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The Determinants of China’s Structural Change
During the Reform Era
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Summary: Most industrialized countries undergo structural change reflected in the so-called “Kuznets facts”. China’s
spectacular economic growth over the past decades is also marked by the large reallocation of economic activities between its
three broad sectors. According to the National Bureau of Statistics of China from 1978 to 2015 the agricultural sector’s
employment share declined from 70.5% to 28.3% accompanied by an increase in the industrial sector from 17.3% to
29.3% and a rise in the service sector from 12.2% to 42.4% . What accounts for these changes? We answer this question
through the lens of neoclassical theories of structural change.

Two broad sets of explanations for structural change are found in the literature. One emphasizes change to relative
sectoral prices or the Baumol effect and the other emphasizes change to aggregate income or the Engel effect. In
addition we argue China’s experience suggests that factors like international trade investment and labor market friction
may also influence its structural change. To incorporate all of the potential determinants of Chinas structural change we
build a two-country four-sector neoclassical growth model that embeds the multi-sector Eaton & Kortum (2002) model of
international trade complete input-eutput structure non-homothetic preference and labor market friction. We decompose
the sectoral employment shares into six effects: the Baumol Engel investment international trade factor intensity and
labor market friction effects. We then qualitatively analyze the direction and magnitude of each of these effects and
compare them with current theories in the literature.

We use our analytical framework to perform a quantitative investigation of the determinants” effects. We first construct
data on the Chinese economy over the period 1978—2011 which are mainly derived from sources like the National Bureau
of Statistics Pen World Table and COMTRADE. We then quantify our model for the key features implied by the input—
output structure and the sectoral composition of consumption from the Chinese economy. On the basis of data and calibrated
parameters we calculate the contributions of the six effects to changes in sectoral employment shares by the mean of
accounting. We also perform counterfactual exercises with respect to each of the six effects while holding others fixed. We
find that the Engel investment and labor market friction effects spark substantial changes in the employment shares of
agriculture industry and services respectively. China’s high agricultural employment share can be accounted for by the low
demand elasticity of agriculture goods high labor intensity and barriers to labor mobility. We also examine whether the
importance of the six effects changes over different phases throughout the reform era.

Based on these findings we suggest that factors from the demand side of the economy like changes in the sectoral
compositions of consumption and investment rates may not continue to be the driving forces behind Chinas structural
change. Policies favoring reform to the supply side of the economy like adopting advanced agriculture technology and
eliminating labor mobility friction should be advocated to further advance China‘s structural change.

Key Words: Structural Change; Chinese Economy; Multi-sector Model
JEL Classification: 041 053 F43
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