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An Empirical Study on Two-Gap Theory and Chinese Po  licy on Attracting
Foreign Investment

KANG Hao-qing

Abstract: China’s policy of encouraging foreign investment which is based on the two-gap theory was
once of great success in the world. However, after further development, there were many special as
well as strange phenomena occurring in China’s economy, such as huge domestic saving, great foreign
exchange reserve, and surging foreign capital inflow. Doubts about the “great policy” arose, which
argued that the “two-gap” was no longer existent and “Chinese paradox” happened due to abundant
domestic fluid combining with large foreign capital inflow. Many scholars focused their concentrations on
this puzzle in recent years. In the article, the author tried to explain this “Chinese paradox” in three
aspects: tow-surplus, multi-gap beyond the two-gap and swelled supply and demand. Last but not least,
we hope that though this research, we can learn more about the underlying mechanism of our economy
and understand the policy better .

Keywords : Two-gap Model  Two-surplus  Multi-gap Model return investment  race to the bottom
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