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Abstract  With the enormous development of China’s economy, we 
re-implement the proactive fiscal policy not only to response to the global 
financial crisis, but also to take advantage of the opportunity to resolve the 
institutional constraints, transform China’s economic growth pattern, keep 
stability and promote the sustainable growth of the economy. So the goal of fiscal 
policy should weigh easing the economic crisis against long-term stability and 
the development of economy. The past experiences of fiscal policy practices in 
China indicate that the traditional simple counter-cyclical fiscal policy may be 
able to pull the economy out of recession, but it has little effect on automatic 
recovery of the economy. Therefore, the fiscal policies need to hang on the entire 
reform process and the whole economic structure adjustment. This paper firstly 
reveals the root of “double imbalances” and institutional constraints, then 
analyzes the paradox between such constraints, and discusses the space of 
positive fiscal policy. 
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1  Introduction 

In November 2008, China’s macro-economic policies experienced dramatic 
adjustments in response to the economic turmoil. The government introduced ten 
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measures to boost domestic demand. The 2008 Central Economic Work 
Conference made it clear that priorities should be given to maintain stable and 
relatively fast economic growth in future, which will be achieved through 
expanding domestic demand, restructuring the economy, transforming the growth 
pattern and ultimately targeting on improvement on people’s living standard. The 
current proactive fiscal policy aims to provide stamina to economic development, 
and reflects the principle of discretionary approaches. China’s GDP has 
substantially increased over the past three decades, and the core issue becomes 
how to transform the economy and to sustain this growth. So the purpose of the 
proactive fiscal policy should not only be set to fight against the crisis, but more 
importantly, to use this opportunity to resolve the long-term institutional 
constraints. 

In the process of economy transition, Chinese economy is affected both by 
general conflicts of market economy and by specific conflicts during transition. 
Under this background, the fiscal policy should undertake two missions—First, 
as major means of policy option to promote economic transformation, it must 
evolve continuously in accordance with new institutions and economic 
fluctuations; Second, as an important component of the economy transition per 
se, it needs to be reformed timely to keep pace with the entire system. In addition 
to the persistent internal imbalance, the external imbalance caused by 2008 
global economic crisis has profoundly reshaped the economic environment faced 
by China and increased difficulties of macro-control. Under this background, 
China’s fiscal policy faces double objectives: external adjustment under the 
condition of the market of non-equilibrium state in the short-term and correction 
under the institutional constraints on the internal non-equilibrium state in the 
long-term. The internal logic of the proactive fiscal policy is to resolve the 
short-term strikes caused by the economic crisis and to find space among 
long-term objectives, such as economic growth, economic restructuring and so 
on. In the presence of institutional constraints, the simple counter-cyclical 
adjustment may be able to pull the economy out of recession, but cannot restore 
the automatic growth of the economy. In order to balance the short-term stability 
and long-term development, the proactive fiscal policy is inevitably face twin 
objectives: to rectify the short-term external disequilibrium caused by the market 
economy, as well as to amend the long-term institutional constraints. So the logic 
underneath the new fiscal policy is to restructure Chinese economy, transform its 
growth pattern, and resolve the economic crisis. 

The paper is organized as follows. Section 2 defines the nature of internal and 
external imbalances and clarifies the principle of fiscal policy under these 
conditions. Section 3 analyzes the balance between short-term target and 
long-term goal of China’s fiscal policy from the perspective of transitional 
economics. In Section 4, difficulties of the fiscal policy within the current 
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institutional constraints are addressed. Finally, the policy implications are to be 
discussed. 

2  The Principle of Fiscal Policy under the Conditions of 
External and Internal Economic Imbalances 

The so-called economic equilibrium is a stable-state where the economic system 
exists. The opposite concept, economic disequilibrium, simply refers to the 
unstable state. Joining the WTO is a significant signal of the accelerating process 
of China’s integration into the global economy. The foreign trade becomes a 
driving force of its growth as China’s dependence on foreign trade has increased 
sharply. At the same time, the main conflicts in China’s domestic economy 
switched from shortage to structural imbalance—the consumption level cannot 
adapt to the requirements of the market although the basic framework of market 
has been established. The facts have been proved that the external imbalance is 
rooted in internal imbalance and the huge trade surplus is just a reflection of 
excess domestic production capacity, which, coupled with large capital inflows, 
leads to a rapid increase in foreign reserves and imbalance of international 
revenue and expenditure. Consequently, during the economic crisis when the 
foreign demand declines drastically, the domestic output will drop sharply. In the 
presence of persistent institutional constraints on consumption, the gap between 
domestic output and aggregate demand cannot be instantaneously absorbed by 
domestic demand. Since the external and internal imbalances are inherently 
different, the tools used to resolve these two imbalances conflict with each other 
and we must look for space for fiscal adjustment and design the policy carefully. 
 
2.1  The Nature of External Imbalances: The Declining of the Market Demand 
Caused by the Economic Crisis 
 
China’s economy has integrated increasingly well as a part of the global economy. 
In some sense, the existing high debt and trade deficit of the United States are 
coincidently correlated with the large foreign exchange reserves and trade 
surplus of China. Since the situations of China and United States are 
complementary to each other, on one hand, the complementary relation maintains 
the operation of both systems; on the other hand, China has inevitably borne a lot 
financial bubbles. The crisis resulted in insufficient foreign demand, thus we 
must consider the nature of economic crisis when dealing with the economic 
crisis. 

Marx made a comment on capitalist economic crisis. He believes that virtual 
capital and excessive credit are the foundation and prerequisite of crisis. Virtual 
capital, as Marx argues, is the product of credit system and currency 



Institutional Constraints, Double Imbalances and Policy Option  643 

capitalization. When virtual capital deviates from real economy and gets trapped 
in a cycle by itself, the conflicts between the real money and credit money, and 
that between the real capital and virtual capital become apparent. The conflicts 
between the real value of virtual capital and market value as well as the credit 
value of the currency have accumulated, leading to a forced consolidation—the 
monetary and financial crisis. The over-expansion of virtual capital markets and 
the excessive growth of bank credit, i.e., the excess development of the financial 
system, all put the financial health at stake. Once the stock market capital 
suspends and bank credits are tightened, and the financial speculators or financial 
institutions bankrupt, financial crisis will ignite. 

Marx also points out that the capitalist countries not only make use of credit 
and virtual capital in the domestic market, but also use them to break the 
limitation of production overseas. Such credit can lead to the expansion of 
exports and imports, as well as excess production all over the world. 

The capitalist trade and international market are both built on the credit system, 
and the expansion of commodity and debt must be carried out by money. 
Therefore, each country has a possibility of financial crisis. When one country 
becomes trapped in crisis, it will be followed by countries under similar 
conditions. “With regard to imports and exports, it should be noted, all countries 
will be involved in crisis.” “Each country has both excess export (that is, 
overproduction) and excess imports (that is, the trade surplus) … credit 
over-expand in each country. Then all countries will collapse in the same way. ” 

According to Marx’s theory on the nature of economic crisis, the sub-prime 
mortgage crisis would inevitably have taken place. At the beginning of 2001, the 
US government stimulated the economy by promoting real estate consumption. 
Between 2000 and 2003, 700 million US dollars were invested. The central bank 
lowered the key interests from 6.5% in 2001 to less than 1% in 2003. A 
substantial part of the credits issued to households was used for real estate 
acquisition. As a consequence of the continuous demand in real estates market, 
the prices continued to rise. Due to this economic stimulus package in early 
2000s, other household consumptions were also financed by low cost credit. 
After a booming in the first half of this decade, the US housing activities have 
reduced sharply. Single-family building permits have plunged 52 percent and 
existing-home sales have declined 30 percent since the peak in September 2005. 
The mortgage interest rates started to rise in the summer of 2005, which 
contributed to the housing market’s initial weakness. By late 2006, though, some 
signs pointed to renewed stability, they are proved to be short-lived as 
loan-quality problems sparked a tightening of credit standards on mortgages, 
particularly for newer and riskier products. As lenders cut back, housing activity 
began to falter again in spring 2007, accompanied by additional rises in 
delinquencies and foreclosures. In summer 2008, financial-market turmoil 
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prompted further toughening of mortgage credit standards. The world’s most 
romantic mortgage loan system makes the Americans deficit spending, and helps 
the low-income residents live in the big house, which creates a glorious decade 
of the US economy and huge potential crisis. The over-expansion of virtual 
capital markets and the excessive growth of bank credit eventually led to the 
outbreak of the crisis. In essence, the crisis is the outcome of long-term 
low-saving, high-consumption development mode. In recent years, as the 
increase rate of the disposable income of Chinese urban residents has kept being 
lower than the level of investment, the purchasing power of residents has shrunk 
in relation to the productive capacity. As it is difficult to digest the continuing 
expansion of production capacity in the domestic market, the excessive part has 
to be released through the expansion of exports. When this releasing ways is 
blocked, declination of demand caused by the economic crisis would become the 
essence of external imbalances in China. 

Comparing the economic development mode of China and the United States, 
we find that both countries are in some kind of imbalance, but complementary to 
each other. The United States maintains the over-consumption via the dot-com 
and the real estate bubble and China maintains the over-production via exports 
and investment, which form an international trade cycle. But the sub-prime 
mortgage crisis broke the cycle, the collapse of fictitious economy makes the 
American loses purchasing power, and China lose the external market as well. 
When the huge gap cannot be made up by other markets, the external imbalances 
would inevitably emerge. Therefore, the cycle built on the basis of structural 
disequilibrium is unstable and unsustainable. The recovery and re-bound of 
economy calls for structural adjustment. 
 
2.2  The Nature of Internal Imbalances: The Structural Imbalance Constrained 
by Institutions in Economic Transition 
 
Different from cyclical market imbalance, the essence of internal economic 
imbalances in China is institutional imbalance. Constrained by institutions in 
economic transition, structural imbalance becomes the direct constraints upon the 
market mechanism, which set a new function of public finance, that is, to change 
the domestic demand structure and reduce the dependence on foreign demand, 
and to drive the long-term sustainable development of the economy. 

The essence of persistent internal imbalance in the economy is a result of the 
peculiar state during transition. The disequilibrium of economic transition means 
the economic and social system in the state of disequilibrium caused by the 
mismatch between institutional transition and economic transition. The 
disequilibrium of economic transition is evident at all levels of the economy, so 
the correction of internal disequilibrium is subjected to the accomplishment of 



Institutional Constraints, Double Imbalances and Policy Option  645 

economic transition. 
As the marketization deepens, the state of the economy changed from being 

resource-constrained to demand-constrained, and from shortage to surplus, which 
is a gradual process. Accordingly, the route selection, implementation steps and 
the enhancement of market efficiency must be led by government. During the 
process, the conflicts of economy not only include the general conflicts arising in 
market mechanism, but also include the special conflicts rising in economy 
transition, and the latter may be more profound. Therefore, the structural 
imbalance subject to institutional constraints is the essence of internal imbalance. 

First, the imbalance of marketization and market inefficiency in the gradual 
reform process makes the initial market mechanism weak and inefficient. 
According to the level of marketization, we can find the order of marketization 
within the product markets: the efficiency of the agricultural sector is higher than 
that of the industrial sector; the efficiency of the industrial sector is higher than 
that of the service sector. The order of marketization within factor markets is as 
follows: The efficiency of the labor market is higher than that of the land market; 
the efficiency of land market is higher than that of the capital market. Overall, 
the efficiency of the product market is higher than that of the factor market. 
These imbalances mean that the ultimate consumption will first take on the 
characteristics of buyer’s market, and then factor transaction and supply 
adjustment will be in a situation of incomplete feedback and inefficiency because 
of the difference of marketization efficiency. Structural conflicts in the 
institutional system determine the prevalence of structural imbalance in 
economy. 

Secondly, the subsequent arrangements for the transition make the equilibrium 
output, where the supply and demand meet, below the full employment level. As 
reform comes into the crucial stage, risks increase, and the public’s insecurity 
and expected expenditures rise. Such expectation on institutional change would 
more or less suppress consumer demand. The mid-1990s is a critical turning 
point of the reform. Before that, the main objective of government was to 
decentralize the power and interests which used to be under centralized control 
during planned economy. With the being—breakthrough of traditional power 
allocation, relevant benefits and rights were decomposed to more groups. The 
economy at micro-levels became more vital, which provided persistent driving 
force for economic growth and structural transformation. After mid 1990s, the 
government’s main objective switched to the decentralization of various 
responsibilities under planned economy and clearing the way for market 
mechanism. Such decentralization means adjustments of interests among 
government, enterprises and households. Compared with the previous stage, the 
direction of interests rate adjustment might be reverse, or at least complex. 

Thirdly, the structural contradiction between supply and demand is prominent. 
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On the supply side, the mobilization and allocation of social resources are still to 
some extent subjected to the incompleteness of economic transition and market 
rules, then arise problems that economic growth being restricted caused by 
industrial structure bias. For example, the primary industry grew significantly 
slower than the secondary industry and tertiary industry. In terms of the growth 
rate and the share of GDP, the secondary industry is still the main engine of GDP 
growth. While the primary industry showed the downward tendency under the 
strategic objectives of modern agriculture development and New Rural 
Construction, The proportion of tertiary industry on GDP fell back from 41.5% in 
2002 to 39.05% in 2007, which is inconsistent with the strategy of boosting 
domestic demand. On the demand side, increasingly severe income polarization 
leads to consumption polarization and the disruption of consumption chain. The 
co-existence of incapable consumption demand and the excess consumption 
capacity without demand is very prominent, and the consumption capacities 
between urban and rural areas, among districts, and among industries are quite 
obvious. The seriously distorted supply structure and demand structure restrict 
the expansion of the domestic market, limit the quality and efficiency of growth 
and affect the sustainability of economic development. 
 
2.3  The Mechanism of Economic Imbalances Operated by the Fiscal Policy 
 
The mechanism of fiscal policies can be analyzed by modern macro-economics. 
Modern fiscal policies (Keynesian policies) believe that savings-investment 
mechanism determines equilibrium output and the autonomic growth of economy. 
In the cycle “[total income] → [total consumption + (total investment or savings)] 
→ [total output] → [total revenue] …,” “total consumption + (total investment or 
savings)” is the key stage: First, when consumption is relatively low, the current 
lack of consumer demand leads to a rapid growth of savings; second, expectation 
of lower demand leads to investment unwillingness and the savings “leakage” 
from the economy cannot be normally “injected” into the investment. Both will 
lead to instability and shrinking of economy. The Keynesian policies advocate 
absorbing such “leakage” of savings through the expansion of government 
expenditure, in order to make the aggregate demand come back to normal levels. 
The effect of policy is based on the investment multiplier, and the key of 
multiplier is marginal propensity to consume. This means that consumer demand 
is the crux of the problem. 

The Chinese fiscal policy implemented under the current double imbalances 
also aims to stimulate consumption. To reduce the impact of the declining foreign 
demand on domestic economy, the adjustment of fiscal policy targeting the 
external imbalance is realized through means like tax incentives to support 
export enterprises. The adjustment of fiscal policy targeting the internal 
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imbalance is mainly to stimulate domestic demand so that aggregate supply and 
aggregate demand will restore at the equilibrium level and the market mechanism 
will recover. But how the proactive fiscal policy can resolve the difficulties 
brought by double imbalances deserves more thinking. The practice of proactive 
fiscal policy since 1998 shows that the public finance is not an exogenous factor 
outside the market economy, but an endogenous and necessary one for the 
economic operation. Due to the specificity of our economic system that China is 
still in the process of a transition, any significant adjustment cannot be examined 
without being put in the context. Reform and development, on one hand, are 
designed to deal with short-term business cycle, on the other hand, to meet the 
needs of the transition. Therefore, we should pay more attention to the means and 
results of such proactive fiscal policy. 

3  Policy Trade-Offs of China’s Fiscal Policy from the View of 
the Transition Process 

As a stabilizer, fiscal policy is an essential means of macro-control in perfect 
market economy, however, under the background of transition, the fiscal policy 
should undertake two missions—first, as major means of policy option to 
promote economic transformation, it must evolve continuously in accordance 
with new institutions and economic fluctuations; Second, as an important 
component of the economy transition per se, it needs to be reformed timely to 
keep pace with the entire system. The rapid spread of global financial crisis and 
long-term contradictions in china will make macro-control harder. Therefore, in 
order to balance the short-term stability and long-term development in economic 
crisis, the proactive fiscal policy is inevitably face twin objectives: to rectify the 
short-term external disequilibrium caused by the market economy, as well as to 
amend the long-term institutional constraints. So the logic underneath the new 
fiscal policy is to restructure Chinese economy, transform its growth pattern, and 
resolve the economic crisis. Success of anti-cycle policy could provide a better 
environment for economic transition in the long term, and then consideration for 
institutional change and strategy will also make impact on restoration of 
economic self-growth mechanism. The relationship determines fiscal policy 
trade-offs during process of transition. 
 
3.1  Fiscal Policy in Response to Cyclical Economic Fluctuation 
 
In response to cyclical economic fluctuation, fiscal policies mainly manifest 
discretionary in the past three decades. The discretionary of fiscal policy 
alleviated conflicts to some extent during transition and safeguarded the 
operation of economy. However, the recovery of market economy only can be 
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achieved through deepening reform, not through initiating fiscal policies. In the 
latter stage of economic transition, the economy always has to face the historical 
burden. Even if the economic growth can be achieved in the short-term; the 
inherent long-term vulnerability and instability will still exists. Therefore, the 
keynote of fiscal policy should be positive and the government short-term 
intervention and maintenance to the economy is indispensable because of the 
existence of persistent institutional constraints. 

From 1978 to 1983, overheating economy took the form of huge fiscal deficit, 
over expansion of investment and consumption, continuous rise in CPI, surge of 
foreign trade deficit and many other socioeconomic issues. The central 
government put forward the guideline of “adjustment, reform, rectify and 
enhance,” which is for the first time that fiscal policy played an important role in 
macro-control. From 1984 to 1989, as the gap between aggregate demand and 
aggregate supply enlarged because of the rapid growth of investment and 
consumption, the CPI rose. The Third Plenary Session of the 13th Central 
Committee ascertained the policy of “managing the economic environment, 
rectifying the economic order and deepening the reform comprehensively,” and 
implemented the “double tight” policy, namely, tight in the fiscal policy and 
credit policy. From the first half of 1993, indicators showed the rise of 
overheated economy again: Investment grew excessively, basic industries and 
infrastructure “bottlenecks” aggravated, and market prices rose rapidly. In order 
to stabilize the economy, the Central Committee of the CPC decided to deepen 
the reform by strengthening and improving macroeconomic policies. Sixteen 
measures were put forward to reinforce adjustments in 1993, in which the fiscal 
policy played an important role. From late 1998 to 2004, the central government 
implemented proactive fiscal policy continuously for seven years to tackle the 
Asian financial crisis. In 2005–2007, investment demand and credit quota 
exploded with the tension of demand on electricity, coal and transportation 
worsened, inflationary pressures increased, agriculture, transportation, energy, as 
well as small and medium-sized enterprises being in a weak situation. The 
government decided to strengthen macro-control further, and timely implemented 
prudent fiscal policy.  

Since the second half of 2008, with the US subprime mortgage crisis evolving 
into a global financial crisis, the economic environment has profoundly varied 
and the growth has slowed down. Under this background, fiscal policy undertook 
great expectation once again. 
 
3.2  Fiscal Policy in the Course of Economic Transition 
 
During the course of economic transition, fiscal policy is embodied as automatic 
stabilizer more and more. During the process of China’s economic transition, 
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fiscal policy is not a factor outside the market system, but a necessary condition 
and endogenous for the economy. The practice of fiscal policy could successfully 
stabilize the economy from economic fluctuations in a short term, but is unable 
to restore the spontaneous growth of economy in the long run. 

Take the proactive fiscal policy in 1998 as an example, the original intention 
of the fiscal policy was to boost the economy and maintain growth through 
public investment. Then marginal propensity to consume would increase due to 
income effect. The increased consumption would then induce the expansion of 
private investment, so that the economy would be restored to its normal path. The 
transmission mechanism of the fiscal policy is the chain of “advancement of 
government investment→growth of consumption→growth of private investment
→economic automatic growth.” Restoration and increase of consumption via 
private investment substituting government investment is the key part of former 
chain structure. In other words, the goal of fiscal policy is to alter consumer 
expectations through incomes policy, consumption policy and investment policy. 
However, because the consumption is difficult to restore due to the institutional 
constraints, domestic demand is difficult to expand, and the effort of government 
investment cannot be fully converted into the willingness of private investment, 
the chain changed to “Government investment →  economic growth → 

Government investment → economic growth” and the government investment 
eventually becomes the direct promotion power of the economy. 

On December 10, 2008, as China’s Central Economic Work Conference 
decided to accelerate the transformation of economic development mode and 
promote economic strategic restructuring, and to combine the goals of “boosting 
domestic demand, sustaining economic growth, and realizing structural 
adjustment.” The contents of the new round of fiscal policy include: to enhance 
coordination and sustainability of development, to improve independent 
innovation capacity, to expand final consumption to drive intermediate demand, 
and to absorb domestic capacity efficiently.1 The long-term task of fiscal policy 
is not only to promote economic transition, but also to complete financial system 
transformation, so that the financial system can adapt to new economic 
mechanism. 

As GDP and per capita income levels increasing, economic system has also 
experienced transformation in various stages after 30 years of continuous reform 
and open up policy. The gradual disappearance of the shortage, which is common 
in the planned economy, means that the basic framework of market economy has 
been established. Market rules have played a fundamental role in resource 
allocation and regulation. The establishment of basic framework has two 
meanings: first, market mechanism, market failures and market imperfections 
                                                        
1 http: //www.gov.cn, 2008-12-10. 
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co-exist, thus the relationship between government and market also needs to be 
adjusted, which includes the government administrative system and financial 
regulation system. Finance gradually shifts from direct intervention in production 
and construction to correcting the market failures, the supply of public goods, 
dealing with market crisis, stabilizing economic fluctuation, and economic 
development within demand constraints. Second, economic transition is not 
completed, and a huge cost should be paid during the process of the transition 
from planned economy to market economy. If such process cannot be 
comprehensively arranged, market capacity would be restricted, and demand 
cannot be boosted further, which will drive the economic into a low equilibrium. 
In recent years, aiming at expanding the market capacity and improving the 
supply level, we have been emphasizing the expansion of domestic demand and 
improvement of supply structure, but have not solved the problem. The reason 
lies in reform cost. The main problems are, for example, the provision of public 
goods and services, the establishment of social security and compensation system, 
as well as the replacement of the contracts in the planned period. These problems 
have not yet been properly solved, and are the key for better financial 
institutions. 

The major task of fiscal reform is to build a foundation for public finance 
system, which means the system established in 1994 needs to be further 
improved, including defining rights and responsibilities more clearly, and 
clarifying functions and management procedure of public financial system. In the 
long run, fiscal policy have to take two aspects into account: on the one hand, in 
the context of socialist market economy, financial resource should be allocated to 
guarantee the provision of public goods and services in order to support the 
establishment of public finance system; on the other hand, given social stability 
and economic stability, institutional constraints upon Chinese market should be 
gradually relieved, which is still an important task for the transition, and public 
finance should be responsible for the costs of transition and further reform in 
difficult areas, which requires not only fiscal policy design being more 
forward-looking, but the transitional measures being integrated into the system 
design. 

4  Institutional Constraints and the Fiscal Policy Dilemma 

As an important tool for macro-control, the advantage of fiscal policy is that 
government expenditure can boost economy quickly, especially at the time that 
macro-economy encounters a serious shock. The intention of proactive fiscal 
policy is to boost the economy and maintain economic growth through public 
investment, then marginal propensity to consume would increase due to income 
effect, which would induce the expansion of private investment, so that the 
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economy can be restored to normal path. The transmission mechanism of the 
fiscal policy is the chain of “government investment→growth of consumption→
growth of private investment→ economic automatic growth.” Shocked by 
economic crisis, the exports could not continue to play an effective role, 
domestic demand can hardly response in the short term due to the long-term 
structural problems, which leads to the emergence of double imbalances in 
China’s economy. In this context, the implementation of proactive fiscal policy is 
bound to face the following dilemma: On one hand, the direct and effective 
measures to deal with the economic crisis is to increase government investment 
in infrastructure, but it will further aggravate the long-standing internal 
imbalance; On the other hand, under the impact of institutional constraints, the 
impact of the proactive fiscal policy on household consumption and private 
investment is slow, which goes against easing the current short-term external 
imbalances. 
 
4.1  Dilemma 1: The Government Investment Policy that Can Directly Pull the 
Economy Out of the Jam May Aggravate the Existing Long-Term Structural 
Imbalance 
 
Investment expansion may pull the economy out of crisis in the short run, but the 
growth of government-led investment under non-market constraints will 
inevitably lead to excessive investments and redundant constructions, which is 
essentially different from the market crisis. Large scale of direct government 
investment may easily lead to confusion of responsibilities and then reduce the 
investment efficiency, and may “crowd-out” private investment to some extent, 
furthermore, it may strengthen the impetuous investment of local government, 
thus worsen the imbalance of macro-economy. At the same time, although the 
context of the basic framework of market economy has been established, the 
government’s economic management functions and investment-financing system 
reform are far from being perfect, so the impetuous investment, which is entirely 
different from the soft budget and starving for investment under the planned 
economy, will no longer directly be reflected in the budget, but takes the form of 
private investment, foreign investment and bank credit expansion. However, such 
investments and projects are closely linked to the government’s goals and 
intentions. Some of the investments have no property rights, or obtain resources 
through non-market channels (for example, the issue of land lease), thus cannot 
reflect the market price. At the same time, as a result of institutional constraints 
on private investment, the government’s administrative investment becomes an 
indispensable measure. 

The effects of proactive fiscal policy in 1998 acting on market mechanism 
were not obvious, which mainly relied on direct output to maintain the speed of 
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economic growth. Such a system determines that government investment plays a 
decisive role in the operation of economy. Comparatively speaking, the present 
economic environment of the proactive fiscal policy has changed. On one hand, 
after ten years of sustained and rapid growth, infrastructure bottleneck has been 
eased, direct evidence of which is that China’s investment rate rose from 36.7% 
in 1998 to 42.6% in 2007; On the other hand, the obstacle to sustained economic 
development has been transformed into the issues of resources, environment, 
health care, social security, education and housing, the gap between urban and 
rural areas, so the fiscal policy relying solely on the government investment to 
promote economic growth is fated to be trapped in difficulties. How to use fiscal 
policy to realize the economy transform from government-led to market driven is 
of great significance to the new round of fiscal policy. 
 
4.2  Dilemma 2: Repressed by the Institutional Constraints, the Policy Aimed to 
Stimulate Consumption May Be Difficult to Achieve Its Goal in a Short Term 
 
Consumption is the primary driving force for the economy. Affected by the 
economic crisis, foreign demand has decreased relatively, so the fundamental 
way to promote economic growth should be increasing domestic demand. 
Proactive fiscal policy in 1998 successfully countered Asian crisis, however, as a 
result of institutional constraints, it was ineffective in stimulating domestic 
demand and economic automatic development. The effect on economic growth 
from consumption is still weak. The most direct evidence is that the proportion of 
the final consumption contributed to GDP had a downward trend. After a 
short-term improvement in 1998, the consumption’s contribution to GDP began 
to decline from 74.7% in 1999 to 38.7% in 2004, even after the fading out of 
proactive fiscal policy, that ratio was still only 38.2%, 38.7%, 39.4% from 2005 
to 2007. While from the experience of other countries, the final consumption 
contribution to economic growth in most countries is more than 70%. This shows 
that proactive fiscal policy in 1998 did not successfully stimulate consumption. 
Affected by institutional constraints, the rate of consumption’s contribution to 
economic growth is still at a relatively low level. 

Our economy went through “shortage times” and entered “post-shortage 
times” in the latter half of 1990s, when supply shortage had been solved and 
demand became the leading force of the market. In the context of the game 
among government, corporations and households, the trend of marketization has 
become irreversible. This indicates that market mechanism has already played a 
fundamental role. With the accomplishment of market-oriented reforms on 
state-owned enterprise, labor market, and financial system, both commodity 
market and factor market have been evolved to be allocated by market power. 
However, due to the gradation of the reform, health care, education and other 
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welfare have been lagging behind market development, and households bear a 
large amount of the transition costs, which, together with other expected 
expenditures, change people’s expectations and propensities to consume in the 
long run. 

Another institutional factor leading to lower marginal propensity to consume 
is the “dual structure”, which emerges, develops, and solidifies at different 
phases of transition. It results in an expansion of the gaps and thus aggravates the 
shortage of effective demand. Benefiting from the strategy of “some people get 
rich first”, the economy has experienced earthshaking changes over the past 30 
years. The gradual reform strategy brought about structural changes through 
structural adjustment to transfer and re-configure resources and to stimulate 
economic growth under the conditions of the imbalance (for example, elements 
of market segmentation, etc.). Such non-balanced development strategy greatly 
enhanced efficiency, but at the same time, led to greater polarization than the 
initial state and other market economies. The reason that China’s gap between the 
rich and the poor is widening lies in the dual roles of transition and development. 
On one hand, in the context of a gradual reduction in planned mechanism and 
enhancement in market mechanism, the traditional urban-rural dichotomy 
evolved. Besides urban-rural gap, the gaps within urban and within rural area 
were enlarged. On the other hand, in the path of gradual reform, more "dual 
structure" linking to economic transition emerged. During the course of structural 
reform in the past three decades, from the perspective of market broadening and 
deepening, the gradual opening up of markets followed the procedure of 
marketization of the commodities→marketization of the production factor→
marketization of the financial institutions. The internal procedure of the three 
markets also followed some sequences. Transfer of interests caused by the 
institutional changes formed the abnormal differentiation of income. This 
“institutional income” and “system losses” reflect changes during the course of 
the system reform due to their differences in regions, industries, jobs, personal 
networks, differences in reform sequence, social security and social protection to 
avoid the social turmoil, and the income distribution and the wealth redistribution 
in all stages of the reform. With different priorities of reform, some of the 
household sectors can easily obtain the transferred income, some do not have the 
opportunity for such gains, and many others even lose their existing benefits 
which is equivalent to bear costs of the system. The similar transforming 
processes are apparently also accompanied by a large number of players with 
excessively high earnings and the excessively high losses as a result of the law 
imperfections, supervision slackness, non-standard operation, and institutional 
resource abuse. The differentiation of income caused by changes in the 
possession of existing wealth, together with the income gap caused by giving 
priority to efficiency and encouraging some people to get rich first, is bound to 
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lead to the differentiation of social classes and the separation of the “abnormal 
high-income group” and “abnormal low-income group”. 

In general, the institutional constraint is the root of current plight of fiscal 
policy, and the autonomic growth mechanism of the economy can be restored 
only if the institutional suppression on consumption had been removed. The 
proactive fiscal policy can only be the direct driving force of China’s economy, 
and will ultimately form the growth pattern of “Government investment → 
economic growth → Government investment → economic growth”. Therefore, 
at the beginning of the new round of proactive fiscal policy, the policy should be 
designed with more forward thinking. On the one hand, in response to the current 
crisis, the implementation of policy should take account of innovation of policy 
instruments. On the other hand, should we take drastic reform on economic 
structure and development patterns after responding to crisis? What are the 
content and direction of the reform? 

5  Conclusion and Policy Implication 

In the context of crisis, fiscal policy is inevitably faced with two objectives, 
which are to rectify the short-term external disequilibrium under the conditions 
of market and to remedy the long-term internal non-equilibrium state under the 
institutional constraints. From the view of fiscal policies in cyclical fluctuation, 
the counter-cyclical fiscal policy is reasonable and urgent. But from the view of 
fiscal policy during economic transition, institutional background of economic 
transition is an important condition. The simple counter-cyclical adjustment can 
pull the economy out of recession, but it is unable to restore the autonomic 
growth of the economy. Under the existing system, the proactive fiscal policy is 
neither to simply pursue the economic growth, nor to wait for the establishment 
of a mature market system, but to play an active role in perfecting the market 
mechanism. the foundation of a sound market, optimization of the market 
structure and the long-term economic development. 

The exports cannot continue to play an effective role during economic crisis, 
and domestic demand can hardly be boosted in the short term due to the 
persistent structural problems. It results in the emergence of double imbalances. 
In this context, the implementation of proactive fiscal policy is bound to face the 
following dilemma: On the one hand, a direct and effective measure to deal with 
the economic crisis is to increase government investment in infrastructure, but it 
will further aggravate the long-standing internal imbalance; On the other hand, 
under the impact of institutional constraints, the effect of the proactive fiscal 
policy on household consumption and private investment is slow, which goes 
against easing the current short-term external imbalances. 

Therefore, fiscal policy is inevitably faced with the options: In the context of 
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economic crisis, the current target of fiscal policy should focus on solving 
short-term external imbalances, keep the operation of the current economy, and 
maintain the stability of China’s economic growth. In response to the process of 
economic transition, the current fiscal policies need to perfect by reformation and 
guide the economic structural adjustment to promote the long-term and 
sustainable economic development. The success of counter-cyclical adjustment 
provides a loose environment for long-term economic transition; conversely, the 
involvement of economic transition will directly affect the economic growth 
mechanism, and the mutual relations determine the trade-offs between the 
transition progress and the fiscal policy. In order to resolve the problem of 
external imbalance, the content of fiscal policy should reduce taxes to support the 
export-oriented enterprises, and increase public spending to protect key fields 
and key construction. To resolve the problem of internal imbalance, we should 
make use of the opportunity to promote the restructuring of the economy and 
strategic transform of the growth pattern, and to speed up the reform of financial 
system. 

From another perspective, the crisis also provides us a good opportunity 
through breaking up the constraints of institutional obstacles. The financial sector 
is experiencing reformation from policies to system. From the view of specific 
policy orientation, the guidance of the new proactive fiscal policy is different 
from that of 1998, which paid more attention to production and construction 
issues and had no long-term institutional adjusting arrangement. The new fiscal 
policy has a clear direction, which is to concern more about the protection and 
improvement of people’s wellbeing, meanwhile, to keep the stability of economy 
and to resolve the institutional root, rather than solely to sustain economic 
growth, so wellbeing-oriented reform will gradually become the core of the 
whole process. The ultimate goal is to thoroughly break the institutional 
constraints, and form a crisis response mechanism through protection and 
improvement of people’s wellbeing and internalize it in the institution. Due to the 
institutional issues, the current policies and measures are still provisional, lacking 
systematic and explicit policy-oriented direction, and need to be further deepened. 
Effective mechanisms on the institutional aspects need to be formed additionally. 
What needs to be emphasized is that the ultimate goal of the fiscal policy is to 
make use of this opportunity to completely remove the institutions obstacles, 
which should not only be promoted and practiced during the time of crisis, but 
also should be regarded as the basic guidance in the process of China’s future 
reform in the long run. 

In sum, the dilemma faced by China’s proactive fiscal policy is the special 
issue arising in the context of the particular economic transition. Government’s 
subjective actions are constrained by the objective institutional factors. To solve 
the double imbalances of China’s economy must be a long-term process, and all 
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the efforts made by government so far are still at the very first step. 
Discriminative fiscal policy should be taken in response to the double imbalances 
in the context of crisis, and issues like how to keep balance the two objectives 
and seek the policy space worth further studies. 
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