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China’s Economic Growth Stabilizing Conundrum
Misallocation of Human Capital and Solutions

Li Jing" Nan Yu’ and Liu Xiahui"

(a: Anhui University; b: Institute of Economics Chinese Academy of Social Sciences)

Summary: Today both the scale and scope of Chinese human capital ( HC) have achieved a high level. However
misallocation of HC hampers rapid economic growth; that is high quality laborers are not perfectly matched with their
work. This paper attempts to interpret (1) which frictions affect the process of HC distribution in China (2) whether
correcting HC misallocations will destabilize China’s economic growth ( hence a conundrum) and ( 3) whether alternatives
exist to resolve the conundrum and achieve stable growth.

We present an economic growth framework based on Romer ( 1990) . The adaptations primarily concern two conditions
in China: (1) there are frequent fluctuations in the HC supply caused by the governments significant influence on China’s
education system and (2) most Chinese firms are capital-intensive; that is marginal output depends on capital investment
other than HC. Intuitively as universities and colleges are largely government funded they cater to the needs of the
government. Furthermore patent protection is imperfect in China; firms are encouraged to remain capital-intensive and
ignore the innovative abilities of HC. The fluctuating supply and insufficient demand result in HC misallocation which is
different from a general equilibrium setting.

In the basic model of this paper HC misallocation and less innovation lead to lower economic growth. Due to the
enormous cost of reforming the funding system of China’s higher education we consider only changes in firms” profit
functions. Inspired by Laffont & Tirole ( 1993) we assume a scheme in which firms” profits are taxed and their innovations
are rewarded and the taxation and rewards are balanced by the government under shocks. We prove that although the
scheme can solve the misallocation problem it embeds fluctuations in HC supply in aggregate production such that
negative growth rates are possible. Therefore HC misallocation is a growth conundrum.

To bypass the conundrum we allow innovation to increase with the level of informational communication ( information
infrastructure TF ). Our analysis suggests that a high level of IF will elevate the economy from lower growth to higher
growth. The intuition behind this result is unsophisticated: whereas HC is distributed among multiple firms its aggregated
innovation ability depends on the communication quality inside and outside the group. The truth of this theoretical result is
tested using China’s provincialdevel data from 2001 to 2013. Overall this paper suggests at least three implications: (1)
HC misallocation cannot be resolved completely to avoid unstable economic growth; (2) a scheme that includes rewarding
innovation can improve HC allocation and economic transformation especially when patent protection is imperfect; and ( 3)
IF is currently the key factor in promoting innovation by facilitating the joint communication of HC and information. Hence
it improves economic growth without completely correcting HC misallocation.

Key Words: Economic Transforming; Misallocation of Human Capital; Stable Growth
JEL Classification: C13 L80 010
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