive role and await the 
borrowers to register and record their transactions. They do need to play an 
active role by creating a network of secondary sources of information, 
intelligence and data on external borrowing by strengthening their supervision 
of the banking system and the borrowing entities. As is the case in many 
developing countries, the Central Bank does send inspection teams to visit the 
commercial banks and authorized foreign exchange dealers to find out, among 
other tasks, the up-to-date status of foreign exchange transactions 
particularly the debt servicing repayments, new commitments and drawdown. We 
would like to suggest that in addition to the registration system, the Bank of 
China, Central Government, CITIC, five provincial ITICs and a few other 
financial institutions which are the major borrowers should be asked to submit 
regular reports on external debt as they do now. The SAEC must also actively 
collect information on approvals of all projects requiring foreign exchange 
made by the State Planning Commission or the local planning authorities. We 
have also provided a sample of loan-by-loan data published by the 
International Financing Review on all commercial borrowings made by various 
entities in the international markets. This source, along with OECD Creditor 
Reporting data information that we would try to provide will be an additional 
source for cross-checking, verifying and updating the debt information. We 
fully realize that the implementation of these suggestions, of course, require 
increased manpower, both at the headquarters and branches of SAEC, training of 
staff, setting up of systems, procedures and increased use of computerized 
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data management systems. But the mission believes that the costs of the 
additional expenditure involved in the strengthening of SAEC will be far 
exceeded by the benefits that the country would derive from an alert, active 
and updated debt information system that provides the appropriate signals to 
the decisionmakers. We are impressed by the way the MOF manages and collects 
data on Central Government debt. We hope that the SAEC would be able to 
consolidate and collect the total external debt information in a similar 
manner. The initial stages of registration system are also important and the 
habits and attitudes that are formed at these stages are likely to persist in 
future. Thus, if action is not taken at early stages against the defaulters 
and those not reporting their obligations according to the regulation 
subsequent compliance of the regulation may become problematic. A vigilant 
monitoring of the registration by everyone at the SAEC at the early stages is 
imperative. 

3. While we are confident that the new system will meet with success, we 
would like to point out three particular areas of debt creation which have a 
higher probability of escaping notice. The first, that has been discussed at 
length, is the guarantees provided by the 77 institutions authorized to do 
so. While we recognize that the PBC or China does not assume sovereign risk 
by delegating the authority to issue guarantees, we have seen cases where in 
event of foreign exchange crisis, the Central Banks had to ultimately assume 
the responsibility for providing foreign exchange for private transactions, 
some of them even non-guaranteed. The creditors insist on settlement of such 
debts as part of the comprehensive settlement of debt. We would therefore 
advise you to collect and monitor information on guarantees in a systematic 
manner, while holding on to the legal position that you have taken. Even in 
advanced countries,a watchdog function is performed by the State on the 
activities of the institutions such as ITICs and SAEC would be well advised to 
regulate and monitor the performance of these institutions on a regular basis. 

4. The second area of possible concern is the leasing arrangements that 
are being increasingly entered into by a number of Chinese enterprises and 
corporations with foreigners. The obligations under these arrangements are 
very much of the same nature as creating debt and therefore should be fully 
covered in all reports. If there is a lack of clarity on this issue the 
entities entering into such arrangements must be advised to report and 
disclose all such transactions to the SAEC. 

S. The third possible area which requires special attention is the 
financing of investment by overseas individual deposits. We believe that 
while major and respectable financial institutions such as BOC may be keeping 
a full track of these deposits and financing other smaller institutions and 
joint ventures, especially in Special Economic Zones, may not be fully aware 
of the need to report and record this type of financing. The SAEC may have to 
perform an educational task in this respect and advise their branches, 
especially in the Economic zones, to be vigilant about this mode of financing 
and collect information on this type of debt. 

6. Finally, the recording of short term debt is notorious in almost all 
developing countries. It suffers from problems of conceptual, presentational 

• 
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and accounting- nature. So long as the BOC was the only institution allowed to 
raise S.T. debt the recording and bookkeeping would have been relatively easy 
but with the authorization powers confined to new institutions, it is 
essential that SAEC must improve recording of its short-term debt. 

7. In this connection we would particularly like to draw attention to 
the borrowing activities of joint ventures and 100 percent foreign owned 
enterprises. While their freedom to invest in China should not be impaireed 
in any way, the SAEC should maintain a complete statistical record of their 
debt obligations and include them in any projection of the country's debt 
service. 

Debt Management System 

8. The mission has found, during its visit that the essential 
ingredients of a debt management system or some components of it are scattered 
throughout the various organs of the Chinese government. Some ingredients are 
lacking or are not in full effect. We think that the State Council should 
continue to approve the annual external borrowing program after it has 
considered the impact of such borrowing on the balance-of-payments, public 
sector budget, domestic credit creation etc. As I showed in my presentation, 
there is a need to explicitly recognize that the decision to borrow resources 
abroad is very much part of macroeconomic decision-making and unless careful 
thought is given to the consequences and implications of borrowing for other 
macro aggregates, there may arise potential for some inconsistencies. 

9. The mission felt quite satisfied that the project approval process in 
China and the determination of its borrowing needs take place in a systematic 
manner and the central and local planning authorities have a very good picture 
of the projects' total borrowing needs. But the mission has a feeling, which 
may be corrected if it is wrong, that the consistency between the project 
needs on an aggregate basis and the external borrowing determined from the BOP 
projection is not always struck. While the adherence to the original plan 
targets is very desirable from a purely plan discipline viewpoint a more 
flexible approach that revises or modifies these targets in light of new 
domestic or external developments is equally important these days in a world 
ridden with a lot of uncertainties and unknowns. If you permit me I would 
illustrate this point through the current year's experience in China. Exports 
in China have expanded by 14-15 percent this year while the imports have 
declined as against the original plan targets of 7 and 8 percent growth 
respectively. This has led to current account suprlus and accumulation of 
reserves up to 5 months level. A question then arises: whether the original 
target of external borrowing envisaged for the year 1987 should be pursued or 
the reserves drawn down to finance some essential imports such as capital 
goods, machinery and equipment. If the average financial return on reserves 
is lower than the cost of borrowing abroad it may be in the interest of the 
country to use some of the excess reserves (i.e. beyond the minimum target 
level) for financing imports rather than keep on borrowing and incur future 
debt servicing charges. We understand that CITIC, for example, borrows at 
market rates abroad in order to provide equity funds for its share in Sino­
foreign joint ventures. This mode of financing may not be in the best 
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interest of CI1IC . or China and perhaps some initial equity funds may be 
provided out of the reserves if the underlying projects are economicaliy 
viable. CITIC should be asked to generate dividends and profits in foreign 
exchange and pay a return on Chinese Government's invested equity. This is 
more or less the practice followed in a number of developing countries. 

10. The mission also noticed that a number of borrowing windows such as 
MOF, BOC, CITIC have been authorized to enter the international financial 
markets. As I submitted in my seminar presentation, it is quite important 
that management of market access is carefully carried out. Borrowing can be 
much more expensive if several borrowers from the same country approach the 
same market simultaneously. The timing of entering the market, and the choice 
of which particular market to enter are of great importance. Second, lenders 
must get to know borrowers intimately. International capital markets are 
segmented, so a good reception in one market does not guarantee a welcome 
elsewhere. Bond investors - usually individuals and nonbank financial 
institutions - may have perceptions of a country's creditworthiness quite 
different from those of commercial bankers. Countries can gradually gain 
access to markets by borrowing on a small scale through the institutions which 
have established a good name and reputation for themselves at a time when 
money is not urgently needed. The other way is to develop market 
specialization where BOC, most successful and familiar with the Tokyo market, 
carries out the issue in Japan while CITIC may have a compara tive advantage in 
Singapore market - and the MOF may like to concentrate on Frankfurt market. 

11. As I submitted earlier, an advisory unit has performed useful 
functions in many countries by monitoring market developments, market access 
and penetration, maturity profiles, dispersal of risks, currency and interest 
rate swap options, diversified lender base etc. and then they advise the 
various borrowing windows about the lender volume, timing and instruments to 
choose. We feel that the expertise required for such functions may be 
available in various institutions in China such as BOC or CITIC that have been 
market players for a long time but this expertise needs to be assembled and 
located centrally for the larger benefit of China and its analysis and advice 
should be available and shared by everyone who is planning market floatations 
or any other form of commercial borrowing. It should be recognized that 
skills needed to man such an advisory unit are highly specialized and 
different from those required for borrowing from official sources. Their 
remuneration packages may have to be made more attractive and competitive. 
The savings they can bring to the country through their sound advice will be 
hundred times more than the cost involved in paying them higher salaries. 

12. The other missing element in the mission's opinion is that we did not 
find if there iwas some institution or unit that was the overall manager of 
the borrowing program. MOF has complete control of Central Government 
borrowings. SAEC plays a very important role in supervision and data 
collection and the planning authorities in project approvals, but we did not 
have a feeling that there was one single unit which we called Control Unit in 
our presentation that had the overall responsibility for planning, 
programming, monitoring and feedback to policymakers. We are not suggesting 
such a manager should carry out all these functions itself but at least ensure 
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that these are.carried out by various parts of the government, which have the 
responsibility to do so. Perhaps an internal study by the Systems Reform 
Commission or some other body so designated may be able to strengthen and 
sharply define the role, responsibilities, functions, procedures, skills 
required of the various actors participating in the integrated management of 
debt and designate some unit or agency to act as the overall manager of the 
borrowing program. 

Debt Reporting to the World Bank 

13. As I explained, the World Bank debt reporting requirements from its 
member countries have been revised with effect from July 1, 1987. Countries 
unable to make timely and accurate reports on their debt status are classified 
in Category 3 and their loan signing is delayed until such time as their debt 
reporting status is improved. Regrettably, but for the reasons we fully 
understand, China has not been able to submit the quarterly debt reports in 
the past on a timely basis. During this mission, we are grateful to the MOF 
and SAEC for providing us with updated raw data on 1985 and 1986 debt which 
will enable us to bring China up to date till the end of 1986. 

14. We fully realize that the government has now put into place a new 
system of debt registration and reporting and it will take some time before 
the results of this system are known. We have suggested earlier the specific 
steps that should be taken by SAEC to compile information from other 
sources. In the interim, until the results of the new system are available, 
data from other alternative sources could form the basis of quarterly reports 
to the World Bank. We appreciate that these reports will suffer from lack of 
100 percent coverage, but it can be remedied when the year-end report is 
submitted to the Bank which will incorporate the results of loan-by-loan 
registration system. 

15. As we discussed, the success of the new system will depend upon 
development of a satisfactory system and procedures, training of staff and 
availability of suitable software and hardware in sufficient quantities. The 
Bank, as Mr. Cadario will outline, is willing to assist the Chinese 
authoriteis in these tasks. We would like to reiterate that the debt report 
should also include complete information on guaranteed debt as well. The 
mission, therefore would recommend to the Bank that until such time the new 
registration system is entrenched, the Ministry of Finance will send its 
quarterly reports after a few months delay on the basis of information 
available from the nine major borrowing windows. We estimate that the interim 
reports will result in a coverage of at least 70-80 percent of all 
transactions. The end-year report will incorporate the full coverage from all 
sources. 

16. We would like to know if the above proposal is acceptable to you for 
the interim period and if so, when you could send us the 1987 data and agree 
on a timetable for subsequent reporting periods. 
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Provisional Regulations for Statistics \ 

I 

and Supervision of External Debt 
Theae ~er11 apprQ.ved by the State Council on 

Ju,-, 17, 1987, and promulgated by the State 
Administration of Exchange Control on 

Augwt 27, 1987. 

Article 1. Tb~ prcwi1.1ional regulations are 

formulat.ed to enable up-to-date information on 

the country '11 external debt to be collected ex· 

actly aod completely~ a!I to control the size of 

external borrowing 'effectively, rai.,e the ef­

ficacy of Ul!ling foreign funds and expedite n~­

tionaJ economic growth. 

Article 2. The country pursue1.1 the policy of 

managing extema'I debt by registration. 

The St.ate Administration of E:u:hange Con· 

trol (SAEC) is in charge of establishing ~'~d 

perfecting the stati.stic.s on and supervision c,f 

the exlP...mal debt of the country and p·ublishing 

figures on the external debt. 

Article 3. External debt herein mentioned 

refer11 to all the debts which are guaranteed by 

re'payment contract., in foreign currency and 

a.re borrowed from international financial in­

stitutions, foreign governments, financial in ­

stitutions, enterpri- or other in!ltitutions 

located outside the People's Republic of Chin11 

by State enterprises , iovernmen t 

establishments, financial ir.~:.itution.s or other 

institutions (borr.wing unit.sl in the People 's 

Republic of China. It includes the following : 

A . International finnncial institution loans . 

B. Foreign government loans. 

C. Foreign bank and Ii nancial institution · 

loans. 

D. Buyer's credits. 

E. Foreign enterprise loans. 

F. Securities i1.111ued in foreign currency. 

G. International financial leases. 

H. Deferred payments. 

I. Debta repaid directly in foreign cash in 

compensation trade. 

J. External debt in other forms. 

Funds borrowed in foreign currency by bor­

rowing unita from banks with foreign capital 

and Chinese and foreign joint banks which are 

regi11tered in . China are regarded as ext.ernal 

debt . 

Article 4. The registration of external debt is 

divided into two form11: case-by-<:aee registra· 

tion and periodic registration. 

The · "registration certificate for external 

debt" shall be formulated. signed and issued by 

SAEC. 

Article 5. Chinese and foreign joint ventures . 

Chinese and foreign co-<>perative enterprises 

and enterprises with foreign capital 1 are re­

quired, while borrowing, to register at and ob­

tain a caae,by-case registration certificate for 

external debt from a branch office of SAEC by 

submitting II duplicate of the loan agreement to 

the office within 15 days of the formal agree· 

merit.'s signature. 

In reference t.o international financial in1.1titu· 

tion loa~ foreign government loans, external 

borrowing by the Bank of China or other 

authoriz.ed banks and financial institutions. the 

borrowing units concerned are reqt:ired to 

regi!lter at and obtain a per iodic registration 

ct?r ,;ificate for external debt from a braoch of­

fice of SAEC. Indirect lending is not ircluded in 

lhu registration mentiooed above in this 

paragraph. 

Apart from the borrowing units mentioned 

above in this article, other borrowing units are 

required to r~gister at and obtain a case-by-case 

registration certificate for external debt from a 

branch office of SAEC by submitting an ap· 
provaJ certificate for external borrowing and a 

duplicate of the loan agreement to the office 

within 15 days after the formal agreement is 

signed. 

Article 6. Bori:owing units are required, while 

transferring their extenal loan from other coun­

tries to China, to open special foreign cash ac­

counts for external debts with the Bank of 

China or other banks authorized by SAEC 

(banks) against the registration certificate for 

external debt. Borrowing units with approval 

to keep their external loan abroad and othen 

whose. loan does not have to be transferred into 

China are required to open special foreign cash 

accounts for external debt to cover repayment 

and servicing, presenting their registration for 

external debt. 



Banks are not permitted to open special 

fore ign cash accounts for external debt or 

special foreign cash accounts for external debt 

repayment and servicing and to remit principal 

end interest abroad for borrowing unit.s th:at do 

not obey the registration certificate provisions. 

Article 7. When borrowing units ma.king a 

case-by-case registration repay and service 

their · extema l de bts. banks should, upon 

presentation of both the registration certificate 

for external debt and the approval certificate 

from coTla!rned offices of SAEC pr't'>vided by 

the borrowing units, conduct receipt and pay· 

ment operations through the special foreign 

cash account for extem.J debt or the special 

foreign cash _account for external debt repay· 

ment and service. The borrow ing W1 its are re­

quired to fill in, in accordaoce with certificates 

of receipt and payment from banks, a feedback 

form on external debt changes with. items of 

receipt and payment and submit a duplicate of 

the form to -the offic~ of SAEC which signed 

and issued the regi s tration certificate for exter­

nal debt. 

The borrowing units making periodic 

registration are required to submit monthly 

materials concerning signatures, withdrawal 

usage and repayment and sP.rvice of external 

_debts to the SAEC o_ffices wf,l ich signed and 

issued the registration certificate for external 

debt. 
Borrowing units with approval to keep their 

loans abroad are required to submit periodically 

the materials covering changes in their depoeite 

to the concerned office of SAEC trust signed the 

approval. 

At ticle t Once borrowing unit! fully clear 
I 

their external debts as recorded in the registra-

t ion certificate for external debt, banks should 

cancel the special foreign cash accounts for ex-

ternal debt or the special fore ign cash accounts 

for external debt repayment and service of auch 

borrowing units. The units, in tum, are required 

to su brnit the registration certificate for exter­

nal debt for cancellation to the local SAEC 

branch office within 15 days. 

. Article 9. The SAEC branch offices a~ em· 1 

powered to fine . according to · the : ci r- , 

cum stances, any unit that violates these regu la· 

tions in any of the following WllYS, by an 

amount ~ot exceeding 3 per cent of the external 

debt concerned. 

A. Purp06ely not registering or delaying 

registration for external debt . . 

B . Refusing to submit , conceafing, 

fraudulently submitting or, without spec ial 

cause, repeatedly delaying submitting the feed ­

back form on external debt changes to SAEC. . 
C. Forging or altering the registration cer· . ; 

t ificat.e for external debt. 

D. Opening or k~ing special fore ign cash ac­

counts fo.r external debt or special foreign cash 

accounts for external debt repayment and. ser· 

vice without approval. 

The body concerned is permitted to lodge an 

appeal against such an adjudic~tion with'"\.he 

higher authorities of SAEC. 

Article 10. These regulations shall be explain-

ed by SA.EC. I -! 
Article 11 . These regulations shall come ·fnto 

force from the day of promulgation. 
. I '· 

Borrowing units with \uncleared external 

debts are required to register at local SA.EC 

branch offices w_it1~in 30 ~ys of the promu!ga­

tion of these regulations. : 

• 



ANNEX IV 

CHINA: Main features of External Debt System 

Authorization Process 

1. Approval for foreign borrowing is essentially a two-stage process. 
At the first stage, individual projects are proposed by the central and 
provincial governments to the State Planning Commission (SPC), which looks at 
the overall balance of the aggregate investment program and then approves the 
overall number of projects. Massive projects are managed by the central 
government. Cut-off lines are sector specific:¥ 30 million could be a major 
(central) project for heavy industries, ¥ 5 million could be a major project 
for textiles, etc. 

2. The number of projects approved by each region (approximately 30 
provinces) depend on its autonomous pace of development. For approved 
projects that require foreign borrowing, the next stage is authorization by 
the State Council. The PBOC, which is responsible for overall balance of 
payments, recommends to the State Council the maximum amount of foreign 
borrowing that should be undertaken for a specific period. The State Council 
can empower executing agencies to borrow directly, but generally these 
agencies will approach the specialized state agencies to undertake foreign 
borrowing. 

3. When the SPC and the various ministries have decided which projects 
will be supported by borrowed funds, the projects are proportioned to 
specialized borrowing agencies depending on the type of financing that is 
proposed. For instance, the People's Bank of China (PBOC) has the 
responsibility for negotiating purchases from the IMF; the Ministry of Finance 
(MOF) borrows from the World Bank and other multilateral agencies; the MFERT 
borrows from bilateral agencies and especially from Japan's OECF; and the Bank 
of China borrows from financial markets. Thus the overall borrowing plan is 
the sums that are assigned to the specialized agencies. 

Kecording of Debt 

4. Prior to 1986, no central institution was specifically charged with 
the authority for monitoring or controlling foreign borrowing. Individual 
borrowers kept records of disbursements, principal and interest payments. 
These data were reported to SAEC in an aggregated form, which is part of PBOC, 
but only for the purpose of compiling BOP statistics. 

5. Following the large increase in external debt in 1985, the Chinese 
authorities became aware of the potential problems associated with large 
volumes of foreign borrowing, took a number of measures to contain foreign 
commercial borrowing including short-term debt and to centralize the 
monitoring of all debt so as to ensure that the total volume and its 
composition did not result in future debt servicing difficulties. 
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6. In April 1986, the State Council appointed the State Administration 
of Exchange Control (SAEC) within the People's 'Bank of China as t ,he sole 
agency responsible for monitoring China's external debt. The Debt Office was 
also instructed to develop new reporting and control procedures. In addition, 
approval procedures have been revised to ensure that total borrowing and its 
composition are consistent with China's overall macroeconomic objectives and 
also in protecting China's creditworthiness for future borrowing. The revised 
approval and procedures were not formalized in terms of comprehensive written 
regulations or administrative circulars until August 1987. In August 1986, 
the Debt Office provided training for headquarter's staff and staff of SAEC 
branches responsible for collecting debt statistics; subsequently, the Debt 
Office undertook a national debt survey. 

7. In August 1987, the State Administration for Exchange Control 
promulgated regulations for the registration of all external borrowing. These 
require all debt to be registered within 15 days of signing and any debts 
incurred prior to the effectiveness of regulation must be registered as of 
October 1, 1987. Regardless if borrowed according to plan or outside the 
plan, all borrowing must be approved by SAEC. The registration of external 
debt is di vid~d into two forms: Case-by-case registration and periodic 
registration. Chinese and foreign joint ventures, Chinese and foreign 
cooperative enterprises and enterprises with foreign capital are required, 
while borrowing, to register and obtain a case-by-case registration 
certificate for external debt from a branch office of SAEC by submitting a 
duplicate of the loan agreement to the office within 15 days of the formal 
agreement's signature. 

8. In reference to foreign government loans, international 
institutions, external borrowing by the Bank of China or other authorized 
banks, the borrowing units concerned are required to register and obtain a 
periodic registration from a branch office of SAEC. A periodic registration 
required that the borrowing agencies report the transactions of various loans 
monthly. (Periodic registration excludes indirect lending). Borrowing units 
are also required while transferring their external loans from other countries 
to China, to open special foreign cash accounts with the Bank of China or 
other banks authorized by SAEC. Borrowing units with approval to keep their 
loans abroad are required to open special foreign cash accounts for external 
debt to cover amortization and interest. 

9. When borrowing units, in a case-by-case instance, are servicing 
their debt; they are required to present to the banks both the registration 
certificate and the approval certificate from SAEC. The borrowing units at 
that point are also required to fill in a feedback form on external debt 
charges such as payments, and submit a duplicate of the form to the office of 
SAEC which signed and issued the registration certificate. 

10. The borrowing units in periodic registration instances are required 
to submit monthly materials concerning disbursements, usage and debt service 
of their debt to the SAEC offices which signed and issued the Registration 
Form. 

• 
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11. Bank~ are not permitted to open special foreign cash accounts for 
foreign debt and to remit principal and interest abroad for borrowing units 
that do not obey the registration certificate provisions. 

12. Borrowing units that (a) purposely do not register or delay 
registration; (b) for altering the registration; (c) refusing to submit, 
concealing, fraudulently submitting or delaying submission of the feedback 
form to SAEC; (d) opening or keeping special foreign cash accounts without 
approval, are fined according to the circumstances by amounts up to three 
percent of the external debt concerned. 

Availability and Liaitations of Debt Data 

13. The mission obtained, for the first time since China joined the 
World Bank, comprehensive loan-by-loan information on all debt, disbursed and 
outstanding or repaid as of end-1985 and as of end-1986. Thus the information 
covers flows and outstanding amounts on debt going as far back as 1978 and 
1979. The mission was also given aggregated tables for 1986 broken down by 
purpose, borrower and type of debt with debt service payments to 1991. 

14. The mission opted to 
information in the format of the 
than the customary standard Forms 
eliminated the need to transcribe 

accept the above mentioned loan-by-loan 
original working ledger in Chinese rather 
1 and 2 for the following reasons: (i) it 
data for some 2200 individual loans to our 

standard forms, a time-consuming exercise, especially for the individual that 
has to translate everything from Chinese; and (ii) the ledger information is 
classified by borrowing units, i.e. BOC, MOFERT, MOF, province by province, 
etc. That way, the information with newly assigned debt numbers will be 
stored in our database in an orderly manner; for instance, certain debt number 
series will be dealing with the debt, i.e. of BOC, Shanghai province, etc. 

15. The mission's biggest disappointment was its failure to obtain 
information on loan commitments (amounts and dates) signed in 1986 and the 
first three quarters of 1987. The data are available except that SAEC was 
advised to omit these items in their design for use in their microcomputers. 

16. Apparently, the IMF is not interested in loan commitments. As far 
as they are concerned, a loan does not become debt until fully or partially 
disbursed. Thus, a consultant helped the Chinese design their system 
accordingly. The importance of knowing the undisbursed portion of a loan for 
any meaningful analysis has not been stressed. The mission was told that this 
omission would be corrected in the future. However, experience shows that 
once programs are designed and proved workable, it becomes difficult to 
introduce changes. Doubts also exist as to the willingness of the Chinese 
Authorities to go through all the trouble of digging original documents to 
satisfy this particular World Bank Debtor Reporting requirement. 

Computerization of Debt Data 

17. The mission inspected the computer facilities available in the SAEC 
offices. The SAEC has recently acquired a Borroughs A3 computer. This is a 
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medium-size COJD.puter, equivalent to IBM's 4321, with two megabytes of main 
memory and it would be running under a virtual operating system (VOS) which is 
equivalent to IBM's OS/VS1. Peripheral equipment include two hard disk 
drives, two tape units, one line printer, one card reader, three floppy disk 
drives and eight video data terminals type B-25. 

18. As is noted before, there are eight microcomputers in SAEC's 
headquarters with terminal emulation capacity ready to be connected to the 
mainframe. 

19. It was the mission's impression that proper software for the 
mainframe (such as aggregation, projections and analytical capabilities 
systems) it is at the initial stage. It was also our impression that SAEC has 
opted for "custom design software" tailored to PBOC's specific needs rather 
than choosing among the already existing software packages such as UNCTAD, the 
Commonwealth Secretariat, etc. 

20. Even though SAEC has acquired the hardware machinery, there is still 
an enormous work to be done in the area of developing and testing the right 
software for the implementation of the system. This is the area where SAEC 
needs help. Perhaps the debt module from the Revised Minimum Standard Model 
(RXD) with expanded options available in the International Finance Di vision 
could be made available and explained to them. It would give them an 
immediate, enhanced ability to analyze foreign borrowing options. 

21. In the interim, the Debt Office, awaiting for the mainframe to be 
put in place, currently is using the eight available microcomputers for data 
entry and storage of the 2200 some loans with individual repayment schedules. 

22. The microcomputers operate on the so-called "symphony" software. 
This system provides the user with flexibility to design his own tables, 
specifying the sorting criteria and hierchy to be used for generating 
aggregate debt data. The Chinese foreign debt database, however, is voluminous 
and it has to be kept in various diskettes. Software written for micro­
computers is limited in scope. Therefore, the priority of the Debt Office 
would be to develop the relevant software for the mainframe as soon as 
possible. 

N. Stavrou 
12/10/87 

1986 External Debt Breakdown by Creditor Type 

Bilateral official 
Financial institutions 
Overseas individual deposits 
Bond issues 
Multilateral officials 
Deferred payments 
Buyers' Credit 

$ billion 

4.937 
4.084 
3.91 
2.7 
2.631 
1.11 
0.755 

Percent 

23 
19 
18.2 
12.6 
12.2 

5.2 
3.5 

4 



ANNEX V 

INDIA: External Commercial Borrowing System 

Reports produced by CS-DMS 

World Bank 

360 Form 1 of World Bank Debtor Reporting System 

361 Form 2 of World Bank Debtor Reporting System 

668 World Bank - Form 1 Summary Data 

900 Country Report (World Debt Tables] 

IMF 

200 Projected External Debt Service Payments by Borrower 

201 External Debt Outstanding by Borrower 

652 External Debt Outstanding by Original Maturities 

653 External Debt - Drawings, Amortization and Interest (monthly) 

665 Debt Service Payments 

666 External Debt Outstanding by Type 2 Creditor 



REVIEW DRAFT 

FOR OPERATIONS POLICY SUB-COMMITIEE 
CONFIDENTIAL 

DECLASSI ED 

MAR 1 7 2017 

WBGARCHIVE 

Country Program Paper 

East Asia and Pacific Regional Office 

Distribution 

Operations Policy Sub-Committee 
Senior Vice President. Operations 
Regional Vice Presidents 
Vice President, Operations Policy Staff 
Vice President, Energy and Industry Staff 
Vice President, Cofinancing 
Vice President. Financial Policy, 

Planning and Budgeting 
Assistant General Counsel. Operations 
Director, Economic Analysis and Projections 

Department, ERS 
Director International Relations Department 

Other Attendance 

Director, Planning and Budgetng Department 
Director, Country Policy Department 
Chief, Country Program Review Division, PBD 

C H I N A 

October 8, 1985 

For Information 
Senior Vice President. Finance 
Vice President, Economic and Research Staff 
Vice President, Finance and Planning, IFC 
Vice President. Investment Operations. IFC 
Director, Investment Operations. IFC (concerned) 
Director, Development Department. IFC 
Directors. Operations Pol1c, Staff 
Cofinancing Coordinator. Energy and Industry Staff 
IMF. Area Department (concerned) 

Managing Committee 
President 
Executive Vice President. IFC 
Senior Vice President. Operations 
Senior Vice President. Finance 
Vice President, Economic and Research Staff 
Vice President. Personnel and Administration 
Vice President, External Relations Staff 
Vice President and General Counsel 
Vice President and Secretary 

A Country Program Paper has a restricted distribution and may be used by rec1p1ents only 1n the performance oi their ort1c1al duties. 
Neither the reproduction oi copies of this d.ocument nor distribution outside The World Bank ,, p~rm1tted. When the paper 1s no longer 
needed it should be sent to the appropriate Country Programs D1v1s1on ior disposal. 



G-CPPat/CH-795/CHA#Fl.9a/10-04-85/rmb/cc/chh/ll 

COUNTRY PROGRAM PAPER 

CHINA 

1983 Population 
1983 per capita GNP 

1,019 mln /a IBRD 1,179.1 
$300 k - IDA 733.9 

Total 

Current population growth rate: 1.1% p.a. 

No. of loans/credits 
No. of loans/credits per million population 

Current Exchange Rate: Y 2.85 = US$1.00 

1,913.0 

18 
0.02 

CONFIDENTIAL 
REVIEW DRAFT 
October 3, 1985 

DECLASSIFIED 

MAR 1 7 2017 
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FY85-89 /b FY86-90 

5,809.6 
2,277.3 

8,086.9 

65 
0.06 

7,150.0 
2,335.0 

9,485.0 

69 
0.07 

Average lending per capita p.a.: Current$ (Const. FY85 Commitment$) 

IBRD/IDA 
IDA 

0.4 (0.4) 
0.1 (0.2) 

1.6 (1.4) 
0.4 (0.4) 

1.9 (1.5) 
0.5 (0.4) 

/a Based on Per Capita Income Guidelines for Operational Purposes dated 
November 8, 1984 and March 1985 revisions for WDI • 

.!:E_ The FY85-89 lending program proposed in this CPP compares with the program 
for the same period approved at the last Bankwide lending program review 
in November 1984, as follows: 

No. of loans and credits 
Current$ million 
Constant FY85 commitment $ 
Per capita per annum 

(constant FY85 commitment $) 

FY85-89 lending 
program 

Approved Proposed 

61 65 
8,051.0 8,086.9 
6,964.0 6,979.7 

1. 4 1. 4 

Percentage 
change 

Proposed/Approved 

+7% 
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A. Introduction 

1. The first CPP in December 1981 proposed three major objectives for 
the Bank's program in China: (a) to facilitate China's reentry into the 
global community; (b) to contribute to China's development effort by financing 
an increased supply of inputs and by helping to improve efficiency; and (c) to 
assist in the reduction of remaining poverty. A strategy and work program to 
achieve these objectives was also set out but the CPP stressed that there was 
a great deal of ignorance on both sides and that there was a need for patience 
and flexibility. It was important to gain experience and develop sound work­
ing relationships. 

2. Over the past four years dramatic changes have taken place within 
China and in the China-Bank relationship. Within China a fundamental and 
ongoing program of reforms in the system of economic management have contri­
buted greatly to the rapid overall development of the economy and the increase 
in living standards, particularly in rural areas. Progress in developing 
working relationships between China and the Bank and meeting the overall 
objectives for · the Bank's program have also been significant and often beyond 
our expectations. The lending program has expanded from one project and 
$200 million 10 FY81 to 12 projects and $1.l billion in FY85 and the Bank is 
also engaged in a large program of ESW work, EDI training and other activi­
ties. 

3. This CPP reviews the recent impressive performance of the Chinese 
economy and the Government's ambitious plans for further economic reform and 
structural adjustment. It also summarizes the considerable progress that has 
been made in establishing a sound relationship between China and the Bank and 
developing a broad program of Bank assistance. The CPP concludes that the 
Bank may have a unique opportunity in the next five to ten years to assist 
China in the formulation and implementation of fundamental institutional and 
policy changes and proposes a large program of economic and sector work, 
lending and other assistance activities. But it recognizes that major 
uncertainties remain concerning both the pace and pattern of political and 
economic reform and the response of the economy to such reforms and that 
unexpected developments in any of these areas might require a major rethinking 
of the proposed assistance strategy and work program. 

B. Recent Developments 

Economic and Political Reform 

4. Reforms of economic management in China have so far been greatest in 
rural areas. Following some experiments with the abolition of collective 
farming in impoverished areas, the Government has moved swiftly to implement a 
comprehensive restructuring of rural institutions based on various forms of 
the "production responsibility system". By 1983 the farm household had become 
the fundamental unit of management and production in agriculture, within a 
framework of collective or state ownership of land and major fixed assets. In 
early 1985 the system of compulsory state procurement of agricultural products 
was also abolished in favor of voluntary contracts and free market sales. 
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U.S. and Brazil. Today, China's share in world trade (1.3%) is 2.5 times that 
of India. Direct investment flows have also increased rapidly. 

9. The political basis for reform in China over the past seven years 
has been the declining influence of the "leftist" (Maoist) group in the 
Chinese Cormnunist Party (CCP). The 12th Party Congress in September 1982 
marked the decisive defeat of the Maoists with only four politicians who are 
closely associated with the Maoist group remaining in the 28-member Polit­
buro. This change was brought about by a coalition that included the reform 
group (Deng Xiaoping), the advocates of a return to Soviet central planning, 
and the military who want to retain central planning and state control over 
heavy industry. In the transition, however, the supporters of reform had to 
make concessions on the pace of reform. These concessions were a particular 
setback for those, including Premier Zhao Ziyang, who advocate a more strongly 
market-oriented system than the rest of the reform advocates. 

10. The deferred dispute between the proponents and opponents of reform 
on the course of future institutional and policy change resurfaced at the 
Third Plenary Session of the 12th Central Committee in October 1984. The 
decision on economic reforms taken at that session appears to have been a 
tactical victory for the reform group, and this victory has been further 
consolidated by the September 1985 special party conference which selected six 
new members of the Politburo, five of whom are firm advocates of economic 
reforms. As a result the way seems open to further institutional and policy 
change during the 7th Plan period (1986-1990). Economic reforms, however, are 
still expected to be divorced from political reforms; the brief flirtation 
with political reform during the years of the ''democracy wall'' is unlikely to 
be repeated in the near future, and greater freedom of expression will 
probably be allowed only in a very gradual and nonpolitical way. But progress 
with economic reforms will almost certainly lead to increased pressures for 
political reforms. 

11. Accompanying institutional and policy change has been a major reju-
venation of leadership in the CCP, the Government and the military. This 
rejuvenation is being pushed most actively by Deng, who wants to hand over 
power to an entirely new generation of younger and better educated leaders. 
The process was begun with the reorganization and streamlining of the 
Government in 1982 which involved a large reduction in the number of mini­
stries and conunissions of the State Council and in the number of ministers and 
vice m1n1sters. Over one-half of the new top officials had college education 
- compared with about one-third before - and their average age was 58 compared 
with 64 before. Similarly, the number of departments and bureaus in mini­
stries and commissions was cut by one-third and the number of department and 
bureau heads by nearly one-half, with the average age declining from 59 to 
54 years and the share of college educated officials rising from about one­
third to one-half. Similar changes took place fiubsequently in provincial and 
local governments, party organs and the army. A second rejuvenation is 
currently underway. During 1985, more than 200 government officials above 
deputy minister level and more than 1,000 officials at bureau and department 
head level are to be replaced by younger technocrats with strict application 
of the mandatory retirement age. In June, for example, eight ministers were 
replaced. The new incumbents range between 48 and 58 years of age. Six of 
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about $11 billion by June 1985, and the current account deficit for the year 
is likely to be in the range of $4-6 billion. The Government has responded 
quickly by launching a strict stabilization program that includes further 
increases in interest rates as well as a series of administrative direc­
tives. But the developments over the past six months are likely to slow down 
the overall pace of institutional and policy change. At the same time they 
also highlight the urgent need to put in place the institutions and macro­
economic management tools for a decentralized and more market-oriented 
economy. 

C. Prospects for Reform and Growth 

Economic Reform 

15. Achievement of the Government's ambitious targets of quadrupling the 
gross value of industrial and agricultural output (GVIAO) between 1980 and 
2000 and increasing per capita national income from about $300 to $800 (about 
5% per year) will almost certainly depend on further progress with reforms, 
particularly in urban areas. However, while it appears very unlikely that 
past reforms will be reversed in the foreseeable future, there remain substan­
tial uncertainties about the extent and pace of further reforms in China. In 
fact, given the delicate balance between different political groups within the 
CCP, the pace of future reforms is likely to depend largely on the success of 
ongoing reforms. Recently, the success of institutional and policy changes in 
rural areas has strengthened the position of the reform advocates. By the 
same token, adverse results of ongoing or future reforms, such as inflationary 
pressures, large balance of payments deficits, increased regional imbalances, 
falling living standards for certain groups, or other social strains, could 
easily shift political power toward the opponents of reform. 

16. At present the October 1984 decision on "reform of the economic 
structure" is the only official indication of the emerging consensus on econo­
mic reforms within the party. Recent reform developments have been fully in 
accordance with the directions indicated in the October decision: (a) state 
enterprises should be made fully independent units which pursue profits and 
are responsible for losses; (b) the scope of mandatory planning should be 
reduced and replaced by indicative planning while the focus of planning should 
shift from annual to medium- and long-term guidance planning; (c) a more 
rational price system should be introduced by reducing the role of state­
controlled prices and increasing the role of ''floating'' and free market 
prices; and (d) the tax system should be improved, finance and banking should 
be reformed and a larger role should be given to indirect macroeconomic 
regulation. Nonetheless many major issues still need to be analyzed and 
resolved concerning both the specific nature of future reforms and the inter­
linkage and appropriate sequencing of reforms. Some of these issues are out­
lined briefly in the following paragraphs. They were discussed in more detail 
in the Bank's recent report China: Long-term Issues and Options, 5206-CHA, 
and are expected to be a major focus of our dialogue and future work program 
in China. 

17. Enterprise Motivation. Despite the measures introduced over the 
past few years, the Government recognizes that establishing motivated and 
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central and provincial government support of rural social services will be 
necessary, especially in poor and backward localities, if education and health 
conditions are to improve. Strategies to address the problems of poor and 
remote localities, which may involve limited migration, need to be 
developed. In addition a social security system and institutional 
arrangements for housing that are consistent with a reformed urban economy 
will be required. All these areas are now receiving the attention of the 
Government, but it is likely to be quite some time before new policies and 
institutional arrangements are well established. 

Economic Growth and Structure 

22. Human Resources. China's ability to attain the per capita income 
target of $800 by the year 2000 depends crucially on the expected slow rate of 
population growth (1% p.a. compared with an expected 2.2% p.a. in middle 
income countries). This will require a substantial drop in rural fertility 
but the target seems feasible as well as desirable. China will need to 
continue to improve basic health through preventive measures such as invest­
ment in water and sanitation as well as develop cost effective preventive 
strategies for chronic diseases. Improvements in the quality of basic 
education and rapid progress in advanced education and training (to make up 
for the damage inflicted by the Cultural Revolution) will also be very 
important. 

23. Food and Agriculture. Rapid overall growth and rising per capita 
incomes will require from agriculture both greatly increased production and 
productivity and structural transformation. This will need to include major 
changes in cropping patterns, including switching the use of land from 
foodgrains to coarse grains or other crops, and the development of an effi­
cient livestock industry. To enhance agricultural growth prospects, the 
Government will need to take a number of steps beyond the i ntroduction of the 
responsibility system and other rural reforms. These include improvements in 
agricultural research, education and extension services, particularly in live­
stock; improved irrigation and drainage systems; better nutrient balance 1n 
fertilizer supplies; increased availability of agricultural credit; and 
improvements in rural transport, storage, and marketing facilities. 

24. Energy Production and Use. Because China's high consumption of 
energy per unit of output offers great scope for conservation, it would be 
possible to attain the Government's target of quadrupling GVIAO with a much 
smaller proportionate increase in energy production - though probably not as 
small as the doubling that the Government originally envisaged. Electricity 
production probably has to quadruple by 2000 to meet demand, which wil l 
require a huge amount of investment. Crude oil production is hard to predict, 
because it depends heavily on success in replacing the output of existing 
fields with that of new discoveries, but the 200 million ton target (twice the 
present level) could be more than enough to meet the likely level of domest i c 
demand. It is coal, however, that will bear most of the burden of bringing 
future energy production into line with demand. Depending on the progress 
with enterprise management and its impact on energy conservation, coal 
requirements in 2000 could range from 1,200 to 1,600 mill i on tons compared 
with 770 million tons in 1984. In either case major investments in new coal 
mines as well as modernization of existing ones will be necessary. 



G-CPP/CH-796/10-03-85/ba/chh 

- 9 -

29. More rapid progress with economic reforms could enable China to 
achieve an alternative development path, involving both greater emphasis on 
services and more efficient resource use. With a level of investment 
efficiency similar to the average in Japan in 1950-80 and in all middle-income 
countries in 1960-82, such a path could result in China attaining the 
Government's target national income growth rate with an investment rate of 
only 26%, and hence faster growth of consumption. On this path, China would 
also have the option of maintaining the investment rate at 30% which would 
make it possible for national income to grow at 7-8% p.a., about one 
percentage point faster than the target rate. The key to reaching these and 
indeed the Government's official tariet growth rates is, however, resource 
efficiency and there is of course no guarantee that China will be able to 
achieve the levels of resource efficiency assumed. Indeed if the extent and 
pace of reforms is slower than expected and the overall efficiency of 
investment is similar to that of the Soviet Union in 1950-75 and India in 
1960-82 national income growth might be in the 5-6~ range. 

External Assistance Needs and the Balance of Payments 

30. In the coming years China is likely to pursue its outward-oriented 
strategy through a variety of mechanisms. Trade of goods and services will 
clearly play a major role, not only in terms of importing advanced machinery, 
equipment and services, but also in terms of teaching enterprises to produce 
export goods that meet the exacting quality standards of overseas customers. 
Imports of disembodied technology through licensing arrangements and foreign 
direct investment are also likely to be important, as will overseas education 
and training of scientists, engineers and managers. Technology transfer and 
capital formation will be further increased through greater reliance on 
external borrowing. But such borrowing will be primarily at market rates 
because, apart from IDA and some additional bilateral flows, mainly from 
Japan, China's access to concessional finance is limited and cannot be 
expected to increase substantially in the present political climate. 

31. Table 1 gives two alternative scenarios of China's balance of 
payments and debt position over the next 5-10 years and shows the range of 
feasible borrowing strategies. Both projections are closely related to the 
QUADRUPLE scenario of the recent economic report, and in line with the 
Government's long term growth target (para. 28). The QUADRUPLE-BASE scenario 
is based on the assumption that exports grow at 8% p.a. between 1984 and 1990 
(primary 6% p.a. and manufactures 9% p.a.) and imports grow at 9% p.a. This 
implies a relatively modest current account deficit in the balance of payments 
of around $4-5 billion p.a. during the remainder of this decade, equivalent to 
about 1% of GNP. Under this scenario, gross borrowing would reach $6.S 
billion by 1990 of which up to $1 billion might be financed by Japan (both the 
Overseas Economic Cooperation Fund and the Export-Import Bank), $1,5 j illion 
by the Bank (IBRD and IDA) and the remainder by the private market. r he debt 
service/export ratio would increase to about 6% in 1990 and stabilize around 
8-9% by the mid 1990s. 
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than during the 1970s and, more importantly, are likely to be variable, 
entailing substantial interest-related liquidity risks. In the HIGH BORROWING 
scenario, variable interest debt to private lenders would reach 80% of total 
debt outstanding by the early 1990s. Third, China's borrowing under the HIGH 
BORROWING scenario would be large in absolute terms (gross borrowing of 
$13 billion from the private market by 1990), and China would quickly become 
one of the largest developing country borrowers. Given the portfolio 
constraints of international banks and their lack of familiarity ~ith China, 
efforts to borrow on such a scale could face supply constraints.11 

D. Progress Towards Prior CPP Goals 

Status of Country Relationship 

34. During the past four years senior Chinese leaders have demonstrated 
their strong commitment to China becoming a full and active member of the Bank 
Group. China has fully subscribed to its share of the general capital 
increase (see attachment S), encouraged the development of a large and varied 
program of Bank assistance and supported the establishment of a Bank resident 
mission in Beijing. Senior leaders appear to value highly the Bank's advice 
on system reform and have provided strong support for the recent economic 
report. They also seem keen to expand the scope as well as the extent of the 
policy dialogue. Other aspects of the Bank's assistance program have also 
received their support but not to the same extent as economic work; it may not 
yet be apparent to the Chinese leadership that Bank-supported sector and 
project work could also play an important role in facilitating and supporting 
policy and institutional change. 

35. Relations between the Bank and several of the research institutes 
under the State Co~ncil ' that are directly concerned with system reform issues 
also appear to be very good. We have been working directly with the Chinese 
Academy of Social Sciences (CASS) on some research projects and have involved 
CASS and other research institutes more informally in other economic work. 
Such contacts have been important in helping us understand the thinking and 
concerns of some of the younger economists and future policymakers in China. 

36. The External Finance Department of the Ministry of Finance is 
responsible for coordinating Bank activities in China and it now includes 
three divisions concerned exclusively with Bank-related work. At present, 
however, the department is still overwhelmed with the administrative complexi­
ties of the China-Bank relationship. It is not well staffed and has yet to be 
able to develop satisfactory arrangements for coordinating Bank activities, 
onlending Bank funds etc. The Bank's contacts with other departments of the 
Ministry of Finance, which are more involved with economic issues, remain 
limited. 

1/ China's entry into certain capital markets, such as the U.S. or the U.K., 
could also be affected by the issue of the nonsettlement of China's pre-
1949 debts. 
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contrasted with the narrow sectoral perspective of China's own planning, and 
have been well received and closely studied by senior leaders and policymaking 
institutions in China. The program of economic studies undertaken in 
collaboration with CASS seems to have been another useful way to offer advice 
and transfer advanced analytical techniques. An effective means of policy 
dialogue has also been advisory reports on selected issues of system reform 
prepared by informal missions comprising not only Bank staff but also experts 
from western as well as socialist countries. 

41. Comprehensive economic reviews have proved useful in enhancing our 
knowledge of specific sectors and in linking sector with general economic 
work. Otherwise, however, it has proved difficult to generate a freestanding 
sector work program. There have been exceptions, particularly the urban 
sector work in Shanghai and the review of issues and options in the health 
sector which took place prior to project identification. But, in general, 
agencies have been reluctant to provide broad sector information (except in 
the context of formal economic reports), and many have yet to be convinced 
that they would benefit from a dialogue with the Bank on the overall structure 
of their investment programs or on sector-specific policy and institutional 
issues. 

42. The development of a large and expanding lending program has provid-
ed us with many opportunities to assist China in gaining access to modern 
technology and equipment. Our early investments in higher education had this 
as a major objective. In agriculture we have facilitated the transfer of 
improved techniques for irrigation design and mapping, as well as introducing 
China to international experiences in a variety of specialized subsectors such 
as mechanized grain farming, plantation rubber and forestry and in specialized 
services (crop and livestock research, seed supply etc.). In energy and 
transport we have helped to provide high-priority items of foreign equipment 
and technology and to ensure that the benefits extend beyond the projects 
being financed. Our lending in industry has also focused heavily on 
technology transfer, especially for energy conservation. 

43. The lending program has also provided us with many opportunities to 
help improve investment efficiency in China by strengthening the project 
preparation and appraisal capacities of institutions and by demonstrating how 
the Bank's appraisal methodology can be applied in different sectors to 
improve project selection and increase the efficiency of project design. In 
the case of the industrial and rural credit projects, for example, the Bank 
has assisted in the development and strengthening of two important financial 
institutions, the China Investment Bank and the Agricultural Bank of China. 
This assistance included help in the preparation of project appraisal manuals 
which are now being used by both banks and studied by many other agencies. 
The Bank has also assisted in the preparation of planning and appraisal 
manuals for rural water supply systems. All Bank-assisted projects have been 
used, to a greater or lesser extent, as examples of how the economic costs and 
benefits of proposed projects can be assessed. Consequently, although our 
involvement with broader institutional issues is still quite limited in most 
projects, we have been able to help stimulate the trend in China towards 
improved project appraisal methods. 
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Table 2: PLANNED AND ACTUAL LENDING FY81-85 

Planned Actual 
$ million No. of projects $ million No. of projects 

Agriculture /a 455.0 5 638.8 10 
Energy 1,155.0 7 776 .9 7 
Industry 450.0 3 342.6 3 
Transport 585.0 4 651.6 4 
Urban/Water Supply 0 80.0 l 
Education 650.0 3 430.0 3 
Health 100.0 l 85.0 l 
Other 10.0 l 

Total 3,395.0 23 3,014.9 30 

(of which IDA) 950.0 5 1,176.2 12 

/a This includes Agricultural Education and Research I and Agricultural 
Educ at ion II. 

47. Apart from delays in procurement for some projects, due both to 
China's inexperience with Bank procedures and to inadequate interagency coor­
dination, project implementation has been good and is improving. Disburse­
ments have accelerated greatly (see Table 3). Studies and the training and 
technical assistance components of projects have generally been carried out on 
schedule, and over three-quarters of the projects under implementation are 
rated as problem-free or having only minor problems. It is also apparent 
that, through ICB, China has been able to realize large savings in projects 
for education, agriculture, power and ports, and this has helped facilitate 
the overall trend in China toward greater use of competitive bidding proce­
dures for civil works and equipment procurement. However, the State Planning 
Conunission and the Ministry of Finance remain concerned about conunitment 
charges and would like to reduce these through more rapid procurement. This 
will be among the issues to be addressed by the first country implementation 
review which has received the strong support of the core agencies and is due 
to take place in Beijing in December 1985. 
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E. World Bank Assistance Strategy 

Role and Objectives 

49. The coming five to ten years will be a difficult period of transi-
tion for China as the Government endeavors to complete the program of economic 
reform and establish a system that maintains the strengths of the old system 
while overcoming its weaknesses. Many of the required changes will be without 
historical precedent, but China could still learn much from the experiences of 
other countries. It also seems clear that many in China now see the Bank as 
more than a source of concessional finance and are looking to us for support 
in almost all aspects of the transition. In the next few years, therefore, 
the Bank will have a unique opportunity: 

(a) to increase China's access to foreign technology and practices; and 

(b) to assist in the development and implementation of reforms that will 
help to increase the efficiency of resource use and reduce poverty. 

SO. To achieve these objectives we will continue to make use of many 
different types of assistance including economic work, sector studies, project 
lending and EDI training, and further efforts will be made to make these more 
mutually reinforcing and less independent activities. The objective of tech­
nology transfer will be pursued both by bringing the Bank's multi-country 
experience to bear on project design and by widening the search for appro­
priate technological solutions through such mechanisms as ICB procedures, 
overseas study tours for Chinese officials, foreign technical assistance, and 
EDI courses and seminars. A well developed program of economic and sector 
work will be critical to attaining the objective of assistance in economic 
reform, but priority will also be placed on designing project loans which help 
address broader institutional and policy issues (thereby becoming more like 
sector loans even if they are not officially designated as such). In addi­
tion, EDI courses will be geared more toward institutional and policy 
issues. In view of the major uncertainties that still prevail concerning the 
pace as well as the pattern of reform, it will also be important that we 
develop a good understanding of the political and other dynamics behind the 
overall process of reform. 

Reform Agenda 

51. Although there is no detailed blueprint for future reform in China, 
the directions of expected change have been clearly indicated. They will 
involve consolidating and building on the institutional and policy achieve­
ments already made in the rural sector while initiating and perfecting similar 
types of change in the much more technologically and institutionally complex 
urban sector. In this regard there are five major elements common to both 
rural and urban reform that will be the focus of the Bank's assistance 
strategy and work program. 

52. Institutional change, involving both the separation of economic and 
administrative functions and substantial decentralization of decision-making 
to more independent and motivated enterprises and units, will be a fundamental 
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of poor people, most of whom live in rural areas of the interior. The Bank's 
ESW program will have such reforms as a major focus. It is likely to include 
studies of alternative social security systems and the organization of health, 
education and housing services, as well as assessments of the problems of poor 
localities and policies required to address such problems. The implementation 
of such institutional and policy changes will then be a major focus of the 
Bank's lending program, particularly in the agriculture, health, education and 
urban sectors. 

Volume and Terms of Lending 

57. The progress in the China-Bank relationship over the past four 
years, China's need for -additional external assistance of all types and senior 
leaders' requests to the Bank for assistance with economic reform all argue 
for continued expansion in the volume of lending. But the appropriate pace of 
expansion of lending will depend both on creditworthiness and Bank exposure 
considerations and on the capacity of China and the Bank to develop projects 
to which the Bank can make a substantive contribution to technology transfer 
and policy and institutional reform. In both these respects the availability 
of IDA funds for China will be of great importance. 

58. Although China has yet to incur large external debts there are 
substantial financial risks associated with its reform and adjustment pro­
gram. One year ago, for example, China's short-term liquidity position was 
very strong, but the recent sharp fall in foreign exchange reserves has served 
to highlight the fragility of the balance of payments and debt situation and 
the need for close monitoring and response capabilities. Over the next decade 
or so, China will need to expand its import program rapidly and incur substan­
tial external debt at the same time as it is adapting to a new economic system 
and trying to develop an appropriate combination of indirect market-related 
and direct administrative policies that will help to maintain macro stability 
and improve efficiency. If all of the external debts were to be incurred on 
commercial terms the debt servicing burden and the risks associated with 
China's overall development program would be significantly increased. 

59. Continued IDA lending to China will, therefore, help moderate the 
early build up of debt servicing and facilitate the transition to a reformed 
economic system. In addition there seems little doubt that the scope and 
coverage of the Bank's assistance program will be significantly affected by 
the availability of IDA. The State Planning Commission and other core 
agencies would like to take advantage of the Bank's technical and economic 
expertise in a wide variety of sectors but many officials are still reluctant 
to borrow on near commercial terms for social sector projects. Therefore, in 
sectors such as education and health, - and as in some other countries - Bank 
involvement may be possible only on IDA terms for some time to come. 

60. Apart from the above considerations, China has a strong claim on IDA 
resources as one of the poorer countries of the world with a per capita income 
of only $300 in 1983, significantly below that of some other IDA recipients. 
Despite the Government's long-standing commitment to basic needs and the rapid 
growth in rural areas in recent years, the living standards of some 100 
million people are still miserably low, and provision of IDA funds would 
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health, where China's experience could be very helpful to other low income 
countries, there are useful technologies and ideas to be transferred to China 
as well as difficult institutional and policy issues to be resolved. Moreover 
the Bank is uniquely placed to act as a channel for provision of assistance 
from a wide variety of countries and sources. Thus the broad sectoral 
coverage of the Bank's lending program will be maintained. However, the 
number and type of projects to be undertaken in particular sectors will be 
based on the potential contribution that the Bank can make in technology 
transfer and institutional and policy assistance. To be effective in these 
areas, it will also be important that Bank-supported projects cover some of 
the poorest as well as some of the richest regions. But some concentration of 
lending within these regions may be desirable (e.g. concentrating on Shanghai 
as an example of some of the issues confronting richer provinces and Gansu as 
an example of some of the issues confronting poorer regions). 

Link between Performance and Lending 

65. Senior leaders in China are determined to push ahead as quickly as 
possible with major reforms of the economic system and appear to welcome the 
Bank's advice on national economic issues for its own sake rather than as a 
precondition for lending. Moreover there seems little doubt that the 
effectiveness of the Bank as an agent for institutional and policy change at 
the national economic level will depend much more on the quality of our 
economic work and dialogue than on the volume of lending. The effectiveness 
of our dialogue at this level is also likely to be much greater if we continue 
to operate in an informal and advisory fashion and do not attempt to arrive at 
explicit understandings that are set down in loan or other legal agreements. 
Therefore we do not propose that there should be any formal link between 
progress on system reform and the level of Bank lending. We will, however, 
continue to monitor policy developments in China and the overall growth and 
balance of payments performance with a view to assessing the country's credit­
worthiness and the appropriate levels of IBRD and IDA lending. 

66. The development of an effective dialogue at the sector level will, 
in most cases, be a longer and more difficult process, depending not only on 
the quality of our work but also on the receptivity of officials at many 
different levels. At present it is not possible to predict where future 
progress is likely to be greatest, in part because almost all agencies are 
experiencing major personnel changes including the promotion of younger, more 
technocratic and possibly more reform oriented staff. But we will closely 
monitor how useful we are being in specific sectors and subsectors in terms of 
both the quality and the impact of our institutional and policy advice and 
adjust the level of our involvement accordingly. 

67. At the project level it will remain essential t hat we gather all the 
information necessary for sound project analysis and that we make use of 
explicit conditions where these bear directly on the effectiveness of a pro­
posed project. While it will always be difficult to decide where to draw the 
line both in terms of information and project conditionality, the Bank's 
credibility in China depends on maintaining the highest standards in our 
project work, as well as undertaking high quality economic and sector work. 
We will, therefore, continue to require thorough analysis and discussion of 
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in a reduction in the scope or number of projects. Therefore we do not feel 
that any change in the guideline on cost sharing is desirable at this time. 
The guideline would, however, need to be reviewed again if the domestic 
resource or IDA situations were to change significantly. 

Opportunities for Cofinancing 

71. Several projects have been cofinanced with multilateral or bilateral 
agencies and this will remain a feature of our assistance program. Official 
cofinancing will be used primarily for technical assistance, training and 
other software components, and although the dollar value of such assistance is 
likely to remain low it will be important in the overall process of technology 
transfer to China. We also intend to press for more cofinancing with export 
credit agencies. Large lines of export credits have been made available to 
China but until now the Government has preferred to rely on its own reserves 
to complete foreign exchange financing; this may change, however, with the 
recent decline in China's foreign reserves. Commercial bank cofinancing may 
also become attractive to China as it increases the overall size of its 
borrowing program and the possibility of using B-loans, particularly in the 
power, coal and industry sectors, will be explored. 

Coordination with the IMF 

72. Although not expected to make use of Fund resources in the immediate 
future, China could certainly benefit greatly from Fund expertise on a number 
of elements of the reform agenda including investment finance and the develop­
ment of instruments of indirect control. In a number of these areas the Fund 
has already organized training courses in China as well as inviting Chinese 
officials to participate in courses in Washington. The fund's current program 
includes advisory work on financial programming and monetary policy instru­
ments and a seminar on government finance statistics, both of which are 
scheduled to take place in early 1986. In addition, the People's Bank of 
China has recently expressed interest in receiving technical assistance from 
the Fund on external debt management and balance of payments analysis. The 
Fund and the Bank have maintained close working relations on China in part 
through frequent informal discussions as well as through joint missions (Bank 
staff participated in a Fund Article IV consultation mission and a Fund staff 
member participated in the most recent Bank economic mission). Such coopera­
tion and coordination will be even more important in the future as both insti­
tutions become increasingly involved in advising the Chinese government about 
the formulation and implementation of economic reforms. 

F. World Bank Program 

73. In order to translate the Bank's assistance strategy into a work 
program and ensure that the elements of Bank assistance are well integrated, 
it will be essential that the Bank work with the core agencies in China to 
develop a longer term planning horizon that includes an agreed package of 
sector and project identification work. At present, however, the planning 
horizon for Bank activities in China is still very short term, and the program 
outlined in the following paragraphs is, therefore, likely to be subject to 
substantial modification, particularly in the outer years. Substantial 
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carried out jointly with the economics department of Fudan university. An 
extension of the study to two other major cities and to an analysis of the 
changing patterns of transition of graduates from school to work is under 
consideration. 

78. Other sector and subsector studies, focusing both on institutional 
and other reform issues and on the investment requirements for structural 
change and growth, will be another major component of the ESW program. These 
studies will be critical in linking the Bank's economic and lending work and 
ensuring that individual projects help facilitate overall reform in China. In 
some sectors and subsectors such studies will be undertaken prior to any major 
lending involvement by the Bank. In agriculture for example a review of the 
prospects for and issues in livestock development will be undertaken prior to 
the preparation of any Bank supported livestock project; in transport an 
assessment of the potential for development of inland waterways and coastal 
shipping will precede discussions of possible water transport projects; and in 
industry a review of the telecommunications subsector will be used as the 
basis for determining whether there is a rationale for Bank lending. In other 
sectors and subsectors the Bank may already be involved in project lending but 
further sector work could help to broaden the scope and issues to be addressed 
by future projects. In energy, for example, there will be an analysis of the 
major strategic choices and interdependencies in coal utilization as well as 
an analysis of the issues and options in moving from administrative allocation 
of electric power to use of prices; in education, issues in the management and 
finance of higher education will be reviewed; and in health, there will be an 
analysis of future investment and policy choices in urban health with special 
emphasis on financial issues. 

79, A final but very important component of our ESW in China will be . 
more informal reports and seminars. There will be many situations in which 
direct contacts between Chinese and foreign experts, both inside and outside 
the Bank, and specific explanations of the experiences of different countries 
will be much more useful to China than formal World Bank reports. In such 
situations the Bank might be able to play an important role i n identifying and 
organizing individuals or teams of foreign experts to work with Chinese 
experts in setting out concrete options for the Government to consider. This 
type of assistance has already been provided at both the macro and sector 
levels. But more such requests can be expected. For example the System 
Reform' Commission recently asked the Bank to help organize a seminar on 
economic planning and management that was attended by a number of the world's 
most respected economists. Such seminars and informal reports can be financed 
in a variety of ways, including from future UNDP umbrella projects and IDA 
technical cooperation credits as well as from domestic resources. But consid­
erable staff time of Bank economists will also be required to help organize 
and manage such work. 

Lending Program 

80. An expanding lending program (see Table 4 and Attachment la) will 
provide the Bank with many new opportunities to help China gain better access 
to improved technologies and develop and implement new policies and institu­
tional arrangements. The broad sectoral focus of Bank lending will be main-
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82. Agriculture. Bank lending will focus on helping develop agricul-
tural institutions that are capable of providing the services that individual 
farmers require and of monitoring and stimulating appropriate changes in the 
pace and pattern of agricultural development. The shift from grant to loan 
finance and the increased autonomy of the rural banking system will be major 
aspects of change that the Bank will be supporting through a series of rural 
credit projects. These now involve lending to specific provinces and for 
specific activities but should gradually change to general lines of credit, 
provided in a context of ongoing improvement in the operations and financing 
of the Agricultural Bank of China and the rural credit cooperatives. Another 
dimension of Bank lending will be support for education, research, extension, 
planning and other service activities of bureaus in the ministries of 
agriculture, forestry and water resources. We also expect to be supporting 
integrated programs of assistance for specialized agricultural activities, 
including livestock, fisheries and certain crops, that need to grow at rates 
much above the growth rate of the sector as a whole and where the Bank could 
potentially play a useful role in technology transfer as well as institutional 
and policy change. Finally, the program will include support for irrigation 
and area development projects, particularly in poor areas and where there is a 
special need for an integrated approach to overcoming natural resource 
problems and stimulating agricultural development. 

83. Energy. Bank lending will be aimed at reducing energy consumption 
as well as expanding energy production and is expected to involve approxi­
mately one project per year in each of the major subsectors - coal, power and 
petroleum/gas. In the coal subsector we will continue to push for price 
increases as a means of energy conservation and will endeavor to analyze some 
of the major choices and interdependencies in coal utilization (following on 
from the proposed sector work in this area) as well as the environmental 
implications of increased coal use. We will also assist in transfer of 
improved technology for coal exploration, medium and large underground mining, 
open pit mining and coal washing. In the power subsector we will endeavor to 
assist China in moving from the present system of administrative allocation to 
one based primarily on prices as well as supporting transfer of modern 
technology, staff training and institution building, with emphasis on system 
planning and modern financial management. In the petroleum/gas subsector the 
rationale for Bank project involvement will lie in the identification, 
packaging and transfer of specialized technologies as well as in the 
strengthening of investment planning and management capabilities. In all 
three subsectors Bank involvement will be used as a catalyst for encouraging 
and facilitating involvement by foreign companies, and special emphasis will 
be placed on cofinancing to help meet the huge investment, including foreign 
exchange, requirements of the energy sector. 

84. Industry. A major focus of Bank lending in industry, as in agricul-
ture, will be on the strengthening of banks and other financial institutions 
concerned with provision of credit to state and collective enterprises. We 
hope to be able to broaden our institutional involvement to include the Indus­
trial and Commercial Bank of China and the People's Construction Bank of China 
as well as the China Investment Bank. In addition we expect that there will 
be a series of subsector projects concerned both with upgrading technology, 
including for energy conservation, and with changes in the overall organiza-
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emphasis in China; Bank experience in planning, executing, monitoring and 
evaluating of similar programs in other countries could be very beneficial. 
Third, support for teacher education takes on urgent priority in view of the 
Government's recent decision to universalize access to primary and lower 
secondary education. A fourth major element of Bank assistance will involve 
the development of institutional and financial mechanisms for basic education 
in poor rural areas, which are now faced with many of the same problems of 
declining enrollment ratios (especially for girls), inadequate finance mecha­
nisms and other problems that low income countries experience. Bank support 
for education is also expected to include assistance in improving domestic 
production capabilities for educational equipment and materials as well as 
support for the education and training systems of specific line ministries. 

88. Health. Bank lending in health will continue to focus on the policy 
and institutional changes required to address both the lingering problems of 
communicable diseases, particularly in poor rural areas, and the emerging 
problems of chronic diseases. This will involve further support for medical 
training and planning and management at different levels as well as assistance 
in reforming the systems for supplying and financing health services in both 
rural and urban areas. The second health project, for example, will include 
some assistance in the development of rural health insurance schemes. 

89. Technical Assistance. In addition to technical assistance compo­
nents 1n specific projects, we will continue to make use of technical assi­
stance credits as well as acting as executing agency for a second UNDP 
umbrella project. In addition, we intend to broaden the coverage of such 
projects to include policy advice and institution building as well as project 
preparation and implementation. We will also endeavor to use technical 
assistance projects and components of other projects to help strengthen the 
local consulting {ndustry in China. 

IFC 

90. In the very early stages of the relationship between China and the 
Bank, the Government expressed general interest in IFC operations as a 
catalyst for direct foreign investment. To assist Chinese enterprises to 
obtain a good understanding of joint-venture arrangements, IFC co-sponsored a 
seminar in 1983 with the China International Trust and Investment Corporation 
(CITIC) on this subject. IFC's staff has also participated in a number of 
seminars sponsored by the EDI. Many in China now recognize that IFC's role 
could go beyond foreign private capital mobilization to include assistance in 
such areas as selection of technology, evaluation of the manner and terms on 
which technology should be transferred to China, project structuring, and 
assessment of project viability. The Government has also approached IFC for 
technical assistance on the subject of foreign investment policies and its 
administration. Close cooperation and coordination between IFC and the Bank 
will be important in this area and in the overall review of the investment 
allocation system as well as in the development of IFC's own investment 
program in China. 

91. In June 1985, IFC made its first investment in China of 
US$17.02 million (consisting of a loan of US$1S.O million and an equity 
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Table 5. INTERNAL RESOURCE REQUIREMENTS 
(Staff-weeks) 

Actual Projected 
FY81 FY82 FY83 FY84 FY85 FY86 FY87 

China 
ESW 799 516 530 948 745 685 860 
Lending 353 1,114 959 1,648 1,735 1,940 1,942 
Supervision 15 172 277 619 640 716 
Resident mission 130 260 
Other 97 180 153 172 190 200 200 

Total SW 1,249 1,825 1,814 3,045 3,289 3,595 3,978 
Sw per Project 1,249 1,825 302 305 274 360 362 

Selected Com2arators 
Brazil - total Sw 3,023 3,233 2,920 3,109 3,217 

Sw per project 378 404 417 311 357 
India - total Sw 5,211 4,754 4,949 5,316 5,447 

Sw per project 372 432 330 313 419 
Indonesia - total Sw 4,290 3,944 3,543 3,509 4,086 

Sw per project 613 329 295 390 371 

Role of the Resident Mission 

95. The new resident mission in Beijing should greatly facilitate 
implementation of the Bank's large and growing work program in China. The 
functions of the mission will be: to represent the Bank in the field to all 
agencies of the Chinese Government and all external agencies stationed in 
China; to help strengthen and broaden the relationship between the Bank and 
China, especially in programming and policy dialogue; and to contribute to and 
facilitate all headquarters work on China. Of particular importance will be 
the mission's regular and informal contacts with core and l ine agencies which 
should greatly facilitate the linking of economic, sector and project work and 
the development of a better integrated program of Bank assistance. The 
mission will initially be staffed with six staff from headquarters and some 
local staff. The specific functions and the appropriate staffing of the 
mission will, however, be reviewed regularly, both within the Bank and with 
the Government, so that a clear division of responsibilities between field and 
headquarters staff can evolve over time. 
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DEFINt110NS Of SOCIAL INDICATORS 

Notes: Althouah the dalll are drawn from sou~ 1enerally judF(I the most authoritative and reliable. it should also be noted that they may not be inttrnationally 
comparable bec:luse of the lack of slllndardized definitions and concepu used by different countries in collcctin1 the data. The data arc. nonetheless. useful to 
describe orden of ma1nitude. indicate trends. and characterize tenain major dilfemiccs between countries. 

Tbc rcfemKC sroups ~re (I) the same c;ountry aroup of the subj«t country and (2) a country SJ'OU~ with somewhat higher average income than the country 
SJ'OUp of the subject country (cxc;cpt for MHigh Income Oil Exporters·· aroup where MMiddle Income North Africa and Middle East"' is chosen because 01 stronger 
socio-cultural affinities). In the reference 1roup data the averages are population weighted arithmetic means for each indicator and shown onl~· when majori ty 
of the countries in a 111'0~ has data for lh:11 indicator. Since the covera1e of countries among the indicaton depends on the availability of dalll and is not unifonn . 
caution must be exercised in relating averages of one indicator to another. These averagcs arc only useful in comparina the value of one indicator at a lime among 
the country and refercncr aroups. 

AREA (thousand sq .km.) 

Totlll--Total surface area comprising land area and inland waters; 
1960, 1970 and 1983 data. 

A1ric11lt1m,I-Estimate of agricultural area used temporarily or 
permanently for crops. pastures. market and kitchen gardens or to 
lie fallow, 1960, 1970 and 1982 data. 

GNP PER CAPITA (USS}--GNP per capita estimates at current 
market prices, calculated by same conversion method as World 
Bank Atlas (1981-83 basis); 1983 data. 

ENERGY CONSUMPTION PER CAPITA-Annual apparent 
consumption of commercial primary energy (coal and lignite. 
petroleum. natural gas and hydro- . nuclear and geothermal elec­
tricity) in kilograms of oil equivalent per capita : l 960. l 970, and 
1982 data. 

POPt;LATI0:'11 A!'iD VITAL STATISTICS 

Total Population, .\lid- }ear (thousands J-As of Ju ly I: l 960. l 970. 
and 1983 data . 

Urban Population (percent of total)-Ratio of urban to total 
population; d ifferent definitions of urban areas may affect compar­
abilit y of data among countries: l 960. 1970. and 198:l da ta . 

Population Projections 
Population in year 2000-The projectio n of po pulatio n fo r 2000. 
made fo r each economy sepa rate I~ . Start ing with info rmat io n on 
to ta l populat ion by age a nd sex . ferti li t> r.i tc:s. morca li t> ra tes. :.rnd 
international migration in the base year l 980. these pa ramete rs 
were projected at fi ve-year intervals on the basis of genera lized 
assumptions until the population became stationary. 

Stationarr population~ls one in which age- and sex-specific m o r­
tality rates have not changed over a long period. while age-specific 
fertility rates have simultaneo usly remained at replacement level 
(net reproduction rate= I ). In such a populat ion. the birth ra te is 
constant and equal to the death rate . the age structure is also 
constant, and the growth rate is zero . The stationary population 
size was estimated on the basis of the projected characteristics o f 

• the population in the yea r :?000. and the rate o f decline of fertilit y 
rate to replacement level. 

Population Momentum-ls the tendency for po pulation growth to 
continue beyond the time that replacement-level fertility has been 
achieved: that is. even after the nc:t reproducti on rate has reached 
unity. The momentum ofa po pulation in the year r is measured as 
a ratio of the ultimate stationary po pula tion to the po pula tion in 
the year t. given the assumption that fe rtility remain, a t replace­
ment level from year r onward. l 985 data . 

Population Density 
Per sq.km.- Mid-yea r popu lation per square kilometer ( I 00 hec­
tares ) of total area : 1960. l 970. and l 983 da ta . 

Per sq.km. agricultural /and-Computed as above fo r agricultural 
land only. 1960. 1970. and 1982 data . 

Population Age Structure (percent)-Children (0- 14 years) . work­
ing age ( 15-64 years), and retired (65 years and over) as percentage 
of mid-year population; 1960. 1970. and 198 3 data . 

Population Gro,.·th Rate ( percent )-total- -.-\ nnual grow th ra tes of 
total mid-year popula tion for 1950-60. l 960- 70. and 1970-83 . 

Population Growth Rate (percent)-urbart-Annual growth rates 
of urban population for l 950-60, l 960-70. and 1970-83 data . 

C,uu Birt/, Rate (per tl,ousand)-Number of live births in the year 
per thousand of mid-year population; 1960. 1970. and 1983 da ta . 

Cr.uu Death Rate (per tl,011sand)-Number of deaths in the year 
per thousand of mid-year population; 1960, 1970. and 1983 data . 

Grou Reproduction Ratr--Average number of daughters a woma n 
will bear in her normal reproductive period if she experiences 
present age-specific fertility rates; usually five-year averages ending 
in 1960. 1970, and 1983. 

Family Planning-:4cceptors, Annual (thousands)-Annua l num ­
ber of acceptors of birth-control devices under auspices of natio nal 
family planning program . 

Family Planning-Users (percent of married women) - The percen­
tage of married women of child-bearing age who are p rac tici ng o r 
whose husba nd s are practicing an y forrn of co ntracep tion . \1,'c1'.l1en 
of child-bearing age are genera lly wo men aged I ~-49. a lth0 ug'-. for 
some countries cont racept ive usage is measured for ot her ag·: 
groups. 

FOOD AND Nl:TRITIO~ 

lnde:r of Food Production Per Capita ( 1969-71 = 100)- [nde\ of pe 
capita annual prod uc ti on of all food commodi ties . Prod ucti o n 
excludes animal feed and seed for a griculture . FooJ co mmoJ!lie , 
inc lude primary comm odities (e .g. suga rcane inst ead o f suga r 1 

which a re edible and con ta in nu t~1ents t e. l! . co ffee :ind ce:. a re 
excluded ): they co mprise cerea ls . roo t crop s. pu l;c,. oil ,cccs. 
\·egetables. fr uit s. nut s. suga rcane a nd sug ;i r beets. !i , e, 10d .. :1r.~ 
li, ·cstock products . Aggregate p roducti,, r. L'i' each c<' -ir:,r:. i, '.·.,,,c•j 

o n n:itio na l ave rage producer price v.eig h ts: i % i -b~. l ':i'IJ . . inc 
l 98 2 da ta . 

Per Capita Supply of Calories (percent of requirements )-Comput ­
ed fro m calorie equi\·alent of ne t food supplies a \·:idab le in co·J nl;\ 
per capita per da y. Availa ble supplies comprise domestic pr0du..: ­
tion . imports less exports. and changes in stock . Net supplies 
exclude animal feed. seeds for use in agriculture . q ua ntities used in 
food processing. and losses in distribution . Rc:qu irements v.ere 
estimated by FAO based on ph ysio lo gical needs fo r no rmal ac ti , it: 
and hea lth conside ri ng environment a l cem perac ure. bod: weig hts. 
age and sex d is tri bu tion of po pulation. and allo wi ng ! 0 percen t fo r 
waste at househo ld level : 196 l. 1970 a nd 1982 da ta . 

Per Capita Supply of Protein (grams per day )-Prote in content o f 
per capita net supply o f food per day. Net suppl y of food is de fi ned 
as above. Req uirement s for a ll co untrie; establ ished b: L"SDA 
provide for minim um allowa nces o f 60 gr:i ms o f to t:il prote in pe~ 
da: and 20 grams o f ani mal and pulse protein. o f v. hic h I t1 g~:.irn, 
sho uld be animal pro tein . These sta ndards a re io v.e, tha n th0s~ c,r" 
75 grams of total protein a nd 23 grams o f ani ma l pro te in J , an 
average fo r the world. pro posed b: FAO ir. the Thi n: \\ N iJ Fo,,c 
Suppl y: 196 1. 1970 anti 1982 data . 

Per Capita Prouin Supply From Animal and Pulse-Prl'te11; surp i, 
of food derived from animals and pulses in gram s pe r da: . l 96 :-65. 
1970 and 1977 data . 

Child (ages 1-4) Death Rate (per thousandJ-~umber of dea ths of 
children aged 1-4 years per tho usand chi ld ren in the same age 
group in a given year. Fo r most developi ng co un tries da ta deri,·ed 
from life ta bles: l 960. 1970 and 1983 da ta . 

HEALTH 
Life Expectancy at Birth (years) -:-.; um ber of years a ne \, ho rn 
infant wo uld live 1f prevai ling patterns o f mo rtali ty fo r all peo ple 
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Population 1,019 ailliou (aid-1983) 
GNP per capita: $300 (1983) 

CHIMA - ECONOMIC INDICATORS 

AaoWlt - 1984 Annual 1rovth rate•(%) 
(million US$ at Actual Projected 

Indicator current pricu)~ 1980 1981 1982 1983 1984/a 1985 1986 1987 1988 1989 1990 1995 

NATIONAL ACCOUNTS /a 
Gro•• doaeetic product 281,260 6.6 4.9 7.8 9.6 14.0 10.4 6.8 6.8 6.8 6.8 6.8 6.6 

A&ricul ture 100,430 -1.7 6.4 11.2 9.0 13.9 6.0 4.9 4.9 4.9 4.9 4.9 4.8 
Induetry 125,010 12.3 2.3 7.3 11.4 16.6 14.0 7.7 7.7 7.7 7.7 7.7 7.3 
Service• 55,820 8.2 8.9 3.3 6 • .5 7.7 10.0 7.9 7.9 7.9 7.9 7.9 7.4 

Coneuaption 198,190 9.1 5.2 5.9 9.0 12.5 12.5 -8.9 7.4 7.4 7.4 7.1 6.7 
Gro•• inveet-nt 83,100 1.3 -1.8 10.9 15.2 20.7 ll.O 2.3 4.8 4.8 5.1 5.7 6.7 
Export• of GMFS /a 26,720 17.8 16.7 0.6 9 • .5 13.0 3.0 8.9 8.8 8.8 8.8 8.8 7.4 
Iaporta of GMFS Ta 26,750 16. l -6,7 -5,7 28. l 2.5.9 22.5 7.1 5.8 5.9 6.0 6.2 7.8 

Grose national savings 85,870 -0.2 3.6 17.0 12.0 17 .o 5.7 1.8 5.1 5.1 5.6 6.2 6.6 

PRICES 
~deflator (1980 • 100) 100.0 101.8 101.7 102.9 107.6 113. l 118,7 124.7 131.0 137.5 144.4 184. 2 

Exchange rate (Yuan/US$) 1.50 1. 70 1.89 1. 98 2.32 2.84 2.84 2,84 2,84 2.84 2.84 2.84 

Share of GDP at market price•(%) Average annual increaee (%) 
(at current 2ricee) (at conetant 1981 prices) 

illQ. 1970 .!ill. .!.lli. 1985 1990 1960-70 .illQ:ll 1975-80 1980-84 1984-89 1989-94 

Gro•• d~etic product~ 100.0 100.0 100.0 100.0 100.0 100.0 6.1 5,2 6.6 9.0 7.3 
Agriculture 23.0 35.0 32.8 32.0 34.2 31.3 6.7 3.4 3.3 10.1 5.0 
Industry 48.0 41.0 45.8 48.0 47.9 49.9 7.8 7.5 9.9 9.4 8.6 
Service• 29.0 24.0 21,4 20.0 17.9 18.8 3.4 4.5 5.4 6.6 8.2 

Consumption 62.4 70.8 69.l 71.3 66. 7 · 69.3 6.1 4.7 6.4 8.1 8.4 
Gross investment 37.8 29.2 31.l 30.0 34.4 30.9 9.5 6.9 9.7 11.3 5.1 
Exports of GMFS 4.8 2.8 5.3 7.1 7.7 8.5 -1.5 10.8 5.7 12.3 8.0 
Importa of GMFS 5.0 2.7 5.5 8.4 8.8 8.6 1.2 13.9 13.0 12.2 8.4 

Gro•• national savings 37.7 29.2 30.9 28.9 33.6 30.7 9.1 6,. 7 7.2 14.0 4.8 

As % of GDP 
lill .ill£ 1980 .!.2ll 1984 

PUBLIC FINANCE 
Currant revenue• 28.7 29.6 30.6 27.8 26. 7 
Current expenditure• 15.l 29.0 34.0 29.4 28.3 
Surplu• (+) or deficit (-) +13.6 +o.6 -3.4 -1.6 -1.6 
Capital expenditure 13.7 13.3 11.0 7.8 7.3 
Foreign financing 0~7 n.a. 0.5 0.2 0.3 

~ 1970-75 1975-80 1980-84 1984-89 .!lli::2.i 
OTHER. IND I CATOR.S 

GNP growth rate (%) 6.1 5.1 6.4 9.2 7.2 6.6 
GNP per capita growth rate ( %) 3.5 2.9 5.2 7.9 6.1 5.5 
Energy cons..aption growth rate (%) -0.3 . 9.2 5.8 4.1 5.3 4.8 

ICOR 3.3 4.7 5.1 3.8 4.0 4.6 
Marginal saving• rate 0.4 0.4 0.3 0.3 0.2 0.3 
Import elaeticity 0.2 2.7 2.0 1.4 1.1 1.2 

~ Data for 1981 and 1982 are from different sources; data for 1982 exclude re-exports. 

East Asi3 and Pacific Regional Office 
September 30, 1985 

6.6 
4.8 
7.4 
7.5 

6.8 
6.1 
7.7 
7.4 

6.2 
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CRIMA - BALANCE or PAYMENTS, !XTEIUIAL CAPITAL AND DEBT 
(Million• of US$ at current pricee) 

Indicator 

BALANCE OP PAYMENTS 
Export• of good• and nonfactor aervicee 

Of which: Marchandiee t,o,b, /a 
Illlporte of good• and nonfactor aervicea 

Of which: Merchandise t.o,b, /a 
Net factor incoae froa abroad -
Net tranefera 
Current account balance 

Private direct inveatment (net) 
Official grant aid (net) 
MLT loans (net) 

Disbursements 
Amortization 

Other capital / b 
Chana• in reaervea 

("-" indicating increaae) 

Intern&tional reaervea 
Of which: Gold / c 

Reaerves aa month•<>f import• 

EXTERNAL CAPITAL AND DEBT /d 
Groaa disbura ... nt 

Official grant• (net) 
Conceaaional loans 

DAC 
IDA 
Other 

Nonconceaaional loan• 
Official export credit• 
IBID 
Other multilateral 
Private 

!li:ternal debt 
Debt outstanding and disbursed 

Official 
Private 

Ondisbursed debt 

Debt aervice 
Total aervice pay.ants 

Intereat 
Peymenta aa % of export• 

Average intereat rate of new loans(%) 

Average maturity of nev loans (years) 

1978 

10,370 
9,607 

11,668 
10,745 

-8 
597 

-709 

549 
549 

-628 

788 

6,677 
5,120 

6,2 

549 

549 
149 

400 

549 
149 
400 
167 

46 
46 

0.4 

1979 

14,983 
13,658 
17,759 
16,212 

-77 
656 

-2,197 

3,815 
3,895 

80 
-1,021 

-597 

7,274 
5,120 

4.5 

3,895 

3,895 
300 

3,595 

4,364 
449 

3,915 
422 

399 
319 
2.7 

1980 

20,324 
18,492 
24,058 
22,049 

-117 
640 

-3,211 

57 
21 

1,069 
1,670 

601 
2,455 

-391 

7,665 
5,120 

3.5 

1,691 
21 

1,670 
139 

1,531 

5,433 
588 

4,845 
1,432 

1,213 
612 
6.3 

Actual 
1981 1982 

24,423 
22,027 
23,446 
21,047 

-200 
464 

1,241 

265 
156 
310 

1,659 
1,348 

-47 

-1, 925 

9,590 
5,120 

4.8 

1,815 
156 
407 

407 
1,252 

681 

571 

5,261 
1,676 
3,585 
1,688 

2, 170/e 
821-
9.0 

23,637 
21,125 
18,900 
16,876 

452 
530 

5,719 

430 
-44 
301 

2,481 
2,180 
-115 

-6,291 

15,881 
5,120 

10, l 

2,437 
-44 
255 
223 

l 
31 

2,226 
667 

1,559 

5,562 
2,556 
3,006 
1,446 

2,821/ e 
641-

11.4 

1983 

23,186 
20,707 
20,711 
18,717 

1,253 
436 

4,164 

636 
15 

927 
1,600 

673 
-1,672 

-4,130 

20 , 011 
5,120 

11. 7 

1,675 
75 

326 
242 

67 
17 

1,274 
573 

4 

· 697 

6,397 
3,287 
3,110 
2,008 

1,210/• 
537-
4.9 

1984 

26,716 
23,905 
26,748 
23,890 

1,620 
304 

1,892 

1,100 
137 

-145 
718 
863 

-2,889 

-95 

20,106 
5,120 

9.1 

855 
137 
192 
118 

51 
17 

526 
350 
110 

66 

6,340 
3,890 
2,450 
2,510 

1,440 
580 
5.0 

5.0 

29.0 

At tachaent Jc 

Projected 
1985 1990 1995 

26,840 
23,900 
32,320 
29,180 

1,140 
300 

-4,040 

1,210 
140 

0 
950 
950 
-10 

2,700 

17,400 
5,120 

6.5 

1,090 
140 
350 
200 
140 

10 
600 
280 
275 

45 

6,340 
4,620 
1, 720 
3, 420 

1, 490 
540 
5.2 

5.8 

26. 2 

58,590 
52,130 
63,180 
56,950 

-850 
300 

-5, 140 

1,950 
140 

4, 450 
6,390 
1,940 

-1, 400 

23,500 
5,120 

4.2 

6,530 
140 
700 
280 
420 

0 
5,690 

440 
1,180 

4, 070 

29,440 
10,620 
18,820 
7,660 

3,9 10 
1, 980 

6.4 

a.a 

15. l 

109, 700 
97,600 

114,600 
104, 000 
-3, 600 

300 
- 8,200 

2, 500 
140 

7, 880 
13, 080 
5, 200 

-20 

-2,300 

33,610 
S, 100 

3. 2 

13,220 
140 
780 
280 
500 

0 
12,300 

480 
2, 280 

9,540 

58,970 
21, 180 
37, 790 
10,760 

9,130 
3, 950 

8.1 

8 . 4 

12 . 7 

~ Data for 1978-81 are not comparable vith those of 1982-85 because of a difference in their sources. 'Ibe l atter exclude re-
exporta, 

/b Include• net uae of IM}' credit and net flov of short-term capital. 
7c Valued at 05$402/troy ounce. 
7d Excludes short-term loan• (one year or leas). 
Te Includu prepayments, 

East Aaia and Pacific Regional Offi ce 
September 30, 1985 
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Economic and Sector Work ~rogram by. Task, FY85-87 

Task/aim and coverage 

REGIONALLY MANAGED 
ECONOMIC REPORTS 

Investment Allocation and Finance 
Analysis of existing investment finance system, recom­
mendations for improving incentives and efficiency of 
existing system, and analysis of options for system 
reform. 

Issues and Options 
Review of options and issues 1985-2000: employment 
of h11111&n resources; savings and investment; location 
of activities; structural and technological change; 
external economic relations. 

~ 
Review of recent trends, 7th FY Plan (1986-90) and 
foreign trade and investment issues • . 

Gansu Provincial Study 
In-depth study of Gansu province. Aimed at improving 
our understanding of poverty and problems of regional 
development and identifying possible projects for Rank 
lending. 

• 
Enterprise Guidance 

Research study involving: review of management system 
of state enterprises; relations between state and 
enterprises. Focus on incentive system and distribu­
tion and marketing. 

Special F.conomic Study 
Study of economic reform, in particular, problems of 
transition and implementationland lessons of interna­
tional experience, will be undertaken in collaboration 
with EMENA and Cl'D. 

Structural Change 
Comparative and historical analysis of Chinese economic 
structure and macroeconomic modeling. 'l'his study is 
part of collaborative research with China. 

Collective F.nterprises 
Study of rural and small urban collectives, focuRing 
on relationships with state enterprises, incentive sys­
tems, marketing and distribution. 

Issues in Public Finance 
Relations between central and provincial governments; 
implications for public finance of reform of enterprise 
management and foreign trade; and other issues. 

Subtotal Staffweeks - Economic Reports (ERA) 

Man. div. 

17360 

17360 

1·7360 

17360 

17360 

17360 

17360 

17360 

17360 

Total staffweeks 
FY85 FY86 

(Actual) (Pro­
jected) 

2 75 

229 0 

0 10 

56 100 

75 35 

5 15 

18 0 

0 20 

0 0 

255 

required 
FY87 
(Pro­

jected ) 

25 

0 

110 

0 

0 

0 

0 

70 

50 

255 
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Task/aim and coverage 

EIS/OPS-MANAGED 
SECTOR REPORTS ( SRA) 

Energy Sector 

-47-

Beview of long-tet'lll. issues and options emphasizing 
supply and demand trends and policy options; conducted 
within framework of 1984 Economic Mission; annex to 
economic mission report. 

Regional Cement 
Study of Shanghai/Jiangsu/Anhui region; to assess cur­
rent capabilities and efficiencies of cement plants in 
operational, financial and economic terms; to identify 
major subsector issues; etc. 

Phosphate Development 
Study of major alternatives for phosphate mining, 
processing and transport. 

Industrial Study 
Study of selected industries, possibly chemicals, 
refineries, nonferrous or capital goods; wi.,11 include 
analysis of the impact of pricing, tax and trade policy 
on subsectors. 

Rural Health Issues 
Collaborative activity with the National Center for 
Preventive Medicine in China aimed at developing 
methodology for surveying and analyzing health and 
nutrition conditions in poor rural areas. 

Urban Health Services 
Analysis of future investment and policy choices in 
urban health with special emphasis on financial issues. 

Subtotal EIS-Managed Staffweeks 

!OTAL STAFFWEEKS - CHINA 

Man. div. 

!GY 

35330 

35310 

35320 

30620 

30620 

Attachment 4 
Page 3 

Total staffweeks 
FY85 FY86 

(Actual) (Pro­
jected) 

62 

25 

0 

0 

20 

0 

107 

745 

0 

0 

15 

0 

15 

0 

30 

685 

required 
FY87 
(Pro­

jected) 

0 

0 

40 

50 

0 

40 

130 

860 
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Postscript 

99. ~his paper was revi~wed at a meeting chaired by Mr. Clausen on 
February 12, 1982. The meeting noted that substantial progress has 
alr~ady been made in developing the Bank Group's relations and programs 
with China. China has absorptive capacity for sizeable IBRD borrowing and 
the effective limits to the level of IBRD lending to China in the long run 
derive from Bank portfclio considerations. With respect to IDA, however, 
severe constraints on IDA availability make it necessary not to raise the 
expectations of the Government unduly. 

100. 

(a) 

(b) 

(c) 

(d) 

(e) 

It ~as agreed that: 

the Region could proceed generally along the lines proposed in 
the CPP; 

the lending program for FY82-86 would be set at $4695 million; 

total lending would be held to $1500 million in each of FY85 
and FY86 ~s a planning figure pending clarification of IDA-7 
araounts rnd allocations; 

che possibility of restoring China's IDA allocation in the IDA-6 
perind to $400 million would be disrussed further between the 
Senior Vice President, Operations and the Region; and 

the proposal to create a special fund for China not be pursued 
and the establishment of a consultative group for China would be 
premature. 

101. A revised lending program is attached. The next CPP review will be 
held in about a year. 

Attachment 

East Asia & Pacific Region 
March 4, 1982 
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Attaclmant 1 
"Population: 977 111lllon (a1d•l9IIO) r.,. l of r 
CNP capita; $290 (1980) 
Ar 9 , S97,000 oq ka 
Lt rate: 66.0% (1979) 

CHINA: ACTUAL AN!) PROPOSED PROCRAM OP L!Nl)INC OPERATIONS TRROUCR nll7 
($ 111litoo~ 

I Curro11tl Total Total Total Total Reaerve 
PY81 I FT82 I .FT83 "84 FT8S FT86 FT87 PY72-76 PY77-8l PY82.:.86 PY83-87 project& 

I I 

AC!HC1J!..Y-: R:: I I l,lSS.O 
State F<'l t'"'!'ns I ( 'le !longjlang) IBRD I 1 110.0 (IO) 
State ... .,r.tis II IBRD I 200.0 
Inte ~r"'ltec.' Rur-'11 ne.velopaaent I IDA I 150.0 
'S'rJrth Cilna Plaln I IDA I 50.0 
~Orth r:~1n .. ~lr\1n 11 IDA I 100.0 
R1.1!'a.l i:recli.t t IBRD I 100.0 
Rural Credit II IBRD/IDA I 100/100 
Ert•JCAt l"" ?nd ,e~~arch I IDA I 7S,O* 
£ducatlnn/iese1rcl1/Extenalon II IDA I 1SO.OI' 
Tr..,olr.ai.. Tree Crops I ( Rubber) InA I lSO,O* 
Troi:-lca\ Tree Crop• II IDA I 150.0• 

I 

!~?.C:Y I 1,ass.o 
Coal t (l.i1:1n/ J l ncheng) IBRD I 20S.O (ll) 

Co:il ti ( JuuJ3 r o r Yuanbao1han) IBRD I 200.0 
Coal III I8RD I 250.0 
Petrnl<!tr.:i I (C•aqlng) IBRD I 150.0 
?etrole•.1n I I ( Jongpu I) I8RD I 100.0 
Petr v l e: •.Jm It! (Onnr,pu II) IBRD I 150.0 
Petrote,.1.-:1 IV ( Of fshore or Qaldaa) lBRD I 100.0" 
vo..,er I (tubu ?. e Hydro) IBRD I 150.0* 
~o...,er I I (Tlanc.hen~qao Hydro) IBRD I 200.0 
Po'""~r Ill (Shut<ou Hydro) IBRD I 150.0" 
Power I;,,· ( Ince rconnect lon/Shuoxian) I8RD I ?00.0 

I 

HU'/~ n~·:~Li1P!-1F:~;T I 1,200.0 .. 
': ton I ( l" n.1ve rslty Dev. I) IBRO/ IDA 100/1001 (6) I 

• 'lO IT (;\' Un!v . /Rasic College•) IBRD/IDA I 75/75" I 
r,n I I [ r •.:ntverstty Dev. 11) lr'A I 300.0 I 

L~n 1: (ie ch./Voc. Tra~nlng) ICA I 300.0 l 
F..<11.1- ... at ir,n V IDA I 200.0• I 

I I 
Health ( F.duca t 1 on/Rura 1) IDA I 100.0 I 
Health ('.later Supply) IDA I 150.0 I. 

I I 

I~'Dl!SHY 1,200.0 I 
~ lnvestmer\t Bank I IBRD 100.0 (6) I 

Chlna tnveetni.ent Rank II tBRD/104 l('()/100* I 
China Inve11taent Bank III URD 350.0* I 

I 
Ene r gy Effl c. lency/Modernizatloa I iBRD · 150.0• I 
Enenw Ef ficiency/~odernizatloa II !BRO 200.0 I 
Subsectoc I I8RD 200.0• I 

' . I 

I · 
TRA.'<SPOU 1,150.0 I 
IWT'"""r (Shanxl) IBRD U!).O (7) I 

!!all II (Henan-~handoag) IBRD 200.0 I 
Rall It I (Yunnan-Hunan) IBRD 150.0 I 
Ports I (Th ree Porta) DRD 135.0 I 
Ports II (Yangtze) I!RD 100.0 I 
Ports I II IBRD 100.0• I 
Major Corridor• IBRD 200.0 I 
Unidentified IBRD 2~(1.0 I 

I 

L'!SD!NG PRO';RAH I8RD 100.0 13S.O 430.0 f'.IJO.O 8SO.O 850 . 1) l,6no . o 100.0 3,19S.0 4,6.6Q.O I . 
IDA 100.0 50.0 75 . 0 15 . 0 650.0 650.0 6~0.0 100.0 1.soo.o 2,100·.o I · 
Total 200.0 lR S, 0 505.0 1,005.0 l, 500.0 1,500.0 2,2sn .o 200 .0 4,615.0 . 6,760.0 I 
Nu1nber -l- -2- -5- --7- --8- -. --9- __ l_l_ -1- --31 __ 4_() _ 

I 
( Of Yhlch IDA) (1) (l) (-) (3) (3) (4) (-) (8) (l l) I 

I 
Lending prograa lo coa1taot P't8l I 

coOIIL1bleot $ 200.0 172. 7 442.6 829.2 1,166.4 1,100.5 1,557.1 200.0 3,711.4 5,09'5,8 · I · , . 
Co-.! t:>ent deflator (FT81•100) 100.0 107 .1 114.l 121,2 128,6 136 . 3 144.5 I 

I 
Standby projecu IlllD 225.0 250.J 350.0 550.0 I 

IDA 75,0 75.0 250.0 !50.0 3SO.O 'I .... , .... , 
TOTAL 7S.O 300,0 soo.o 500.0 900.0 I 
Nuaber l 2 3 4 4 I 

I 

• . •'1 pro Jecu. 

1!:aot .... 1. and Poctflc Regional Otftce 
FebruarJ 17, 1982 
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