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Figure 3: Household Consumption, Investment, and Net Export (1978-2007) 
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Notes: 
1. GDP is calculated by the expenditure approach. 
2. Inventory is included in investment.  
Sources: NBS (2008), China Statistical Yearbook 2008, National Bureau of Statistics, and the authors’ calculations. 

Given the current system of foreign exchange in PRC, nearly all trade surpluses, foreign 
direct investment inflows, and remittances from abroad should be exchanged into yuan 
(CNY) at the banks. Therefore, the central bank needs to issue a corresponding amount of 
CNY to absorb foreign currency inflows that are thereby transformed into foreign exchange 
reserves. This increased liquidity, especially the liquidity resulting from international trade 
surpluses, was one of the reasons for both the high inflation and capital markets bubble, 
before the PRC economy was shocked by the crisis in the fall of 2008.  

In addition, large income inequality also mirrors the development pattern of the PRC 
economy which is highly reliant on low labor costs. The low labor costs in the PRC labor 
market can be accounted by three reasons. The first is the large-scale influx of rural labor 
into cities since the mid-1990s. This urbanization process met the needs of globalization and 
the reallocation of labor-intensive industries from developed economies to PRC. Though 
rural-urban migration restrictions were loosened in the mid-1980s, actual large-scale rural-to-
urban migration emerged only in mid-1990s. Throughout 1994 to 2004, the rise in wages of 
migrant workers was quite limited.4 Secondly, massive numbers of redundant workers were 
laid off from state-owned-enterprises (SOE) as a result of labor market reform during 1996 
and 2000. This has led to more severe competition in the labor market, and thus imposed 
downward pressure on wages. Finally, low labor costs are also a result of inadequate 
protection of labor, especially for migrant workers and laid-off workers from SOEs. Many 
workers did not have contracts with employers in the private sector, so they did not receive 
social security, and so the labor costs of production were lowered. Fiscal decentralization 
and yardstick competition between local governments are primarily responsible for the poor 
labor protection, because local governments concentrate on economic growth, through 
attracting both domestic and foreign investment, while the interests of labor are overlooked. 
Therefore, when the forces of urbanization meets globalization in the PRC, labor’s market 
power is weakened, because capital can move easily across countries and regions, while 
the supply of labor is sufficient and labor mobility is less free than capital. This is the basic 

                                                 
4 This is consistent with the theory of dual economy (Lewis 1954), which predicts that a developing economy 

experiencing urbanization and industrialization has a phase of “unlimited labor supply” with limited wage 
growth. 
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