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PrAISE FOR China: Surpassing the
“Middle Income Trap”

“This book provides an empirical summary of how China crossed the “poverty

trap” and an objective analysis of how China overcomes the “middle-income trap”

by drawing China’s development paths. It is worth reading by those interested in
China’s development.”

—Jinjun Xue, Professor of Economics Research Center at Nagoya University

and Co-Director of the Institute of Global Low-carbon Economy

“There are many disputes about the concept of “middle-income trap” in the

academic community, but the “middle-income trap” has become an important

perspective for understanding China’s development prospects. Based on this

perspective, this book gives an explanation of Chinese-style development and
governance.”

—Shaoguang Wang, Emeritus Professor at the Chinese University

of Hong Konyg and Professor at Tsinghua University
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CHAPTER 1

What Is the “Middle Income Trap”?

1.1 PROPOSITION OF THE “MIDDLE INCOME TRrRAP”

In 2007, Indermit Gill and Homi Kharas (2007), two World Bank econo-
mists, published a report titled An East Asian Renaissance: Ideas for
Economic Growth,! which suggested that East Asia would soon develop
into a middle-income region and proposed the concept of the “middle
income trap”. It should be noted that the report did not provide an in-
depth interpretation of the concept, nor did it offer a clear income range
for the “middle income trap”. In 2011, Homi Kharas and Harinder Kohli
(2011) further elaborated on the concept,? specifying that when a country
escapes the poverty trap in the low-income development stage and enters
into the middle-income development phase, the country may face growth
stagnation and inability to further move up the ladder into the high-
income range.

Why does the “middle income trap” phenomenon exist? They empha-
sized the need for different growth strategies after reaching the
middle-income status through comparing the long-term performance of
Latin American economies and East Asian economies. In the latter case,

'Indermit Gill and Homi Kharas (2007). An East Asian Renaissance: Ideas for Economic
Growth, The World Bank.

2Homi Kharas and Harinder Kohli (2011). What Is the Middle-Income Trap, Why do
Countries Fall into It, and How Can It Be Avoided? Global Journal of Emerging Market
Economies, 3(3) 281-289.

© The Author(s) 2021 1
S. Zhou, A. Hu, China: Surpassing the “Middle Income Trap”,
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countries successfully shifted their growth strategies after achieving the
middle-income status and adopted new growth strategies to sustain eco-
nomic growth. However, economies from Latin America failed to achieve
the shift.

Generally, one fundamental reason for low-income economies to break
away from the poverty trap lies in the ability to create jobs for the abun-
dant and cheap labor which promotes labor transfer from the low-
productivity agricultural sector to the high-productivity sector. The
structural change of labor force allocation is the key factor in sufficiently
mobilizing economic potentials. However, when a country enters into the
middle-income status from the low-income development stage, it loses the
comparative advantages of cheaper labor cost and becomes less competi-
tive in manufacturing exports against low-income and low-wage countries
due to rising labor costs. If the country does not achieve substantial prog-
ress in technological innovation, its ability to compete with developed
economies in the arena of high-tech and innovation products would be
hampered, resulting in the loss of export competitiveness. Thus, the coun-
try may fall into the predicament of declining economic growth or even
experience economic regression, causing the country to be trapped in the
middle-income status and lose the ability to stride toward the high-
income status.

After its proposal, the concept of the “middle income trap” which pro-
vided a new perspective for understanding the economic growth in devel-
oping countries, received immediate media and academia attention. In the
wake of the 2008 global financial crisis, the investment-driven and export-
led growth model of China faces great challenges due to the domestic
structural adjustments and external demand shocks. Whether the Chinese
economy could maintain its high-speed growth has raised substantial
concerns.

In 2010, China surpassed Japan in gross domestic product (GDP) for
the first time to become the world’s second largest economy. The 2012
World Development Report listed China as a middle-income country for
the first time on the basis of 2010 per capita income in China. In this
sense, 2010 marked an important juncture in the course of China’s eco-
nomic development. Subsequently, China began the implementation of its
12th Five-Year Plan. As the world was reeling from the global financial
crisis, China’s economic performance came into the spotlight. Being the
world’s second largest economy, China’s economic growth undoubtedly
affects global growth, especially for countries that have China as their
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main trade partner. In the long run, questions of whether China can main-
tain a relatively high growth rate and join the ranks of high-income coun-
tries call for particular attention.

The subject of the “middle income trap” has drawn consideration
attention from Chinese scholars and has provided an important perspec-
tive for understanding the prospect of China’s economic growth. The
number of academic papers exploring the theme of the “middle income
trap” in Chinese academic journals has witnessed rapid growth in recent
years. However, an examination of international academic journals reveals
that the majority of research on the “middle income trap” materialized in
the form of working papers with only a few published in international
journals. Among existing published textbooks on development econom-
ics, the “middle income trap” has yet to be clearly defined and discussed
as a coherent notion. How to understand the “middle income trap”
remains an important and much contemplated subject matter in academia.

1.2 DEERINITION OF THE “MIDDLE INCOME TRAP”

1.2.1  Absolute Critevia

Since 1978, the World Bank has been publishing the World Development
Report annually (biennially on a few occasions). Although the subject of
the World Development Report varies from year to year, the World Bank
would consistently release data reflecting the development of each coun-
try’s economy, population, education and health outcomes. In particular,
the World Bank classifies all countries into different income groups based
on per capita income calculated with the Azlas method.? In the 1978
World Development Report, the World Bank categorized countries into
low-income countries (GNP per capita equal to or lower than $250 by
Atlas method in 1976), middle-income countries (GNP per capita higher
than $250), industrialized countries, capital-surplus oil-exporting

3The Atlas method employed by the World Bank calculates the dollar value of per capita
income based on the A#las conversion factor. The Atlas conversion factor is obtained through
the synthetic exchange rate method by averaging a country’s exchange rates in past three
years and taking into account the changes in the country’s GDP deflator relative to a
weighted GDP deflator of these countries with Special Drawing Right (SDR). The advantage
of the method in calculating the per capita income of a country lies in its ability to cushion
the effect of exchange rate fluctuations on per capita income calculation.
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countries, central-planning countries and so on.* Since then, the World
Bank’s classification of income groups has been adjusted several times. For
example, countries were classified into low-income, middle-income,
industrialized market economies, capital-surplus oil-exporting countries
and industrialized non-market economies in 1981; Then in 1989, with the
disintegration of the socialist camp in Eastern Europe, countries were clas-
sified into low-income, middle-income (including lower-middle and
upper-middle) and high-income countries. Thus far, the classification of
countries through per capita income by the World Bank has solidified into
four categories, that is, low-income, lower-middle income, upper-middle
income and high-income countries.

Currently, the World Bank classifies countries by income level based on
per capita national income (GNI) calculated through the A#las method.®
Since this is calculated on the basis of the current price of dollars, the cri-
teria for income group classification vary annually. The threshold for each
income group also undergoes adjustments regularly according to changes
in inflation rates and exchange rates of countries with Special Drawing
Right (SDR).6

Although the thresholds are adjusted according to the changes in
exchange rates and inflation rates, the per capita GNI thresholds calcu-
lated through the At#las method can be presumed to be relatively fixed or
regarded as absolute income criteria, because the adjustments of nominal
value take the real value of income level of countries with SDR as the

*In the 1978 World Development Report, China’s per capita GNP was 410 US dollars. By
that measure, China should have already belonged to the club of middle-income countries
which would be an apparent misrepresentation. The main reason was that at the very begin-
ning of China’s “reform and opening up”, it had yet to regain its membership in the World
Bank. Thus, China had yet to fully cooperate on data sharing with the World Bank. When
China resumed its membership in the World Bank in 1980, the 1980 World Development
Report published China’s per capita GNP was 230 US dollars, based on part of official infor-
mation provided by Chinese authorities.

>Gross national income (GNI) is equal to the sum of the gross domestic product of a
country and the net inflow of such income as rent, profits and remuneration earned by resi-
dents of the country abroad. The World Bank converts the GNI, as measured by national
currencies, into GNI expressed in US dollars using the exchange rate average over the last
three years for the sake of eliminating the effects of exchange rate fluctuations.

Since 1987, the World Bank has adjusted the income thresholds annually. For instance,
the threshold for high-income countries stood at 6000 US dollars in 1987, compared to
7620 US dollars in 1990 and 9265 US dollars in 2000. Since 1996, the World Bank has
announced the adjusted thresholds on July 1 every year.
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Table 1.1 Classification by income group in selected years (1995-2015)

Income group 1995 2000 2005 2010 2015
Low-income <=765 <=755 <= 875 <= 1005 <=1025
countries

Lower-middle- 766-3035 756-2995  876-3465 1006-3975 1026-4035
income

countries

Upper-middle-  3036-9385 2996-9265 3466-10,725 3976-12,275 4036-12,475
income

countries

High-income > 9385 > 9265 > 10,725 > 12,275 > 12,475
countries

Source: The World Bank

benchmark. In this sense, if a country can maintain a positive rate of real
economic growth and keep the exchange rates relatively stable with coun-
tries with SDR, the country will eventually reach the threshold for high-
income countries. Table 1.1 shows the thresholds of income group
classifications.

According to the World Bank’s income group classification of countries
by the 2015 criteria, countries with a per capita GNI of more than 12,746
US dollars can be considered as high-income. Notably, high-income
countries might not necessarily equate to what we commonly refer to as
developed or advanced economies. According to the International
Monetary Fund, there are 39 countries and regions in the world classified
as developed economies.” However, the World Bank listed as many as 79
countries in the high-income group in the report published on July
1,2015.

In fact, according to the World Bank,® among 154 countries in 1987,
the numbers of high-income and middle-income countries were 41 and

7Including the U.S., 19 eurozone countries, Japan, the U.K., Canada and 16 other coun-
tries (Australia, South Korea, Singapore, the Czech Republic, Macau, Sweden, Denmark,
New Zealand, Switzerland, Hong Kong, Norway, Taiwan, Iceland, Puerto Rico, Isracl, San
Marino). Source: IMF Advanced Economies List. World Economic Outlook, April
2016, p. 148.

8World Bank GNI per Capita Operational Guidelines & Analytical Classifications. http://
siteresources.worldbank.org/DATASTATISTICS /Resources/OGHIST.xls accessed August
13,2017.
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74. Among 74 middle-income countries, the numbers of lower-middle-
income and higher-income economies were 46 and 28; Among 217 econ-
omies in 2015, the numbers for high-income and middle-income countries
were 79 and 107 and the numbers for lower-middle-income and higher-
income economics were 52 and 55, respectively. For economices in the
middle-income range in 1987, 19 of them advanced to the high-income
category, accounting for one-fourth of the middle-income economies in
1987. In this sense, only a minority of middle-income countries succeeded
in progressing to the club of high-income countries over time.

1.2.2  Relative Criteria

In 2012, the World Bank and the Development Research Center of the
State Council of China conducted a joint study and published the book:
China 2030: Building o Modern, Harmonious, and Creative High-Income
Society. Through the Maddison Project database,” the study classified
countries into three income groups on the basis of each country’s per
capita GDP as a percentage of that of the United States (U.S.) (measured
by purchasing power parity, PPP), that is, low-income, middle-income
and high-income economies. Thereinto, the middle-income economies
were defined as those with per capita GDP equivalent to 5%—40% of that
of the U.S. Those that fell below this range were classified as low-income
economies while those that exceeded the range were classified as high-
income economies. Therefore, we can adopt this approach of classification
as the relative criteria for classifying countries by income level, that is, per
capita GDP (PPP method) relative to that of the U.S. On account of this
criteria, the study classified countries into nine categories during the
period of 1960-2008 through comparing their per capita GDP in 1960
and 2008 with those of the U.S. (see Fig. 1.1).

Some important findings can be found by looking at Fig. 1.1. First,
only approximately one-third of the countries recognized as low-income
economies in 1960 upgraded to the middle-income rank in 2008, and
none of them developed into high-income economies. Second, among all
of the 101 countries that were classified as middle-income in 1960, only
13 successfully joined the club of high-income economies during the

“Maddison Historical ~Statistics  https://www.rug.nl/ggdc/historicaldevelopment/
maddison/
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Fig. 1.1 Per capita income of countries relative to U.S. (1960-2008). (Source:
World Bank 2012)

1960-2008 period.'® In addition, a considerable number of economies
classified as middle-income in 1960 downgraded to the low-income status
in 2008. This fact reveals that in nearly 50 years since 1960, only a limited
number of middle-income countries advanced to the high-income rank
while more have fallen back into the low-income category, a phenomenon
thus termed the “middle income trap”. Third, most countries recognized
as high-income in 1960 had remained in the category by 2008.

Further analysis on these economies that have successfully overcome
the “middle income trap” reveals that many of them are small countries or
economies with populations of less than 10 million. For instance,
Mauritius, with a population of 1.26 million in 2016, and an urbanization

YTncluding the six Asian countries of Japan, the Four Asian Tigers (Hong Kong, Taiwan,
South Korea, Singapore) and Israel, the four European countries of Spain, Portugal, Greece
and Ireland, the two African countries of Equatorial Guinea and Mauritius, and Puerto Rico.
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rate of only 40% in 2016, is a representative of developing economies in
multiple dimensions. In fact, according to the data of 2016, Mauritius
cannot be classified as high-income country based on both the absolute
and relative criteria.!!

Another case is Equatorial Guinea—with a population of only 0.82 mil-
lion in 2016, the country was also excluded from high-income countries
based on the two criteria.!? In particular, although its per capita GDP is
much higher than that of many developing countries, its development
indicators reveal extremely unsatisfactory performance in education and
health. According to the Human Development Index (HDI) rankings
compiled by the United Nations Development Programme, Equatorial
Guinea is still a low-HDI country ranking only 135th among the 188
countries, signaling an extremely unbalanced development of economic
and human development for this country.!?®

Hong Kong and Singapore are typical small and open city economies,
and their ascension to the high-income category is not representative of
the broader section of middle-income countries or economies in 1960. It
can be seen that with the exception of the aforementioned economies as
well as China’s Taiwan, the remaining countries are members of the
Organisation for Economic Co-operation and Development (OECD),
including Japan, South Korea, Israel, Portugal, Spain, Greece and Ireland.
The vast majority of developing countries had yet to overcome the “mid-
dle income trap” in 2008 when judged based on the relative criteria.
Therefore, the “middle income trap” has indeed been a common phe-
nomenon hobbling the economic development of developing countries.
The phenomenon is manifested in that the economic growth of a country
is high when the country is in the low-income development stage, but the
economic growth rate begins to decline, stagnate or even fall into reces-
sion once the country joins the middle-income rank, resulting in a failure
to progress further into the high-income category. We can see from
Fig. 1.1 that middle-income countries or economies with similar income

! According to the World Bank, its GNI per capita (PPP) amounted to 36 percent of that
of U.S. in 2016; its GNI per capita (Atlas method) was 9770 US dollars in 2016, below the
threshold of high-income group.

12 According to the World Bank, its GNI per capita (PPP) amounted to 38 percent of that
of U.S. in 2016; its GNI per capita (Atlas method) was 7180 US dollars in 2016, below the
threshold of high-income group.

13For example, life expectancy in 2015 was only 57.9 years and the average years of educa-
tion received by people aged 25 and older was only 5.5 years.
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levels in 1960 exhibited a high degree of dispersion relative to the U.S. in
2008, indicating that overcoming the middle-income trap is not easy and
relies on sustaining a relative high growth rate in the long run.

Employing the relevant income criteria, we reclassified 191 countries
and regions with the latest World Bank data. The basic statistical results
are as follows: In 2015, 53 countries’ per capita GDPs (PPP, 2011 inter-
national dollars) surpassed 40% of that of the U.S. and could be regarded
as high-income countries. We could also further classify these 53 coun-
tries. Among them, 33 countries and regions were OECD members and
20 were non-OECD members. These non-OECD countries and regions
included (population in parentheses): Qatar (2.24 million), Macao (0.59
million), Brunei (0.42 million), Singapore (5.54 million), Kuwait (4.40
million), Bermuda (0.065 million), United Arab Emirates (9.16 million),
Hong Kong (7.31 million), Saudi Arabia (31.5 million), Oman (4.49 mil-
lion), Bahrain (1.38 million), Malta (0.43 million), Cyprus (1.17 million),
Equatorial Guinea (0.845 million), Trinidad and Tobago (1.36 million),
Puerto Rico (3.47 million), Lithuania (2.91 million), Malaysia (30.33
million), Russia (144 million) and Kazakhstan (17.5 million). Among
them, the population of five countries and regions stood at less than 1 mil-
lion. For those non-OECD countries and regions with a population size
greater than 1 million, most of them relied on resource extraction to vary-
ing degrees for economic development, including Qatar, Kuwait, United
Arab Emirates, Saudi Arabia, Oman, Bahrain, Malaysia, Russia and
Kazakhstan. The four countries with a population exceeding 10 million
were Saudi Arabia, Malaysia, Russia and Kazakhstan.

On the basis of 2015 per capita GDP data (PPP, 2011 international
dollars), of the 191 countries with available data, 106 countries or regions
belong to the category of middle-income economies (per capita GDP
equivalent to 5%—40% of that of the U.S.) while the number of low-income
countries stood at 32.

The above demonstrates only a classification of countries by income
based on the relative criteria. Considering the disparity in population size
among countries, we can narrow down the analysis of those countries with
significant population scales. According to the 2015 World Bank demo-
graphic statistics, there were 59 countries with a population of more than
20 million in the world, together accounting for 90.31% of the world’s
population. Among them, 14 countries were classified as high-income
cconomies, accounting for 15.42% of the world’s population and 17.07%
of the gross population of countries with more than 20 million people.
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Among these 14 high-income countries, only Malaysia and Saudi
Arabia are non-OECD members. Besides the G8 countries, the 12 OECD
countries also included South Korea, Spain, Poland and Australia. It
should be noted that Saudi Arabia is an oil-exporting country whose high-
income hinges heavily upon the export of resources. Malaysia’s per capita
GDP (PPP) surpassed 40% of that of the U.S. in 2010 for the first time.
However, in terms of absolute criteria, Malaysia’s per capita GDP (Atlas
method) in 2015 stood at 10,548 US dollars, which was still below the
threshold for high-income countries in 2015 (12,745 US dollars).

1.3 OVERCOMING THE “MIDDLE INCOME TRAP”:
A COMPARISON OF EAST ASIA AND LATIN AMERICA

The above analysis reveals that only a few countries or regions such as
Japan and the Four Asian Tigers among East Asian economies have suc-
cesstully escaped the “middle income trap” and entered into the ranks of
developed countries or regions. However, the vast majority of countries in
Latin America and South-East Asia are still mired in the trap. Therefore,
these East Asian economies’ experiences in tackling the “middle income
trap” stand in sharp contrast with that of their peers in Latin America, and
a comparative analysis of the two categories of countries can provide
important insight into understanding the “middle income trap”.

1.3.1 A Comparative Analysis of Countries and Regions
in Asia in Overcoming the “Middle Income Trap”

Among the East Asian economies, Japan and South Korea both stand out
as relatively populous countries. According to the 2015 World Bank sta-
tistics, their populations stood at 127 million and 50.62 million, respec-
tively; Taiwan, Hong Kong and Singapore claimed much smaller
populations and belonged to the category of small and open economies.
Among them, Japan and South Korea’s experiences in overcoming the
“middle income trap” prove to be more instructive for China. According
to the Maddison Project database, Japan’s per capita GDP reached to
5668 US dollars (1990 international dollars) in 1964, equivalent to
40.1 percent of that of the U.S.; and thus landing it in the category of
high-income countries. In 1991, Japan’s per capita GDP reached a his-
toric high of 19,347 US dollars, equivalent to 84.7 percent of that of the
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U.S. As Japan’s economic bubble collapsed in the late 1990s, its per capita
GDP (PPP) witnessed a significant diminution in relation to that of the
U.S., to roughly 74% by the year 2000 and 10 percentage points lower
than in the early 1990s. Since then, Japan’s per capita GDP has remained
relatively stable during the period between 2000 and 2015, fluctuating in
the range of 72-74%.

South Korea’s per capita GDP reached 9446 US dollars (1990 inter-
national dollars) in 1991, surpassing 40% of that of the U.S. for the first
time (41.4%) and thus landing it within the category of high-income
countries; it continued to gain on the U.S.) reaching 71.2% of the
U.S. level in 2010 and roughly matching Japan’s level in 2010. Overall,
Japan’s per capita GDP relative to that of the U.S. rose from 20.1% in
1950 to 40.1% in 1962 within a 12-year span; South Korea’s per capita
GDP relative to that of the U.S. grew from 20.5% in 1976 to 41.4% in
1991 within a 15-year span.

It should be duly noted that the above data are calculated on the basis
of Maddison’s per capita GDP estimates (PPP, 1990 international dollars).
If the World Bank’s per capita GDP data (2011 PPP, international dollars)
are used alternatively, discrepancies in South Korea’s levels relative to that
of the U.S. may surface. For instance, South Korea’s per capita GDP would
surpass 40% of that of the U.S. for the first time in 1995, reach 60.3% of
that of the U.S. in 2010 and 64.7% in 2015, pointing to a longer time
frame than if calculated with the Maddison Project database. Japan’s per
capita GDP relative to that of the U.S. remains fundamentally consistent
across the two sources of data. In particular, we can see that after Japan and
South Korea’s per capita GDP exceeded 40% of that of the U.S., they then
further narrowed the gap with the U.S. In a sense, only by further narrow-
ing the gap can a country solidify its stead in the ranks of high-income
countries and securely avoid the “middle income trap” (Fig. 1.2).

With reference to the relative criteria, China’s per capita GDP surpassed
20% of that of the U.S. for the first time in 2008, on par with Japan’s level
in 1950, indicating that there still exists substantial room for catch-up in
the future for China. India’s per capital GDP relative to that of the
U.S. was comparable to China’s in the mid-1970s, but the country’s eco-
nomic growth lagged far behind that of China thereafter, and it failed to
catch up to the U.S. with the momentum that China displayed. India’s per
capita GDP relative to that of the U.S. stood at only 10.5% by 2010, on
par only with China’s level in 1995 (Fig. 1.3).
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Fig. 1.2 Japan and South Korea’s per capita GDP relative to the U.S. level
(1950-2010). (Source: The Maddison-Project, http://www.ggdc.net/maddi-
son/maddison-project/home.htm, 2013 version)
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Fig. 1.3 DPer capita GDP of some East Asian countries relative to the U.S. level
(1950-2010). (Source: The Maddison-Project, http://www.ggdc.net/maddi-
son/maddison-project/home.htm, 2013 version)
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In addition to the East Asian countries, a number of Southeast Asian
countries also performed exceptionally well in terms of economic growth,
with Thailand, Malaysia, Indonesia and others being a few examples.
Among them, Thailand, Malaysia and Indonesia experienced relatively
rapid growth in the 20 years during 1976-1996. The average economic
growth rates of the three countries during this period reached 6%, 4.6%
and 5%, respectively. Although these countries experienced periods of
rapid growth, their economic growth lacked sustainability and as a result
failed to make the leap from middle to high-income countries.

Due to the fact that the Asian financial crisis first began in Thailand, the
analysis of Thailand also provides clarity in understanding how countries
hit hard by the financial crisis lost the opportunity to overcome the “mid-
dle income trap”. Before the Asian financial crisis, Thailand had main-
tained rapid economic growth for ten consecutive years, registering an
average annual per capita GDP growth rate of around 8% during
1986-1996 and witnessing an increase in per capita GDP from 1727 US
dollars to 3705 US dollars (in real 2010 dollar terms). By contrast, China
claimed a per capita GDP of 1335 US dollars in 1996, only 36% of that of
Thailand in the same period. However, the Asian financial crisis ended
Thailand’s economic boom and ushered in a period of recession that hob-
bled its economy until 2002 when it returned to its pre-crisis level. In
2015, Thailand’s per capita GDP stood at 5775 US dollars (in real 2010
dollar terms), significantly lower than that of China (6497 US dollars).
After reeling from the impact of the Asian financial crisis, the Thai econ-
omy has not been able to return to a high growth trajectory with its eco-
nomic growth rate at a mere 3.4% during 2000-2015 if calculated on the
basis of constant real dollars.

According to the relative criteria, Thailand’s per capita GDP in 1990
(PPP, 2011 international dollars) equated to 17.6% of that of the U.S. and
23.5% in 1996. With the onset of the Asian financial crisis in Thailand, the
percentage plummeted first and then gradually rose again, eventually
recapturing 1996 levels in 2007. If Thailand had been able to maintain its
pace of catching up with the U.S. during 1990-1996, it would have
reached the ranks of high-income countries in 2012 (Fig. 1.4).

Another Southeast Asian country worthy of note is the Philippines,
whose population surpassed 100 million in 2015. In 1960, the per capita
GDP of the Philippines stood at 1059 US dollars, roughly twice that of
Thailand. However, the Philippines is particularly representative of coun-
tries that have experienced low growth for an extended period of time,
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Fig. 1.4 Thailand’s per capita GDP relative to the U.S. level (1990-2015).
(Source: The World Bank, 2017 World Development Index. Note: per capita GDP
percentage in PPP terms on the basis of 2011 constant prices is used)

registering a growth rate of approximately 1% during the period 1960-1986
and a mere 2.2% during 1986-2015. It claimed a per capita GDP of 2640
US dollars (in constant 2010 US dollar prices) in 2015, equivalent to only
40% of that of China. In 1960, the per capita GDP of the Philippines was
more than five times that of China.

Why did the Southeast Asian countries, which had sustained rapid
growth for two decades, faltered into an economic and social quagmire in
the face of the financial crisis? A fundamental reason is that these countries
did not investigate the objective reality of their own economic develop-
ment and took for granted the notion that the neoliberal economic model
could serve as the optimal recipe for their own economic development
instead of proactively seeking solutions to the structural contradictions of
their economies through deepening reforms and applying remedies
accordingly. As a result, this led to the continual accretion of various fra-
gilities in their economies, and eventually evolved into the drastic devalu-
ation of currencies, turmoil in the capital markets, massive bankruptcy of
enterprises and sharp deterioration of unemployment and inflation, which
all constituted triggers for social instability.
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In addition, before the financial crisis swept through these countries,
there already existed severe social problems and conflicts. However, the
governments of the said countries neglected the importance of social
progress and overlooked the development of a social safety net in the pro-
cess of promoting economic growth, leading to an increasing level of vul-
nerabilities in terms of social stability. Therefore, once the financial crisis
plunged the economies into recession, the poor were hit first and the stan-
dard of living of the underprivileged deteriorated markedly, resulting in
social discontent, questioning of the state leaders’ ability to govern and
even of the governments’ political legitimacy. Eventually, widespread
social discontent would continue to gather steam, and the economic crisis
would transform into social turmoil and riots. The original political system
would collapse and political power would exchange hands frequently,
resulting in a vicious cycle of political instability and economic crisis.

The Southeast Asian financial crisis in 1997, generally speaking, resulted
in such Southeast Asian countries as Thailand and Malaysia losing their
opportunity to overcome the “middle income trap”. We can see in Fig. 1.5
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Fig. 1.5 Four Southeast Asian countries’ per capita GDP (PPP) relative to the
U.S. level (1950-2010). (Source: The Maddison-Project, http: //www.ggdc.net/
maddison,/maddison-project/home.htm, 2013 version)
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that the per capita income levels of these Southeast Asian countries had
already exceeded 8% of that of the U.S. in 1950, but in the following six
decades from 1950-2010, they were not able to follow in the footsteps of
South Korea to overcome the “middle income trap”. The relative level of
economic development in South Korea in 1950 was comparable to that of
the Southeast Asian countries.

1.3.2  Latin American Countries Ensnaved by the “Middle
Income Trap”

Latin American countries are also representative of those caught in the
“middle income trap” and stand in stark contrast to the above-mentioned
East Asian countries. Historically speaking, Argentina’s per capita GDP
already reached to 52.2% of that of the U.S. in 1950, landing it firmly in
the category of high-income countries by the relative criteria. However,
during the 1950-1980 period, not only did Argentina fail to catch up with
the U.S. in terms of per capita GDP, the gap between the two actually
widened, with Argentina’s per capita GDP only equating to 44.2% of that
of the U.S. by 1980. After the 1980s, the per capita GDP of Argentina slid
rapidly against that of the U.S. to 27.7% in 1990 and has hovered around
that level thereafter. It should be noted that Argentina was once one of the
wealthiest countries in the world. Calculated on the basis of the constant
dollar price of 2010, the per capita GDP of Argentina already reached
5620 US dollars in 1960, but only witnessed a slight increase to 5956 US
dollars in 1990 during a 30-year span. Since then, per capita income in
Argentina has reached $8205 in 2000 and $10,514 in 2015, but still fall-
ing short of the rank of high-income countries. Argentina’s average per
capita GDP growth rate stood at a mere 1.1% during the period of
1960-2015 at constant dollar prices. When viewed within the entire time
frame, this rate of growth could only be characterized as a low rate of
growth that resulted in Argentina’s failure to escape the “middle
income trap”.

Argentina’s overall low economic growth has been characterized by
wide fluctuations in growth rate. During the period of 1960-2015, the
country experienced 21 years of negative growth in per capita GDP. There
were 12 years that the economic growth of Argentina exceeded 7% and
there were 11 years that the economic growth was lower than —3%,
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Fig. 1.6 Four Latin American countries’ per capita GDP relative to the U.S. aver-
age (1950-2010). (Source: The Maddison-Project, http://www.ggdc.net/mad-
dison/maddison-project/home.htm, 2013 version)

exhibiting a lack of stability in the country’s economic growth. Although
the country experienced periods of rapid growth, they often could not be
sustained. The example of Argentina indicates to us that developing coun-
tries need not only relatively high rates of economic growth but also stable
economic growth in order to overcome the “middle income trap”. In this
sense, only when “walking steadily” can one “walk far” (Fig. 1.6).

According to the World Bank’s classification of countries by income,
Argentina remained an upper-middle-income country in 2015. According
to the country’s average per capita GDP (PPP) as that of the U.S.,
Argentina’s average per capita GDP fluctuated between 35%—37% of that
of the U.S. from 2010 to 2015 and declined further in the recent two
years, resembling a typical country caught in the “middle income trap”. In
the same vein, Brazil, Peru and Mexico have long remained in the ranks of
middle-income countries and their per capita GDP also exhibited sharp
declines relative to that of the U.S. in the 1980s. To date, no Latin
American country has succeeded in making the leap from a middle-income
to a high-income country.
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1.3.3 A Comparison of the Two Groups of Countries

Fundamentally speaking, the promise of entering into the ranks of high-
income countries from middle-income countries is the sustained and rapid
economic growth. According to the method of economic growth account-
ing, economic growth rates are the results of growth in factor input
(including labor and capital), growth of human capital and growth of total
factor productivity (TFP). A close examination of the growth accounting
for the East Asian economies reveals that the growth of total factor pro-
ductivity constituted a crucial factor in their ability to maintain relatively
high rates of economic growth since 1970. According to estimates by the
International Monetary Fund, China claimed the highest average eco-
nomic growth rate and total factor productivity growth rate in this period,
and half of the growth experienced in the former could be attributed to
growth in the latter. The same could be said about South Korea. Hong
Kong, Taiwan and Singapore also observed their total factor productivity
growth contributing to more than one third of the growth in the eco-
nomic growth rate. In contrast, India witnessed much less contribution to
economic growth from TFP growth (see Fig. 1.7).

m Labor’s Contribution m Human Capital’s Contribution
7 Capital’s Contribution M Total Factor Productivity’s Contribution
¢ Average Per Capita GDP Growth Rate
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Fig. 1.7 Growth accounting for six Asian countries and regions (1970-2009).
(Source: Shekhar Aiyar, Romain Duval, Damien Puy, Yiqun Wu and Longmei
Zhang, Growth Slowdowns and the Middle-Income Trap, IMF working paper,
WP/13/71, 2013. Note: The estimates for the Chinese mainland, Hong Kong,
Taiwan, Singapore and South Korea are sourced from the period between 1970
and 2009; the estimates for India are sourced from the period between 1980
and 2009)
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Fig. 1.8 Growth accounting for four Latin American countries (1970-1990).
(Source: Shekhar Aiyar, Romain Duval, Damien Puy, Yiqun Wu and Longmei
Zhang, Growth Slowdowns and the Middle-Income Trap, IMF working paper,
Wr/13/71,2013)

Figure 1.8 depicts the economic growth rates of the four Latin American
countries during the 1970s and 1980s and corresponding contributions
by the four growth factors. A comparison of the two periods reveals that
economic growth in the four countries observed drastic declines. In the
1970s, all four countries experienced positive per capita GDP growth,
with an average growth rate of 6% in Brazil, 4% in Mexico and less than 2%
in Argentina and Peru. By the 1980s, economic growth in the four coun-
tries all fell into the negative territory, with Peru’s economy diminishing at
a rate of 3.5% in size. An examination of the various contributing factors
that determine economic growth reveals that all four countries experi-
enced a significant diminution in total factor productivity, indicating that
the decline in total factor productivity constituted a major factor in the
decline of economic growth in the four countries. In addition, we can also
see that the contribution of capital to economic growth in the four Latin
American countries in the 1980s also dipped into the negative territory.
The reason for this is that the decline in total factor productivity damp-
ened investment and led to a negative growth in capital stock. By contrast,
the contribution of capital to economic growth has remained positive in
the six Asian countries and regions mentioned above which demonstrates
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that growth in total factor productivity can bolster investment, which in
turn leads to the continuous growth of capital stock.

In comparing the aforementioned two groups of countries, we can
draw the following conclusions: concerning economic growth accounting,
the sustained growth of total factor productivity vepresents the key to main-
taining economic growth and creates the major impetus for middle-income
countries to develop into high-income countries. We could go one step fur-
ther by stating that for middle-income countries, eventually navigating
over the “middle income trap” is the inevitable result of long-term, stable
and high-quality growth, which is evident in the contribution and impor-
tance of total factor productivity to economic growth.

1.4  Way DoEs THE “MIDDLE INCOME TRAP” EMERGE?

The above statistical and comparative study of the “middle income trap”
raises a major theoretical and practical question: why is it that after
250 years of global industrialization, only a handful of more than 200
countries and regions in the world have achieved the status of developed
economies? Why weren’t many developing countries able to further prog-
ress into developed economies? Alternatively, why have many middle-
income countries lingered in the middle-income phase for so long without
joining the ranks of high-income countries with some even slipping into
economic stagnation or regression? For instance, Latin America and
Southeast Asia are two such representative cases. Countries in these
regions failed to extricate themselves from the “middle income trap” for
decades while, on the other hand, a number of East Asian countries and
regions successfully overcame the trap and attained high-income status.
International experience indicates that the transformation of the eco-
nomic growth model of a region typically undergoes three stages of devel-
opment. The first phase involves the progression from low-income to
lower-middle or middle-income status and can be characterized as the
stage of “economic take-off”. Generally speaking, a traditional model of
economic development, which manifests as high factor input, low cluster-
ing of industries, low value-added trade, high consumption of natural
resources and environmental pollution, dominates this phase. The second
phase involves the progression from lower-middle to upper-middle-
income status and can be characterized as a period of transition (see
Fig. 1.9). Three possibilities exist during this time: if the transition proves
to be successful, the economy will continue to grow or take oft, landing it
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Fig. 1.9 The theoretical model for the “Middle Income Trap”. (Note: formu-
lated by the authors)

in the category of middle-income countries; if the transition does not
prove to be successful, stasis ensues; or if the transition fails, the economic
“take-off” is interrupted and the economy falls into the “middle income
trap”, resulting in a sharp dive in potential economic growth rate and
stagnation. This period marks a time of anguish for economic restructur-
ing, but also a time of strategic opportunity for the transformation of the
economic growth model.

The third phase of development depends on the outcomes of the sec-
ond phase of economic restructuring. If the second phase of transition
proves to be successful, the country in question will proceed further to
obtain the high-income or developed economy status. This phase of devel-
opment is characterized by innovation, high spatial agglomeration, high
value-added trade, harmonious development between man and nature,
and social harmony. If the second phase of transformation fails, the coun-
try will then remain in the middle-income stage and fall into the “middle
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income trap”. In addition, the stagnation of economic growth will inevi-
tably compound various conflicts and lead to the exacerbation of political
instability, rendering it impossible for the country to rise above the “vicious
cycle” of development.

Generally speaking, total factor productivity growth constitutes a nec-
essary condition for developing countries to overcome the “middle income
trap” if their economic development does not depend upon the export of
resources (some Middle Eastern countries for instance). The contribution
rate of total factor productivity to economic growth or, to put it differ-
ently, whether or not total factor productivity can undergo sustained
growth, to a great extent, can reflect the efficiency of resource allocation
and the degree of contribution of innovation to economic growth. In the
empirical study of economic growth, total factor productivity can gener-
ally be bifurcated into technical efficiency and technological progress.
Technological progress refers to the progress of a country’s technological
frontier and can be regarded as the crystallization of innovation. Technical
efficiency refers to efficiency displayed by a country in allocating input fac-
tors under given technological conditions and can be considered an out-
come of market mechanisms. Both economic and non-economic factors
may affect the two components mentioned above. We can conduct analy-
sis from the economic, political, social and international dimensions.

From an economic point of view, the efficiency of a country’s resource
allocation is often predicated on its economic system. For instance, the
former Soviet Union began implementing a planned economic system
when Stalin came to power which was later referred to as the “Stalin
model” or “Soviet model”. This planned economic system is actually a
product of the highly centralized political system of the former Soviet
Union. Under the single ownership system, the Soviet model essentially
represents a command economy. During a given period, this model pro-
moted the industrialization of the Soviet Union and made it the linchpin
of the anti-fascist campaign in World War II. After World War 11, as the
world entered into the Cold War era characterized by proxy conflicts
between the U.S. and the Soviet Union, the latter poured its resources
into developing heavy industries and neglected the development of agri-
culture and light industries, eventually resulting in severe imbalances in its
industrial structure and the faltering living standards of its citizens, and in
turn served as a key factor in galvanizing social discontent and ultimately
leading to the dissolution of the Soviet Union. In a sense, a fundamental
problem with the former Soviet Union’s economic system is that it was
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designed principally for seeking world hegemony instead of raising peo-
ple’s living standards. This stands in stark contrast to the phase of develop-
ment experienced in China after the implementation of reform and
opening-up.

The failures in economic development strategization also constitute a
crucial factor in the stagnation of total factor productivity growth. For
example, Argentina used to belong to the rank of high-income countries,
and according to Maddison’s estimates, the country’s per capita GDP
(PPP, 1990 international dollars) was higher than that of the U.S. in 1896.
Since then, Argentina’s per capita GDDP as a percentage of that of the
U.S. had been on a downward trend and fell to 52% in 1950 despite
Argentina still being considered as a high-income country according to the
relative criteria. However, after 1950, Argentina failed to seize the oppor-
tunity for industrialized development following World War II. The country
had long relied on the export of primary products and failed to effectively
reconfigure its industrial structure and enhance its competitive edge. At the
same time, against the backdrop of domestic political instability, it intro-
duced neoliberal economic policies that led to macroeconomic instability,
debt crisis and hyperinflation, which in turn undermined the foundation
for economic growth. By 2002, Argentina’s per capita GDP relative to that
of the U.S. fell to a record low of 24.3%. It can be said that Argentina is
representative of countries that have stumbled back into the middle-income
group from the high-income one and would remain ensnared in the “mid-
dle income trap” for a long time. According to World Bank statistics (PPD,
2011 international dollars), Argentina’s per capita GDP equated to 35% of
that of the U.S. in 2015, even lower than the level in 2011. It can be
argued that the country still faces tremendous challenges in overcoming
the “middle income trap”. In fact, other Latin American countries also
share Argentina’s experience. In the past six decades, the Latin American
economiies vacillated between the import substitution strategy and the neo-
liberal strategy. By contrast, the East Asian countries adapted themselves to
the objective demands of economic globalization and succeeded in imple-
menting export-oriented economic policies, responding effectively to new
trends and challenges brought by globalization, continuously nurturing
new competitive advantages and enhancing their global competitiveness.

In the long run, technological progress serves as the fundamental
engine for the continuous growth of total factor productivity. Without
technological progress, total factor productivity growth will eventually
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enter into stasis as resource allocation becomes optimized. The techno-
logical progress of a country either relies on the introduction of foreign
technology with the purpose of promoting domestic technological
advancement or its own capacity for independent indigenous innovation.
Innovation plays a critical role in the growth of total factor productivity
especially when a country’s technological capabilities already lead the rest
of the world. Among the world’s high-income countries, excluding those
that had established themselves as capitalist developed economies early on
and the resource-exporting countries, innovation has been the key ingre-
dient of success for those that joined the ranks of high-income countries
later on.

The capacity for innovation of a country or region depends on two
aspects of innovation investment, one being capital investment and the
other being talent supply. In terms of capital investment, the intensity of a
nation’s investment in innovation is generally measured through the ratio
of R&D expenditure to GDP. Let us compare South Korea with countries
that have fallen into the “middle income trap”. For example, in terms of
investment in innovation (R&D expenditure as a percentage of GDP),
South Korea registered at 2.64% in 2003, ranking seventh globally, com-
pared to 0.69% and 0.41% in Malaysia and Argentina, respectively, both of
which failed to enter the top 40 ranks. With respect to the supply of inno-
vation talents, in 2006, the number of R&D personnel per 1000 people in
South Korea stood at 4.8, while that of Malaysia and Argentina stood at a
mere 0.42 and 1.1, respectively. The pool of innovation talents South
Korea could tap into was 11.4 times and 4.4 times that of Malaysia and
Argentina, respectively. As for the quality of their labor force, 35% of the
workforce in South Korea claimed an undergraduate or higher education
background in 2007, compared with 20.3% and 29.5% in Malaysia and
Argentina, respectively. South Korea also displayed a clear advantage in
this regard.

From another point of view, when a country has entered the middle-
income stage, maintaining sustained total factor productivity growth can
prove to be challenging without the capacity for innovation. This is due to
the fact that during the middle-income stage of development (especially
the upper-middle-income stage), with the growth of per capita income
comes the rising costs of a variety of factors of production, diminishing
marginal returns on capital investment and waning comparative advan-
tages in the labor-intensive economy. These developments also actively
and objectively call for economic restructuring, that is, realizing the
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transformation of the economic growth model through innovation. If this
transformation cannot be attained, the economic growth will lose its
momentum and the potential growth rate may plunge and even remain in
a dismal state, making entry into the ranks of high-income countries a
distant reality.

From international experience, the middle-income stage of develop-
ment is also characterized by a polarization of the social structure. As the
social structure is transformed in a dramatic fashion, the interests of each
social stratum grow entrenched and social problems are exacerbated as a
result. For example, at the turn of the nineteenth and early twentieth cen-
turies, the U.S. economic take-off was both coined a “progressive era”
and the “worst era”, during which economic crises happened in a cyclical
manner, the gap between the rich and poor grew ever wider, political cor-
ruption became widespread and class conflicts worsened. An examination
of the history of earlier capitalist countries such as the U.K., France and
Germany reveals similar developments.

The surge in social instability is both a product of and an impact on a
country’s economic development. This is because in the process of eco-
nomic development and especially during the period of rapid develop-
ment, wide arrays of imbalances tend to emerge, inevitably resulting in a
widening income gap among different groups of people and thereby caus-
ing social conflicts. Countries in the middle-income stage of development
will also see their chances of overcoming the “middle income gap” dimin-
ish if the issue of unfair distribution of income is not addressed. Existing
empirical studies reveal that income inequality hinders economic growth,
especially for countries that have yet to enter the stage of high-income
development.' Income inequality will negatively affect the economic
growth of middle-income countries in at least two regards and further
diminish their chances of navigating over the “middle income trap”.

On the one hand, as a country enters the middle-income stage, the
demand for human capital investment of its citizens will undoubtedly
increase correspondingly, resulting in an upsurge in the demand for qual-
ity education across society and further hiking up the cost of education.
However, due to the relatively slower income growth experienced by

M Relevant literature can be found: Robert J. Barro (2000). Inequality and Growth in a
Panel of Countries, Journal of Economic Growth, 5: 5-32; Dierk Herzer, Sebastian Vollmer
(2012). Inequality and Growth: Evidence from Panel Cointegration, The Journal of Economic
Inequality, 10: 489-503.
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low-income families, their ability to invest in their children’s human capi-
tal is diminished which in turn constrains the possibilities for future devel-
opment and ultimately results in the real human capital growth rate falling
behind the potential growth rate. Consequently, the limited growth proves
unable to effectively meet the demand by this stage of economic develop-
ment on human capital.

On the other hand, during the middle-income stage, the widening of
income gap will inevitably aggravate social polarization and put social
cohesion at risk. This is due to the fact that interest groups that benefit
from the existing paradigm of income distribution will seek to obstruct
reform measures aiming at achieving a fairer distribution of income in
order to protect their vested interests, which would eventually lead to the
entrenchment of interest groups, lower inter-generational social mobility,
hostility among the vested interests and ordinary folks as well as escalating
social conflicts. Furthermore, the decrease in inter-generational social
mobility also means that economically disadvantaged people cannot gain
fair access to opportunities for development. In a sense, the degradation
of the income distribution structure is often a result of the lack of institu-
tional arrangements that can effectively contain unfair development in
income structure and the alliance between power and capital.

Many Latin American countries experienced long-term stagnation or
even negative growth during the 1970s and 1990s, and have yet to over-
come the “middle income trap” to date. Their economic stagnation
occurred in tandem with widening income gaps and severe social polariza-
tion, with the Gini coefficient reaching as high as 0.5-0.6. All these coun-
tries had endured periods of military dictatorship when crony capitalism
prevailed and power and capital conspired together in plundering the soci-
ety for wealth which then led to ever-widening income gaps, social con-
flicts and regime changes. At other times, left-wing governments took
power and overcorrected the course of development by instituting egali-
tarianism and diminishing the role of the market. This flip-flopping in
development and social unrest severely affected the countries’ economic
development.

Income inequality tends to work in unison with a series of other factors
in threatening social stability. These factors are both causes for and prod-
ucts of income inequality. For instance, one critical factor that contributed
to many middle-income countries’ inability to overcome the “middle
income gap” after the 1960s was a gridlock in social progress, manifested
through such social problems as corruption, nepotism and injustices in the
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administrative and judicial realms, which were in and of themselves causes
for an unfair distribution of income. In addition, an unfair distribution of
income will in turn diminish the government’s capacity for redistribution,
which is necessary for maintaining social stability. For example, a sharp rise
in income disparity leads to an increase in the demand for government
public service expenditures, but with a given amount of available budget-
ary revenue, the ever-expanding public service demand will result in a
shortage of public services. The direct consequence of leaving such issues
as growing polarization between the rich and the poor, lack of social
mobility and shortage of public services unaddressed is a growing sense of
distrust in society toward the government, absence of faith, distorted pub-
lic sentiment, build-up of social discontent, the spread of populism and
various radical ideologies (religious or secular). These issues will evolve
into direct triggers for the eruption of social conflicts. Without sound
social policies designed to resolve these issues, the problems will further
aggravate the vulnerabilities of social development and lead to social or
even political crises. Eventually, investment will be negatively affected,
leading to economic stagnation or even regression, which could inter-
twine and interact with each other in a vicious cycle to eventually plunge
the economy into the “middle income trap”.

As the widening gap between the rich and the poor intensifies existing
social polarization and conflicts, the aggravation of social conflicts in turn
provokes social unrest, political division and confrontations between gov-
ernments and ordinary people. Ultimately, initial rallies and protests on
the streets transform into violent anti-government movements, resulting
in regime change or even collapse. In fact, not only does a widening
income gap pose a threat to the social stability and political structure of
middle-income countries, it also produces the same effect on developed
economies. As a matter of fact, one important factor that contributed to
Donald Trump’s winning the U.S. presidency was the dissatisfaction with
the long-term deterioration of income inequality within the country’s
low-income populations (especially Caucasian blue-collar workers), who
threw their support behind a candidate that advocated anti-illegal immi-
gration and anti-free-trade policies.

From a political point of view, the middle-income stage is not only
characterized by drastic changes in various economic variables and social
structures, but also by drastic changes in the reorganization of political
structures. A complex mechanism dictates the interactions among the
three. Long-term economic stagnation leads to a buildup of discontent
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among the people and results in political instability, which in turn contrib-
utes to the exacerbation of economic and social problems. Conversely, if
political stability is maintained, governments will have a better chance of
addressing economic and social problems; while political disarray could
only lead to the exacerbation of existing challenges. In this sense, a stable
political environment constitutes the single most important public good,
which in itself is the most crucial prerequisite for countries in overcoming
the “middle income trap”. According to the International Country Risk
Guide (ICRG) database, in 1990 among the East Asian economies, Japan,
Taiwan, Singapore and South Korea scored 7.25, 8.92, 8.08 and 8.67
respectively on Government Stability, significantly higher than the Latin
American economies beset by the “middle income trap” (Ex. Argentina
6.58, Peru 4.00). A stable political structure sets the cornerstone for over-
coming the “middle income trap”.

The extreme form of political instability is manifested in a change of
government or national disintegration. Generally speaking, the conse-
quences of a change of government or national disintegration are not lim-
ited to short-term setbacks in economic growth and can lead to a direct
fall into the “middle income trap”. In the late 1980s and early 1990s,
following the dissolution of the Soviet Union, socialist countries in Eastern
Europe reverted to adopting a capitalist market economic model, which
led to economic stagnation or even negative growth of their economies.
Russia’s per capita GDP (PPP, 2011 international dollars) amounted to
55.1% of that of the U.S. before the collapse of the Soviet Union in 1990,
commensurate with other high-income countries by the relative criteria.
After the disintegration of the Soviet Union, the ratio continued to decline
and fell to the lowest level (26.4%) in 1998. Afterward, it saw gradual
increases and surpassed 40% for the first time in 2007 after being in the
“middle income trap” for more than 20 years (1993-2006). Furthermore,
the ratio fluctuated between 43%—47% during the period of 2007-2015,
with no apparent signs of a further upward trend. The country’s per capita
GDP relative to that of the U.S. experienced a steep decline after 2012 as
a result of its economic performance being highly dependent on energy
price movements. The global commodities crunch since 2012 has also
caused sluggish economic growth in Russia. The above data indicate that
from the end of 1991 when the Soviet Union dissolved up to the current
time, Russia has yet to recover to its pre-dissolution levels in terms of eco-
nomic development relative to that of the U.S.
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A recent example of a country downgrading to the middle-income sta-
tus from high-income is Libya. Toward the end of 2010, the wave of revo-
lutions termed the “Arab Spring” had swept across the Middle East,
resulting in civil wars and change of governments in countries such as
Tunisia, Egypt, Libya and Syria. Among them, the wars in Libya and Syria
have persisted to this day and led to a severe erosion of economic develop-
ment and the standard of living of their people. Libya, for instance, claimed
a per capita GDP (PPP, 2011 international dollars) that amounted to 49%
of that of the U.S. in 2003, landing it in the category of high-income
countries. Moreover, with the lifting of the 11-year sanctions in 2003 that
had been imposed on Libya by the United Nations due to the Lockerbie
plane crash in 1988 and the 1989 UTA Flight 772 bombing, the coun-
try’s economy experienced some degree of growth during the 2003-2010
period, with its per capita GDP reaching 58% of that of the U.S. in 2010.
However, the Libyan civil war that broke out in 2011 directly led to the
collapse of the country’s economy and its per capita GDP as a percentage
of that of the U.S., plummeting to 21.8% in 2011. On the whole, as Libya
entered a so-called post-Qaddafi era after 2011, the country has remained
divided and spawned, together with Syria, a massive refugee crisis
in Europe.

In addition to the aforementioned economic, social and political issues,
external factors also figure substantially in whether or not a country may
fall into the “middle income trap”. One typical example is the impact of
the 1997 Asian financial crisis on emerging economies in Southeast Asia.
We can see in Fig. 1.5 that the financial crisis derailed the Southeast Asian
economies from their path of economic growth and cost them the oppor-
tunity to overcome the “middle income trap”. Moreover, the financial
crisis evolved directly into an economic crisis, which in turn led to serious
social and political upheavals that manifested as soaring unemployment,
surge in the number of impoverished people, considerable declines in per-
sonal income, surge in crimes and violence and compromised confidence
in society’s prospects and in government.

In this sense, economic globalization, in and of itself, is a double-
edged sword. The crisis in one country will affect its neighbors and the
crisis in a major economy will have global implications. The 2008 global
financial crisis triggered by the sub-prime mortgage crisis in the U.S. was
considered a “once-in-a-century” event with repercussions for the global
economic and financial systems. Its negative impact spread to all corners
of the world. For many developing and emerging economies, the financial
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Fig. 1.10 Global economic growth before and after the global financial crisis
(2004-2015). (Source: IMF)

crisis triggered by the sub-prime mortgage in the U.S. created massive
negative externalities and delivered an external shock to the economic
development of these countries. As the Chinese saying goes, “when the
city gate catches fire, the fish in the moat suffer from it”. When the
U.S. sub-prime mortgage disaster evolved into a global financial crisis, it
ended the momentum of rapid economic growth for some emerging
economies. According to the relative criteria, a middle-income country
will not be able to overcome the “middle income trap” as long as its per
capita GDP growth rate falls short of that of the U.S. Since 2004, the
world economy has dropped from a growth rate of nearly 5% during the
pre-crisis period (2006-2007) to roughly 3% in recent years (2014-2015).
Among the world’s economies, the average growth rate of emerging and
developing economies declined from 8% to 4.3% in 2015, while the dif-
ference in the rate of economic growth between developing and devel-
oped economies slid from 5.76% in 2007 to 2.37% in 2015. Although the
momentum of catch-up with the developed world remained, it has weak-
ened significantly (Fig. 1.10).1°

Although nearly ten years have passed since the global financial crisis
broke out in 2008, its impact has yet to run its full course and the global

1> Among them, Brazil and Russia suffered heavy economic losses, with growth rates dip-
ping into the negative territory in a number of years during the 2009-2015 period.
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economy remains in a process of profound adjustment. In particular, in
response to the financial crisis, the U.S. Federal Reserve implemented four
rounds of “quantitative easing” from November 2008 to the end of 2012
which helped stabilize the U.S. financial system and stimulate the coun-
try’s economic growth. However, as the U.S. economy recovered ahead of
other advanced economies, the Federal Reserve began to gradually roll
back its “quantitative easing” policies in early 2014 which delivered a sub-
stantial impact to the global financial market and aggravated capital mar-
ket volatilities in the emerging economies. This, to a certain extent, also
led to the pressure of capital flight, which has evolved into a hidden dan-
ger to the global economy in the post-crisis era. In this sense, the U.S. first
brought on the global financial crisis of 2008 with its subprime mortgage
crisis and then recovered its economic growth through “quantitative eas-
ing”. As the country withdraws from quantitative easing policies and the
Federal Reserve introduces benchmark interest rate hikes, uncertainties in
the global financial market and especially the capital markets of developing
countries will grow which in turn will affect the economic recovery of
emerging economies.

We can draw the following conclusions based on previous discussions:
a country does not necessarily or naturally enter the high-income ranks
from the middle-income ranks. The “middle income trap” occurs as the
combined result of a series of economic, social, political and international
factors. Judging from the economic growth in developing countries after
World War II, no country was able to maintain long-term and stable
growth with a single unchanging economic growth model. The models of
economic growth are characterized by the peculiarities of various stages of
development. During the different stages of income, their basic conditions
for economic development (including advantages and constraints) vary,
and so do the opportunities and challenges. Therefore, the model of eco-
nomic development should be adjusted accordingly. For developing coun-
tries mired in the “middle income trap”, if they are not able to adapt their
models of economic development to changing internal and external con-
ditions, the latent risks existing in the original model will accrue and esca-
late, eventually leading to economic, political and social crises and even a
vicious cycle of the three, plunging the economy into permanent stagna-
tion and recession.

Alternatively, even if a country is in a period of rapid economic growth,
without properly addressing the social problems that may arise in the
course of economic development and maintaining political stability, its
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internal political and social crises may very well put the brakes on its eco-
nomic development. In this sense, overcoming the “middle income trap”
is not merely an economic issue, as non-economic factors often constitute
the direct causes of a country’s entrapment in the “middle income trap”.
In other words, economic downturns merely reflect the surface under
which lie such fundamental issues as how to tackle the various internal and
external challenges that hamper growth and cause economic instability.

The above analysis and summaries of international experiences and les-
sons provide us with critical information and reference in understanding
such questions as what the “middle income trap” is, why countries fall into
the trap and how countries can avoid and overcome the trap. Valuable les-
sons can be learned from the experiences of other countries particularly
through studying their setbacks and mistakes. The crucial issue is, of
course, how China can innovate and create its own path of development.
By following Deng Xiaoping’s strategic concept of modernizing China in
“three steps”, the country has not only succeeded in overcoming the
“poverty trap”, but will also be able to avoid the “middle income trap” in
the future, move toward high-income status and achieve its “two cente-
nary goals”.
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CHAPTER 2

How Did China Overcome
the “Poverty Trap”?

Throughout the development cycle of a country, major tasks and chal-
lenges may arise during various stages of development and the possibility
of a period of stagnation exists in each stage. In the low-income stage,
anemic economic growth, lagging human development, political instabil-
ity and social unrest often lead to a vicious cycle in national development.
For instance, many countries in Africa have so far failed to fight poverty
effectively and remain mired in the “poverty trap”. In the middle-income
stage, many countries fall into the “middle income trap”. Even if countries
succeed in overcoming the “middle income trap”, their economic growth
may still be plagued by the “high income trap”, with Japan being one such
example.

In order to understand whether China can effectively address the chal-
lenges of the middle-income stage and overcome the “middle income
trap”, we need to know how China has successfully escaped the “poverty
trap”. Throughout the history of the world economy, China’s overcoming
of the “poverty trap” and the rapid growth it has experienced since the
country initiated the reform and opening-up policy, which has been
described as an “economic miracle”, both constitute major milestones in
the history of world economic development. Understanding how China
overcame the “poverty trap” is of great significance for us to gain insight
into how the country should address the challenge of the “middle
income trap”.
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The passages below provide a multidimensional analytical framework
for poverty and an introduction of China’s achievements in poverty reduc-
tion before and after the implementation of the reform and opening-up
policy, and on the basis of which, we further explicate how China was able
to create a poverty reduction miracle by looking at economic development
and the implementation of poverty alleviation policies. Finally, we elabo-
rate on China’s achievements in poverty reduction and its contribution to
the cause of global poverty reduction with international comparisons.

2.1  TuE ANALYTICAL FRAMEWORK
OF MULTIDIMENSIONAL POVERTY

Poverty is a chronic illness in civilized societies. In 1970, human beings
completed their first journey to the moon, but at the same time, the vast
majority of developing countries remained in abject poverty. In a sense,
the technological advancements achieved by mankind and the global
resource environment should prove sufficient in lifting everyone out of
poverty. However, according to figures released by the World Bank, by the
end of 2015, roughly 10% of the world’s population (around 700 million
people) remained in poverty. It is precisely due to the intractable nature of
poverty that poverty reduction has become a common cause for all human-
ity. In September 2000, 189 countries adopted the United Nations
Millennium Declaration following a three-day Millennium Summit of
world leaders at the headquarters of the United Nations, and proposed
eight Millennium Development Goals, which have been celebrated as a
global convention to eliminate poverty.!

There is no doubt that an in-depth understanding of poverty is of great
significance to development. Society’s understanding of the concept of
poverty is ever evolving and deepening. Amartya K. Sen, winner of the
1998 Nobel Prize in Economics, believes that poverty should be concep-
tualized as capability inadequacy instead of low income. In this sense, the
root cause of poverty is the deprivation of capabilities, rights and welfare.
Therefore, low income merely reflects the appearance of poverty while the

!"The MDG proposed that countries should be committed to achieving the following goals
by 2015: to eradicate extreme poverty and hunger; to achieve universal primary education;
to promote gender equality and empower women; to reduce child mortality; to improve
maternal health; to combat HIV /AIDS, malaria, and other diseases; to ensure environmen-
tal sustainability; to develop a global partnership for development.
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lack of capabilities and the injustices caused by institutional factors consti-
tute the deeper causes of poverty.

Based on his multidimensional understanding of poverty, Hu Angang
(2009) proposed a four-dimensional poverty model, which? comprised
income poverty, human poverty, knowledge poverty and ecological pov-
erty. Among them, income poverty refers to the lack of material resources,
meaning the lack of minimally sufficient income and expenditure which
make it difficult to maintain basic living standards. Income poverty is the
most commonly used measure of poverty. Internationally, the World Bank
uses the international poverty line to define absolute poverty.

Human poverty refers to the lack of basic capabilities such as literacy,
access to nutrition, sanitation, low average life expectancy and so on. This
concept was proposed by the UNDP in the 1997 Human Development
Report, which introduced the Human Poverty Index (HPI).?

Knowledge poverty refers to the lack of the ability to generate, acquire,
exchange and apply knowledge, or the lack of access to knowledge, that is,
the deprivation of people’s ability and means to acquire, absorb and
exchange knowledge. The knowledge here is broadly defined, including
science and technology, education and training, information and network.
Knowledge poverty encompasses the lack of ability to acquire, absorb and
exchange knowledge.

Ecological poverty refers to extremely limited access to basic survival
needs as a result of poor basic living environment that entraps people in
poverty. On top of that, individual poverty may exacerbate the resource
strain because of the impoverished population’s increasing demand on its
living environment which in turn further degrades an area’s ecological
integrity and increases its ecological vulnerabilities. Eventually, the carry-
ing capacity of the environment will degrade to a level insufficient for
meeting the basic survival and production needs of residents in the area.

As a chronic disease, the causes of poverty are often multifaceted and
accompanied by other traits, which together manifest as a poverty

2Hu Angang (2009) “From a Large Poverty-Stricken Economy to a Moderately
Prosperous Society: The Way China Eradicates Four Types of Poverty 1949-2020”, com-
piled in: Pan Wei (ed.) (2009), “China Model: A New Developmental Model from the Sixty
Years of the People’s Republic”, China Compilation and Translation Press.

3 According to the 1997 Human Development Report, the human poverty index com-
prises the following: probability at birth of not surviving to age 40; adult illiteracy rate;
unweighted average of population without sustainable access to an improved water source;
proportion of people without access to health services; and children underweight for age.
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syndrome. In the World Development Report 2000,/2001, the World
Bank stated three dynamic traits shared by the impoverished: first, lack of
opportunities to participate in economic activities; second, no say in major
decisions concerning their own destiny; third, vulnerable in the face of
economic and other shocks such as illness, food crisis, recession and so on
(World Bank, 2001). This demonstrates that poverty is not simply a mat-
ter of low income, but is also embodied in a multitude of aspects such as
development opportunities, social equality and political participation.

Indian economist Abhijit Banerjee and French economist Esther Duflo
conducted an in-depth research for 15 years on the impoverished popula-
tions in 18 countries and regions across five continents on the subject
matters of their daily lives, education, health, entrepreneurship, aid, gov-
ernment and non-governmental organizations. In their co-authored work
entitled Poor Economics, the two distilled the causes of poverty into four
main factors: turbulent social situations, harsh natural environment, back-
ward education and the absence of social assistance programs. Their
research in fact corroborates Hu Angang’s multidimensional perspective
on poverty. Both agree that there is no single root cause of poverty
(Fig. 2.1).

Market Mechanism

Human

Poverty

Natural Environment
Opportunity - SR

Poverty

Knowledge Poverty

Ecological Poverty

Income Poverty

Fig. 2.1 The multidimensional analytical framework for poverty. (Note:
Formulated by the authors)
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2.2  STAGNANT DEVELOPMENT IN CHINA’S
CONTEMPORARY HISTORY PLUNGED THE COUNTRY
INTO POVERTY

The eradication of poverty ultimately depends upon development, and
poverty reduction itself is part and parcel to development. Judging from
history, the economic development of countries in the world has under-
gone enormous changes in the past 200 years. Since the eighteenth cen-
tury, and with the rise of capitalism and the spread of the industrial
revolution, the world economy has entered a period of modern economic
growth while disparity has become an important feature of development
during this period. With the industrial revolution’s remodeling of the
world economy, the gradual formation of the global market and the world
order yet to be brought to full fruition, in a contemporary world charac-
terized by enormously unbalanced development, poverty often meant
subjugation, and subjugation then led to worsening poverty.

Historically speaking, China gradually became the “left behind” in the
global drive for modernization during the 1820-1950 period. The coun-
try faced the most egregious cases of external aggression during this period
from the Western powers (including Japan). Not only was China not a
participant in the global modernization process, it became a victim of
aggression of the Western powers. According to Maddison’s calculations,
the world’s average per capita GDP increased by 2.16 times during the
1820-1950 period while the per capita GDP of the U.S. rose eight-fold,
the per capita GDP of Japan increased by 1.88 times and that of Western
Europe grew 2.73 times. During this period, overall, China reverted from
being a global economic powerhouse to a period of decline and from
being a country with the world’s most powerful economy to an economi-
cally weak nation. Its per capita GDP fell to a historical low of less than
one-fourth of the world average, placing it at the bottom of the ladder
globally. In 1820, China’s per capita GDP was slightly below that of Japan
and the world average, but by 1950, China’s per capita GDP (1990 inter-
national dollars) had dropped to 439 US dollars, 27% lower than in 1820.*
According to the Maddison Project Database, the average per capita GDP
of China remained in the negative territory for more than 250 years

*Hu Angang, 2008, “The Political and Economic History of China (1949-1976)” (2nd
edition), pp. 24-32, Tsinghua University Press.
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Table 2.1 A comparison of per capita GDP growth among the major economies
(1700-2015) (Unit: %)

1700-1820 1820-1952 1952-1978 1978-2003  2003-2015

China 0 -0.08 2.34 6.57 (8.31) 9.15
India 0 0.1 1.81 3.27 6.11
Japan 0.1 0.95 6.66 2.11 0.82
Europe 0.22 1.03 3.56 1.79

U.s. 0.62 1.63 2.1 1.85 091
Soviet Union/Russia 0.19 1.04 3.15 -0.78 3.05
Global average 0.09 0.92 2.56 1.55 2.58

Source: Maddison Project Database, 2008, “Chinese Economic Performance in the Long Run”, p. 37
(data for 1700-2003 period); China National Bureau of Statistics data in parentheses; 2003-2015 data
sourced from the World Bank database: http://data.worldbank.org/indicator/NY.GDP.PCAP.PP.KD?

during the 1700-1952 period. China commenced its industrialization in
this historical context (Table 2.1).

One of the fundamental causes of China’s backwardness and subjuga-
tion in its contemporary history lies in the lack of a strong and modern
state leadership, which also constitutes an important reason for China’s
ineffectiveness in dealing with the global industrial revolution and the root
cause for China’s inability to launch its own industrialization and
modernization.

2.3 ACHIEVEMENTS IN DEVELOPMENT DURING CHINA’S
PranNED Economy Era

In 1949, following the founding of the People’s Republic of China under
the leadership of the CPC, China began its industrialization process to
“catch up” with modernization. China’s commencement of industrializa-
tion lagged 100-200 years behind that of developed countries. At the
beginning of the founding of the People’s Republic of China, the state of
affairs concerning development in the country can be characterized as
“poor and blank”.®> Therefore, such issues as how to promote economic

®Mao Zedong pointed out in the “Relationship between China and Foreign Countries”
segment in his article “On the Ten Major Relationships” in 1956 that “we are firstly ‘poor’
and secondly ‘blank’. ‘Poor’ refers to the fact that there is not much industry and our agri-
culture is underdeveloped, while ‘blank’ means blank slate. We are deficient in both literacy
and science”.
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development, raise people’s income and promote the quality of citizens
through the development of science, education and health programs
became the imperative and primary goals of national development after
the country’s founding.

Generally speaking, after the founding of the People’s Republic of
China up until the beginning of China’s reform and opening-up, China’s
socialist construction had been by no means smooth sailing and had
undergone several major setbacks, the Great Leap Forward and the
Cultural Revolution being two examples. Nevertheless, China’s socialist
construction still witnessed unprecedented achievements. In terms of per
capita income, according to Maddison’s estimates, the country’s annual
per capita GDP growth rate stood at 2.34% during 1952-1978, signifi-
cantly higher than before the founding of the People’s Republic. China’s
per capita GDP in 1982 was significantly higher than in 1950 in 1990
international dollars, reaching 1186 US dollars. However, the same period
also saw rapid development of capitalist and some developing countries in
the post-war era, with global average per capita GDP growth reaching
2.56%. Therefore, although China did register remarkable achievements
in development during this period, it failed to take full advantage of the
historical opportunities to achieve better development.

With regard to poverty, China remained largely in extreme poverty dur-
ing the early days of the country’s founding. In the dimension of human
poverty, China suffered from an exceedingly low level of human develop-
ment during its initial days. During the planned economy era, it could be
said that poverty was alleviated most markedly, especially in terms of
human poverty. For instance, China made great strides in the domains of
education and health: average life expectancy rose from 35 years in 1950
to 67.77 years in 1982; infant and maternal mortality rates also dropped
significantly over the same period; the average years of schooling per per-
son rose to 4.6 years.

Achievements in the area of health are largely the result of the develop-
ment of public health infrastructure in China. For instance, following the
founding of the People’s Republic of China, the country conducted a
long-running patriotic health campaign that covered all parts of its urban
and rural areas through the mobilization of its people under the leadership
of the CPC and the government. As a result, numerous epidemic diseases
such as smallpox and cholera have been mostly brought under control. In
addition, in spite of an extremely low per capita income, China has estab-
lished a primary public health infrastructure. From the 1960s to 1980s,
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the “barefoot doctors” program and the rural cooperative medical system
provided basic, accessible and affordable healthcare services for rural resi-
dents and coverage that became a crucial factor in raising people’s average
life expectancy.

China’s achievements in the domain of health can be further confirmed
through international comparison. In 1977, the average life expectancy in
China stood at 65, much the same as that of Mexico, and significantly
higher than that of India (53). According to Maddison’s data, Mexico’s
per capita GDP was six times that of China in 1977, while India’s per
capita GDP was also higher than China’s. In this sense, China’s achieve-
ments in the domain of health in the era of planned economy with an
exceedingly low average per capita income level constituted a historical
miracle. In this regard, the World Bank praised China’s accomplishments
in the 1993 World Development Report, which stated that by the late
1970s, nearly all of China’s urban population and 85% of the rural popula-
tion were covered by health insurance in the country, marking an unparal-
leled achievement among the low-income countries.

Similarly, during the planned economy era, China also realized remark-
able accomplishments in education development, mainly reflected in the
elimination of illiteracy among young and midlife adults and the universal
provision of primary education. In the early days of the People’s Republic,
the illiteracy rate stood at 80%, and the illiteracy rate in rural areas sur-
passed 90%. The People’s Republic of China launched a large-scale literacy
campaign immediately following its founding, which succeeded in greatly
reducing the illiteracy rate among young adults while disseminated knowl-
edge in the fields of production, daily life and health. By 1981, China had
transformed 140 million illiterate people into literate citizens. Another
important factor that led to the significant drop in illiteracy rates was the
development of primary education in China. Before 1949, China’s pri-
mary school enrollment rate stood at a mere 25%. However, in 1952, the
enrollment rate of primary school-age children in China increased to
49.2% and subsequently reached 96.8% in 1975.% At the same time, the
rates of graduates of primary and junior secondary schools also depicted a
rising trend before China’s reform and opening-up. What needs to be
pointed out here is that the “Great Leap Forward” and the “Cultural

°Li Ling (2009): “Human Capital, Economic Miracle and the Chinese Model”, compiled
in: Pan Wei (ed.) (2009), “China Model: A New Developmental Model from the Sixty Years
of the People’s Republic”, China Compilation and Translation Press.
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Revolution™ exerted a clear negative impact on China’s education devel-
opment. For example, the enrollment rate of primary school children and
the rate of graduates of junior secondary schools in 1962 were signifi-
cantly lower than in 1957, while the rates of graduates of primary schools
and junior secondary schools were significantly lower than in 1965.
However, on the whole, China had witnessed remarkable progress in the
domain of primary education before the reform and opening-up.

According to data from the World Bank’s World Development Report
in 1983 and 1984, the adult literacy rate in China had already reached 69%
in 1980 and its secondary school enrollment rate had hit 44% in 1981,
both significantly higher than the majority of low-income countries, ahead
of many middle-income countries at the time. Compared with the level of
economic development at the beginning of China’s founding, this
undoubtedly constituted a tremendous achievement in development
(Table 2.2).

Taking into account the economic, educational and health develop-
ment since the founding of the People’s Republic, development during
the 1950-2015 period can be bifurcated into two stages, that is,
1950-1982 and 1982-2015, roughly corresponding to the planned econ-
omy period and the period following the implementation of the reform
and opening-up. We can see from Table 2.3 that China’s per capita GDP

Table 2.2 The development of China’s primary education (1952-1985):
Percentage of graduates entering higher level schools (Unit: %)

Year Junior secondary Primary schools Net enrollment rate of
schools primary school-age childven

1952 168.6 96 49.2

1957 39.7 44.2 61.7

1962 30 45.3 56.1

1965 70 82.5 84.7

1970 38.6 71.2

1975 60.4 90.6 96.8

1978 409 87.7 95.5

1979 37.6 82.8 93

1980 459 75.9 93.9

1985 41.7 68.4 96

Source: Comprehensive statistical materials on 60 years of the new China

Unit: %
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Table 2.3 China’s development through its economic, education and health
indicators (1950-2015)

1950 1982 2015
Per capita GDP (2011 international dollars) 172 802 13,572
Average years of education (years) 1.0 4.6 10.23
Life expectancy (years) 41 67.77 76.34
Infant mortality rate (%o) 200 37.61 8.1
Maternal mortality rate (per 100,000 people) 1500 100 20.1
Human Development Index 0.145 0.423 (1980) 0.738 UNDP

Sources: Per capita GDP (PPP, 2011 international dollars), 2015 data source: World Bank Database, 1950
and 1982 data calculated on the basis of 2011 international dollars; source of average life expectancy data:
National Bureau of Statistics of China: China Statistical Abstract (2016), p.18; The average years of educa-
tion for the working-age population are calculated by the authors on the basis of previous national census
data; source of infant and maternal mortality data: National Bureau of Statistics of China: China Statistical
Yearbook (2016), p. 725; source of Human Development Index (HDI) data: 2016 UNDP Human
Development Report, Table 2, 1950 and 1982 figures are calculated by the authors

growth took a “small step forward” in the planned economy era whereas
it took a “big step forward” in the domains of education and healthcare.
This indicates that although China experienced major setbacks during the
Great Leap Forward and the Cultural Revolution, the planned economy
laid the groundwork for the rapid economic growth after the reform and
opening-up through human capital investment. In addition, we can also
see that between 1982 and 2015, the development of economy and edu-
cation took a further “big step forward” while health outcomes also wit-
nessed improvements.

2.4  EcoNoMIC DEVELOPMENT
AND POVERTY REDUCTION

Economic development is a necessary condition for poverty reduction.
Without economic development, it is more difficult for the poor to access
opportunities that can improve their incomes and living standards.
Fundamentally speaking, the substantial progress in China’s poverty
reduction was largely achieved after the reform and opening-up, which
was closely related to the rapid economic growth thereafter. People often
describe China’s process of reform and opening-up as being like a person
crossing a river by feeling his way over the stones. At the beginning of the



2 HOW DID CHINA OVERCOME THE “POVERTY TRAP”: 43

reform and opening-up, China did not have a prescriptive “blueprint for
development”; the implementation of various reform measures essentially
was to meet the objective needs of economic and social development at
the time, and adjustments were made accordingly as problems arose dur-
ing the implementation process. In other words, the economic reforms
after the reform and opening-up are largely adaptive in nature. The goal
of China’s economic reform is clear: to develop the economy and con-
stantly raise the living standards of the people. Overall, the process of
China’s economic reform since 1978 has been methodical and can be
characterized by a series of stages with differing priorities of reform at each
stage. However, fundamentally speaking, the one common feature across
the stages is creating economic opportunities for the people.

24.1  Rural Economic Reform and Poverty Reduction

China’s economic reform began with the implementation of the house-
hold responsibility system in rural areas. The measure, which played a
crucial role in alleviating poverty in China in the early days of the reform
and opening-up, represented a typical example of institutional changes
made on account of the development of farmers, or in other words, it was
an induced institutional change. It should be noted that although China
significantly reduced human poverty in the era of planned economy, prog-
ress was mainly found in the fields of education and health while the issue
of income poverty remained outstanding. At the beginning of its reform
and opening-up, China had stayed as a country with extremely low per
capita income. According to Maddison’s data, China’s per capita GDP in
1978 stood at 979 US dollars (PPP, 1990 international dollars), compa-
rable to that of India, but significantly lower than the average of 57 African
countries (1439 international dollars).” According to the international
poverty line, there were still 730 million impoverished people in China in
1978, equivalent to roughly 76% of its total population. The fundamental
issue of food security remained unresolved. In April 1979, then Vice
Premier of the State Council, Li Xiannian, admitted for the first time that
per capita grain possession in 1978 was only slightly higher than in 1957.
The import of agricultural products accounted for about one fifth of the
total value of imports. Farmers in considerable parts of the country did

7Angus Maddison, 2003, Shi Jie Jing Ji Qian Nian Shi, p. 302 & 325, Peking
University Press.
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not have adequate food rations or in some cases severely lacked food sup-
plies.® Therefore, the development of agricultural production for the pur-
pose of eradicating hunger and alleviating poverty became the primary
task during the early days of the reform and opening-up.

The collective agricultural system based on rural communes curbed
farmers’ enthusiasm for agricultural production. In the early 1980s, the
household responsibility system gradually gained policy recognition
through voluntary practices by farmers and was then implemented
throughout the country. It evolved to become the basic economic system
for rural economic development, reversed the trend of faltering agricul-
tural development before the reform and opening-up, promoted greatly
the overall development of agriculture, and raised the living standards of
farmers. As a result, hunger in rural areas had been largely eliminated in
the mid-1980s. During the 1978-1985 period, China’s total grain output
increased by 24%, while the actual per capita net income of rural residents
rose by 169% with an average annual growth rate of 15.1%. Based on
China’s own poverty line, within just seven years from 1978 to 1985, the
number of China’s rural poor dropped by half from 250 million to
125 million. In the same period, the incidence of rural poverty fell from
31% to 15%, marking it a “miracle of poverty reduction” in human history.
There is no doubt that the reform of the agricultural economic system,
with the institution of the household responsibility system as its pillar,
served as the key to achieving this triumph (Fig. 2.2).

Township and village enterprises represent another highlight of rural
economic development after the 1980s. The predecessor of township
and village enterprises was the commune and brigade enterprises under
the system of people’s communes in the early 1970s. Since the reform
and opening-up, the township and village enterprises have not only
evolved into prominence in rural economic development, but also
become a bright spot in China’s economy. In the planned economy era,
township and village enterprises remained external to the planned econ-
omy, and the development of which followed the principles of market
economy to a large extent, that is, operating independently, assuming
sole responsibility for profits and losses with flexible operating mecha-
nisms. When China remained a shortage economy, the rise of township

8Li Xiannian: Speech at the Central Work Conference, published in Selected Works of Li
Xiannian, People’s Publishing House, 1989 edition, p. 346.
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Fig. 2.2 Changes in the total factor productivity index of agriculture
(1952-1989). (Source: Lin Yifu, “Institutions, Technology, and Agricultural
Development in China”, Truth & Wisdom Press, 2008 First Edition, p. 19)

and village enterprises created a large number of employment opportuni-
ties. In 1990, the number of people employed by township and village
enterprises reached 92.62 million, comparable to the number of employ-
ees in China’s state-owned enterprises in urban areas in 1990 (103.46
million). This sufficiently shows the importance of the development of
township and village enterprises in the Chinese economy during the
1980s and the 1990s.

With the recovery and development of agricultural production and the
rapid development of township and village enterprises, the income of
farmers witnessed substantial growth. We can see from the distribution of
rural families by income during 1980-1990 (see Fig. 2.3) that the income
of rural households increased significantly in the 1980s. With the develop-
ment of the rural economy, the number of rural poor continued to decline,
falling to 85 million by 1990 and the incidence of poverty dropped
to 9.4%.

2.4.2  SOE Reform and Development of Private Sector Economy

The economic miracle experienced by China since the reform and open-
ing-up was a product of China’s constant explorations in the establish-
ment of a socialist market economic system instead of clinging to the
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planned economy. Although China did not specity a direction for eco-
nomic restructuring at the beginning of the reform and opening-up, in
terms of institutional arrangements, the country stayed on the path of
liberating and developing the productive forces. The Resolution on Certain
Questions in the History of Our Party Since the Founding of the People’s
Republic of China approved in June 1981 pointed out that “there is no
rigid pattern for the development of the socialist means of production. At
every stage, our task is to create those specific forms of the means of pro-
duction which correspond to the needs of the growing productive forces
and facilitate their continued advance”. In addition, in the process of
advancing economic restructuring, the role of the market in resource allo-
cation has been constantly amplified. For example, during the drafting
process of The Resolution, the following line was added to the document
in light of Chen Yun’s suggestion: “it is necessary to have planned
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economy and simultaneously give play to the supplementary, regulatory

role of the market on the basis of public ownership”.®

At the beginning of the reform and opening-up, China’s economy was
entirely dominated by the state. In 1978, state-owned enterprises and col-
lective enterprises contributed to 97.8% of the total industrial output, of
which state-owned enterprises alone accounted for 77.6%.1° After the
reform and opening-up, China began actively implementing the reform of
state-owned enterprises, attracting foreign direct investment, and vigor-
ously developing various types of self-employed and privately owned busi-
nesses. Development of the non-state-owned sector gradually evolved into
a key driver for the Chinese economy. Together with the reform of state-
owned enterprises, the development of the non-state-owned sector has
nurtured the small companies for the construction of China’s market
economy.

The earliest reform of state-owned enterprises focused on the “decen-
tralization of power and transfer of profits” in order to create incentives
for state-owned enterprises.'! By 1984, the central government began to

°In 1981, during the Fourth Session of the Fifth National People’s Congress, the Report
on the Work of the Government, in its elaboration on “actively and prudently reforming the
economic system”, stated that the basic direction of China’s economic structural reform
should be: to give play to the supplementary, regulatory role of the market on the basis of
implementing the socialist planned economy, and the state should also give full consideration
to and apply the law of value in the formulation of plans; the centralized and unified leader-
ship of the state should be strengthened in regard to economic activities that affect the
national economy and people’s livelihood while with regard to the economic activities of
enterprises, varying degrees of decision-making power should be delegated and the demo-
cratic rights of employees in managing enterprises should be expanded; the practice of simply
relying on administrative means to manage the economy should be modified to combine
both economic and administrative approaches and one should also pay attention to the use
of economic leverages, laws and regulations in managing the economy.

19 Calculated based on data from Comprehensive Statistical Materials on 60 Years of the
New China.

"1 China began to carry out power decentralization pilot reforms in state-owned enter-
prises in Sichuan and Beijing as carly as 1978-1979. In December 1981, the State Council
approved and forwarded the Opinions on Several Issues Concerning the Implementation of
the Economic Responsibility System in Industrial Enterprises formulated by the State
Economic Commission with the goal of promoting the implementation of the production
responsibility system of enterprises. In April 1983, the State Council approved and for-
warded the Circular on the Measures for the Implementation of Replacement of Profit
Delivery by Taxes from the Ministry of Finance with the aim of implementing the replace-
ment policy and further advance the power decentralization and transfer of profits reform
of SOEs.
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treat the vitality of the state-owned large and medium-sized enterprises as
the centerpiece of China’s economic reform. The country began the pilot
implementation of the “Enterprise Bankruptcy Law” draft in 1985.
Subsequently, shareholding reform became a centerpiece in the country’s
SOE reform. In terms of reform design, the goal of state-owned enterprise
reform during 1984-1992 was to gradually promote the separation of
government from enterprises in accordance with the principle of the sepa-
ration of ownership and management rights of state-owned enterprises, so
as to further transform state-owned enterprises into independently oper-
ated and self-financed commercial producers and operators. In 1992, the
14th National Congress of the Communist Party of China made it clear
that the goal of China’s economic restructuring was to establish a socialist
market economy. The Decision on Issues Concerning the Establishment of a
Socialist Market Economic System adopted in the Third Plenary Session of
the 14th Central Committee of the Communist Party of China in
November 1993 clearly stated that the direction for the reform of state-
owned enterprises in China was to establish a modern enterprise system
that “meets the requirements of a market economy and socialist large-
scale production, defines property and other rights and responsibilities
clearly, and entails a separation of government and enterprises and scien-
tific management”.!2

The report of the 15th National Party Congress of the CPC further
demanded the strategic readjustment of the state-owned economy and
stated that the dominant role of the state-owned economy lay mainly in its
strength of control. The report mandated that the state-owned economy
must assume the dominant role in key industries and fields related to the
lifeline of the national economy. After the 16th National Congress of the

21n 1994, the Company Law of the People’s Republic of China was promulgated to pro-
mote the establishment of a modern enterprise system. In September 1995, the Fifth Plenary
Session of the 14th CPC Central Committee further proposed that “the reform of state-
owned enterprises should focus on the revitalization of the entire state-owned economy and
bring about strategic reorganization of SOEs through the flow and reorganization of existing
assets. Such reorganization should be guided by the market and industrial policies. ‘Grasp
the large, release the small.” The optimization of the state-owned assets structure, corporate
structure and investment structure should be organically integrated to allow for merit-based
support and survival of the fittest”.
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CPC, changes in the way in which state-owned assets are managed and
reforms in the capital market further advanced the reform of SOEs. 13

The Report of the 17th National Congress of the Communist Party of
China put forward the following proposal: “deepen the reform to intro-
duce the corporate and shareholding systems in state-owned enterprises,
improve the modern corporate structure and optimize the distribution
and structure of the state sector of the economy to enhance its dynamism,
dominance and influence”. The 18th CPC National Congress explicitly
proposed that “all kinds of state-owned assets management systems should
be improved”. In general, since the 16th National Congress of the
Communist Party of China, the reform of the state-owned assets manage-
ment system has seen positive progress and tangible results. The country
has established three levels of state-owned assets supervision and adminis-
tration entities, including the State Council, provinces (autonomous
regions and municipalities) and cities (prefectures). The majority of non-
financial state-owned assets have been incorporated into the supervisory
and regulatory architecture, and a system of state-owned assets supervi-
sion and management laws and regulations has taken shape.!*

After more than 30 years of state-owned enterprise reform, state-owned
enterprises, together with various other types of economic entities, have
become the primary players in the market and assume pivotal roles in such
major areas as infrastructure construction, national defense and prominent
science and technology projects in China. Meanwhile, the reform of state-
owned enterprises has bolstered the development of the non-state-owned

13In 2003, the central and local governments established the State-owned Assets
Supervision and Administration Commission with a vision of establishing and perfecting the
state-owned assets management and supervision system, encouraging large state-owned
enterprises to attract foreign investment and private capital, and implementing the diversifi-
cation of ownership.

“Among them, 299 regulatory documents were issued by the State-owned Assets
Supervision and Administration Commission of the State Council while more than 2800
laws and regulations on state-owned assets were promulgated by the local governments in
conjunction with SASAC; supervision over the state-owned assets of enterprises was strength-
ened, mechanisms for performance appraisal, incentivization and restraint were developed
and continuously improved, mechanisms for financial supervision, auditing and Board of
Supervisors witnessed steady improvements as did the management of property rights, and
the state-owned capital budget management system and revenue management mechanism
gradually materialized. (See: Wang Yong, “Interpretation of the 18th National Congress of
the CPC on the Improvement of Various State-owned Assets Management Systems by Wang
Yong, Economic Daily, November 19, 2012.)
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economy by relinquishing more room for latter’s growth. Judging from
the history of development, the state-owned enterprise reform has hap-
pened in tandem with the development of the non-state-owned economy.
China began to develop its private sector economy and township and vil-
lage enterprises as carly as the carly 1980s.!> At the same time, China also
began to actively attract foreign capital, cultivate market players in the
development of the market economy and offer them policy support
through the Party congresses.!®

The development of the non-public economy is an important manifes-
tation of expanding economic freedom. It has created tremendous employ-
ment opportunities for a large number of urban and rural workers and
provided impetus for the transfer of the labor force of the agricultural
sector to non-agricultural employment. At the beginning of the reform
and opening-up, the agricultural sector employed approximately 70% of
the entire labor force. With the development of the economy and the non-

public economy in particular, the share of agricultural employment
declined gradually from 58.5% in 1992 to 50% in 2002, and then dimin-
ished significantly further to 28.3% after joining the WTO (see Fig. 2.4).

5In August 1980, the CPC Central Committee’s Circular on Forwarding the National
Labor and Employment Conference Documents (Document No. 64) affirmed the policy of
“combining together the three employment channels of labor administration, volunteer
partnership and self-employment”, and demanded the “encouragement and support of the
development of urban individual economy”. On October 17, 1981, the CPC Central
Committee and the State Council released the “Decisions on Opening Up Employment
Channels, Invigorating the Economy and Resolving Urban Employment”. In 1981, the
number of individual industrial and commercial households registered in urban and rural
areas nationwide numbered 1.83 million, employing 2.27 million people.

10In 1982, the report of the 12th CPC National Congress stated that “China is still in the
primary stage of socialism” and proposed the “leading role of the planned economy and
supplementary role of market regulation” as the principle for reform. In October 1987, the
report of the 13th CPC National Congress stated that “domestic-foreign joint ventures,
cooperative enterprises and wholly foreign-owned enterprises are a necessity and a beneficial
supplement for China’s socialist economy”. On April 12, 1988, the 7th National People’s
Congress passed the “Constitution of the People’s Republic of China (Amendment)” to
which the following clause was added: “the state allows the private economy to exist and
develop within the scope of the law. The private economy is a supplement to public owner-
ship. The state protects the lawful rights and interests of individual and private economies
and guides, supervises and administers individual and private economies”. By 1991, the
number of individual workers in cities and towns had rapidly risen from 150,000 in 1978 to
760,000, accounting for 5.24% of the total workforce. From the perspective of gross indus-
trial output, individual industrial output in urban and rural areas as a share of the total indus-
trial output soared from almost non-existent to 4.83% in 1991.
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Fig. 2.4 Changes in China’s employment structure (1950-2015). (Original data
source: China Statistical Abstract 2016, p. 40)

The development of the non-public sector of the Chinese economy has
provided enormous employment opportunities for the country’s urban-
ization drive. In terms of the distribution of urban-rural employment, the
share of the labor force employed in rural areas shrank from 76.3% in 1978
to 47.8% in 2015. In absolute terms, starting from 1998, the size of the
rural workforce fell from 490.21 million to 370.41 million in 2015, rep-
resenting a decline of 220 million people, equivalent to the combined
population of Japan and Germany (see Fig. 2.5).

Urban employment has been expanding since 1978, from 105.25 mil-
lion in 1978 to 404.1 million in 2015. The increase in urban employment
was close to the total population of the U.S. (320 million in 2015).
Concerning the ownership structure of employment, with the reform of
state-owned enterprises and the development of the non-public sector of
the economy, the share of employment in state-owned enterprises plunged
from 78.3% in 1978 to 59.1% in 1995. In particular, the employment
share of state-owned enterprises declined significantly after the mid-1990s
and fell to 15.4% in 2015 (see Fig. 2.6). In the meantime, the share of
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employment in individual, private businesses and foreign-funded enter-
prises grew from next to nothing to 53.9% in 2015, roughly equivalent to
three times the employment in SOEs. In a sense, the reform of state-
owned enterprises could not have been executed effectively without the
rapid development of non-public-owned enterprises while the former has
also objectively bolstered the development of the non-public economy.
As China gradually shifted from a planned economic system to a market
economy, the per capita income of urban and rural residents in China has
continuously risen. The per capita income of urban and rural residents in
2016 was 15 times and 16 times that of 1978, respectively; and the per
capita income of urban and rural residents in 2016 was 3.9 times and 3.4
times that of 2000, respectively. Measuring the living standard of urban
and rural residents by the Engel coefficient, China’s urban residents had
mostly reached affluent status in 2000 while its rural residents became
moderately prosperous in 2010. In 2016, the Engel coefficient for urban
residents dipped below 30%, suggesting that urban residents became even
more affluent while that of rural residents dropped to 32.2% (see
Table 2.4), suggesting that they moved closer to the affluent status.

Table 2.4 DPer capita income of urban and rural residents and Engel coefficient
(1978-2016)

Year Urban vesident Rural vesident Engel coefficient  Engel coefficient
income index income index of urban vesidents  of rural vesidents
(1978 = 100) (1978 = 100) (%) (%)

1978 100.0 100.0 57.5 67.7

1980 127.0 139.0 56.9 61.8

1985 160.4 268.9 53.3 57.8

1990 198.1 311.2 54.2 58.8

1995 290.3 383.6 50.1 58.6

2000 383.7 4834 394 49.1

2005 607.4 624.5 36.7 45.5

2010 965.2 954 .4 35.7 41.1

2013 1227.0 1286.4 35.0 37.7

2015 1396.9 1510.1 29.7 33.0

2016 1505.9 1638.9 29.3 322

Sources: China Statistical Yearbook 2014, China Statistical Abstract 2017, p. 56, p. 60

Note: The Engel coefficient refers to the proportion of food expenditure to household expenditure, which
reflects the living standards of residents. The richer the houscholds, the lower the proportion of food
expenditure. According to FAO’s criteria, an Engel coefficient of above 60% suggests an impoverished
society; 50-59% suggests that people are able to meet their basic needs; 40%—49% suggests people are
comparatively well-off; 30%—39% suggests an affluent society while below 30% indicates a very
wealthy society
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The establishment of special economic zones constitutes a major insti-
tutional innovation by China as a socialist country, which fully demon-
strates its firm commitment to economic development. The establishment
of special economic zones, open coastal cities, open economic zones and
active participation in economic globalization emerged as important fac-
tors in the miracle of China’s economic growth since 1978. Opening up
to the outside world has become the external driving force for China’s
economic growth, given full play to its comparative advantage of abun-
dant labor resources and at the same time played a critical role in refining
China’s socialist market economic system. Generally speaking, China’s
opening-up can be roughly divided into three stages. During the first
phase, from 1979 to 1992, China’s opening to the outside world mainly
occurred through trade ventures involving processing and assembly with
supplied materials and parts and compensation trade. The industrial trans-
fer from Hong Kong and Taiwan to the coastal provinces of the Chinese
mainland established the regions as active participants in global trade.
During 1992-2001, with the clear delineation of the socialist market eco-
nomic system reform, China gradually established and improved its
market-based and outward-oriented economy. Through deepening
reforms in the realms of exchange rate, foreign investment, foreign trade
and finance, China’s economy entered a new stage in its opening-up. After
2001, China’s opening-up turned a fresh page with its accession to the
WTO. Its economic opening-up witnessed positive changes in terms of
scope, fields, depth and form. On the whole, China’s opening-up has nar-
rowed the gaps in technology and managerial experience between China
and the developed countries, and promoted the institutional building of
its socialist market economic system. Not only has it brought external
impetus for deepening of the state-owned enterprise reform, but it has
also expanded market opportunities for the development of various types
of non-state-owned economic entities.

2.5 POVERTY ALLEVIATION AND DEVELOPMENT SERVE
AS A POWERFUL ToOL FOR OVERCOMING
THE “PoOVERTY TRAP”

2.5.1  Poverty Alleviation Policies During Different
Development Stages

For developing countries, economic development is an essential condition
for reducing poverty in the ecarly stages of development. As economic
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development enters the middle-income stage, a sustained decline in the
number of impoverished population hinges on the effective implementa-
tion of poverty reduction policies. China has always regarded poverty
reduction as a priority for national development and implemented phased
poverty alleviation and development projects at different stages of devel-
opment, constituting an important element in China’s poverty reduction
campaign. Before the reform and opening-up, although China did not
formulate an integrated poverty reduction strategy, its progress in the
fields of education and health objectively promoted poverty reduction and
markedly reduced the incidence of human poverty.

To tackle poverty, in the early 1980s, China began to pursue regional-
ized poverty alleviation and development policies in regions with concen-
trated poverty and lagged far behind in economic development. For
example, in 1983, in light of the hardships caused by the serious destruc-
tion of vegetation in Gansu and Ningxia and the deterioration of the eco-
logical environment, the government initiated a campaign to support
agricultural development in “sanxi”, or three impoverished areas in west-
ern China.'” To this end, the State Council st up a leading group for the
“sanxi” agricultural development campaign, which preluded China’s
regional poverty alleviation and development efforts.'® While advancing
its poverty alleviation work, China has established a series of designated
funds for poverty alleviation since 1980, including the Development
Capital Funds for Supporting Underdeveloped Areas created in 1980,
loans for old revolutionary base areas, ethnic minority and remote areas,
cash-for-work relief programs in 1984 and so on.

In the mid-1980s, imbalanced development of China’s rural areas grew
increasingly prominent. According to China’s national poverty line, there
were still 125 million rural poor who lived under the poverty line in
1985 in mostly former revolutionary base areas, areas inhabited by minor-
ity nationalities, remote and border areas and poverty-stricken areas. In
1986, China established the State Council Economic Development in
Poor Areas Leading Group (renamed the State Council Leading Group of
Poverty Alleviation and Development in 1993) and began to pursue an
organized, planned and large-scale poverty alleviation and development

7 The three western regions include the arid region of central China, with Dingxi in Gansu
as a prime example, the Hexi Corridor region and the Xihaigu region in Ningxia.

18Zhang Lei, ed., The Evolution of Chinese Poverty Alleviation Policy (1949-2005),
China Financial and Economic Publishing House, 2007.
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strategy. In the 1986-1993 period, 331 counties were identified as impov-
erished counties and received special funding through loans, work-relief
programs and fiscal development channels. From 1986 to 1993, cash-for-
work and fiscal development funds as a share of central government expen-
ditures averaged 2.73%. After eight years of hard work, according to the
national poverty line, the number of impoverished fell from 131 million in
1986 to 86.6 million in 1993 while the incidence of poverty was reduced
from 15.5% to 8.8%.

In 1994, China promulgated and implemented the “Eight-Seven
Poverty Reduction Plan”, which explicitly proposed to solve the problem
of adequate food and clothing for the rural poor in about seven years by
the end of 2000. The Plan became the first program of action with a clear
set of objectives, targets, well-defined measures and a definite deadline in
China’s history. The plan covered 592 counties across the country, or
72.6% of the country’s impoverished citizens and set out the following
targets for poverty alleviation: (1) the annual net income per capita of the
vast majority of the poor houscholds should reach over 500 yuan (at con-
stant 1990 prices); (2) helping poor households to create the basic condi-
tions for sustainable solutions to attaining adequate food and clothing; (3)
strengthening infrastructure construction; (4) addressing the backward-
ness in education, culture and hygiene.

In terms of capital investment, during the implementation of the plan,
the cumulative investment in fiscal poverty reduction funds (cash-for-work
relief and fiscal development funds) accounted for on average 2.94% of the
central government’s fiscal expenditures in the same period. With respect
to the efficacy of poverty alleviation efforts, the number of rural poor
dropped from 80 million in 1993 to 32.09 million in 2000 while the inci-
dence of poverty declined from 8.8% to 3.4%. It should be pointed out
that if the World Bank’s poverty line were adopted, the incidence of pov-
erty in China would be significantly higher than that if based on China’s
poverty line. However, even when judged based on the World Bank’s pov-
erty line, the incidence of poverty also witnessed a substantial decrease in
the 1994-2000 period from 25.9% to 11.9%, while 116 million were lifted
out of poverty, which still constituted a remarkable achievement.
Meanwhile, China successfully achieved the strategic objectives of the first
two phases of its modernization drive, and witnessed comprehensive eco-
nomic and social development as its citizens generally became moderately
prosperous. It is worthy of note that judging on the basis of the World
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Fig. 2.7 Geographical distribution of impoverished counties in China. (Source:
Heilig, G.K., Zhang, M., Long, H., Li, X., Wu, X., 2006. Poverty Alleviation in
China: A Lesson for the Developing World? Geographische Rundschau
(International Edition) 2 (2), 4-13. Notes: National Poor Counties designated in
1994 are denoted by regions shaded in red)

Bank’s poverty line, there were still 116 million impoverished people in
China in 2000, so poverty alleviation remains an arduous task (Fig. 2.7).

Since the twenty-first century, China’s economic development has
entered a new phase. Both its domestic economic structure and the exter-
nal economic environment have furnished favorable conditions for the
country’s economic development. China has accelerated its urbanization
drive, and its efforts in opening-up turned to a new chapter with the acces-
sion to the WTO in 2001. After the implementation of the “Eight-Seven
Poverty Reduction Plan”, the rural poor in central and western China
became increasingly dispersed in impoverished villages rather than
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counties. As a result, the task of alleviating poverty has grown ever more
challenging. In 2001, China formulated the Outline for Poverty Reduction
and Development of China’s Rural Areas (2001-2010),'° which identified
148,000 poverty-stricken villages across the country; developed village-
specific poverty alleviation programs encompassing the areas of farmland,
drinking water for people and livestock, roads, incomes of poor farmers
and social services; integrated the various funds designated for supporting
and benefiting the development of agriculture in order to realize the goals
of raising the incomes of impoverished people, upgrading infrastructure,
developing public welfare programs, and improving the production and
living conditions of the people. By the end of 2010, whole-village advance-
ment programs had been implemented in 126,000 impoverished villages.
Among them, the old revolutionary base areas, concentrated areas of
minorities with a small population and impoverished villages in the fron-
tier arcas saw the basic completion of the programs.?°

According to the white paper titled New Progress in Development-
Oriented Poverty Reduction Program for Rural China released by the
Information Office of the State Council on November 16, 2011, the
national poverty line was gradually raised from 865 yuan in 2000 to
1274 yuan in 2010, an increase of 47%. The number of rural poor as mea-
sured by this criterion dropped from 94.22 million at the end of 2000 to
26.88 million by the end of 2010, a decrease of 72%; the share of rural
poor in the total rural population fell from 10.2% in 2000 to 2.8% in
2010. In addition, China has strengthened rural infrastructure construc-
tion. As a result, 99% of Chinese villages enjoyed access to electricity, high-
ways, telephones and televisions, marking the basic completion of rural
infrastructure construction.

In the second decade of the twenty-first century, China has further
prioritized poverty alleviation as part of its efforts in comprehensively
building a moderately prosperous society. In 2011, China formulated the

1 The objective is to promptly solve the problem of adequate food and clothing for people
still living in poverty; further improve basic production and living conditions in poverty-
stricken areas; consolidate the achievements in poverty alleviation; improve the quality of life
and comprehensive capabilities of the poor; strengthen infrastructure construction in impov-
erished rural areas; improve the ecological environment; and exact progressive changes to
address the backwardness of the economy, society and culture in impoverished areas so as to
create the conditions for attaining moderately prosperous status. Poverty alleviation at this
stage was characterized by whole-village advancement.

20Refer to http://www.china.com.cn/ch-book,/2011-11/16/content_23934389.htm
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Outline for Poverty Reduction and Development of China’s Rural Areas
(2011-2020), which ushered in the second decade of poverty alleviation
and development since the Millennium. The overall goal of the program is
the provision of adequate food and clothing, compulsory education, basic
medical care and housing to the impoverished. The Outline also stated
that the per capita net income of farmers in impoverished areas should
increase at a rate higher than the national average, and that the indicators
for the main areas of basic public services should prove comparable to the
national average while the trend of a widening development gap should be
reversed. It also set out specific and quantifiable targets in the areas of
basic farmland and farmland water conservancy, special advantage indus-
tries, drinking water safety, electricity in production and living, transport,
rural dangerous housing reform, education, health care, public culture,
social security, population and family planning, forestry and ecology.

In particular, the new Central Committee of the Communist Party of
China has continued to prioritize poverty alleviation. In 2012, General
Secretary Xi Jinping traveled to Fuping County in Hebei Province, an
impoverished and former revolutionary base area, to visit those living in
poverty. During the trip, he stated that the most arduous task in compre-
hensively building a moderately prosperous society remained in the coun-
tryside and that a society neglecting its rural areas and especially
impoverished areas would not constitute a proper one. In November
2013, when Xi stopped at the Xiangxi Tujia-Miao autonomous prefecture,
he remarked that efficient measures for targeted poverty alleviation should
be adopted on the basis of the village’s specific situation, an occasion that
marked his first use of the strategy of “targeted poverty alleviation”. In
2014, the country declared October 17 as its Poverty Alleviation Day. In
the same year, a nationwide poverty reduction strategy combining “tar-
geted poverty alleviation”, “regional development” and “social security”
was implemented. From 2000 to 2014, the average annual increase in the
central government’s designated funds for poverty alleviation registered at
11.6%, which largely corresponded with the economic growth of the
same period.

Toward the end of November 2015, the central government’s
Conference on Poverty Alleviation and Development promulgated the
“Decision of the CPC Central Committee and the State Council on
Winning the Tough Battle against Poverty”, which demanded that the
strategy of targeted poverty alleviation be fully implemented; its working
mechanisms be improved; and the key tasks of accurate identification and
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the creation of poverty alleviation files be administered correctly so as to
lay a solid foundation for winning the crucial battle against poverty and
create conditions conducive to integrated urban-rural development and
achieving equality in basic public services between urban and rural areas.
Targeted measures shall be implemented in terms of funding, projects and
recipients. Every impoverished household should be guaranteed help,
every village has designated officials to carry out poverty eradication mea-
sures and goals are met within the defined standards. All social resources
should be mobilized and a comprehensive strategy for poverty alleviation
and development should be adopted so that by 2020 the rural population
living below the current poverty threshold and impoverished counties are
all lifted out of poverty, so that the problems of regional poverty are solved.

Generally speaking, China has instituted a poverty alleviation work
mechanism under the Party leadership with extensive government engage-
ment at all levels and the participation and accountability of Party secretar-
ies from each of the five levels of government, that is, provincial, city,
county, town and village. Twenty-two provinces and municipalities in the
central and western regions have signed letters of responsibility for tack-
ling poverty with the central government. Governments at all levels have
taken a slew of measures and mobilized all social resources in the poverty
alleviation campaign. The State Council Leading Group Office of Poverty
Alleviation and Development has proposed a total of 16 related work
items and facilitated the formation of an all-around work mechanism
through a synergy of various policies and measures.?!

In the process of the rural poverty reduction campaign, urban poverty
has emerged as a new phenomenon in China with the reform of state-
owned enterprises. In response to the issue, China began to implement
the policy of “subsistence allowance” in 1993, which was basically
extended to all cities by 1999. In the initial stage of its implementation,
the policy played an important role in mitigating the impact of lay-ofts
brought about by the reform of the state-owned enterprises and provided
basic relief to urban residents who were unable to work. Beginning in
2003, after a major breakthrough in the urban subsistence allowance

2'The 16 work items refer to the creation of poverty alleviation documents, stationing
officials in villages, concentrated efforts in areas, development of former revolutionary base
areas, poverty alleviation by industial development, assistance by industrial organizations,
relocation of the impoverished, whole-village advancement, talent training, innovation, per-
formance evaluation, financial cooperation, international exchanges and cooperation, tar-
geted poverty alleviation, enhancing regional collaboration and social support.
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Table 2.5 Social assistance in China (2007-2015)

Year Number of Number of  Number of centralized  Number of decentralized
urban residents  rural vesidents persons receiving persons receiving
receiving receiving livelihood guaranteed  livelihood guaranteed in
subsistence subsistence in five aspects in vural  five aspects in rural areas
areas

2007 2272.1 3566.3 138.0 393.3

2008 2334.8 4305.5 155.6 393.0

2009 2345.6 4760.0 171.8 381.6

2010 2310.5 5214.0 177 .4 378.9

2011 2276.8 5305.7 184.5 366.5

2012 2143.5 5344.5 185.3 360.3

2013 2064.2 5388.0 183.5 353.8

2014 1877.0 5207.2 174.3 354.8

2015 1701.1 4903.6 162.3 354.4

Source: China Statistical Yearbook 2016, p. 731

program, China began to introduce subsistence allowances to its rural
areas, which by now have achieved universal coverage. With the establish-
ment of the system of subsistence allowance in both urban and rural areas,
China has continuously improved its management and developed auditing
and eligibility assessment mechanisms. In 2015, the total number of peo-
ple receiving social assistance reached 71.21 million (see Table 2.5), of
which 54.2 million were rural residents, a figure higher than the total
number of rural poor in 2015. In this sense, although China has yet to
fully eradicate poverty, the basic living needs of the vast majority of the
impoverished have been met through the social assistance system. The
main goal of China’s campaign to eradicate poverty by 2020 is to ensure
that individuals capable of working can overcome income poverty.

2.5.2  Performance Evaluation of China’s Poverty
Alleviation Efforts

The national poverty line is a measure of poverty reduction performance.
At the beginning of the reform and opening-up, China set its national
poverty line at a relatively low level. For instance, according to China’s
national poverty line in 1978, the number of rural poor stood at 250 mil-
lion compared to a substantially higher 720 million when measured
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according to the international poverty line. Since the reform and opening-
up, the Chinese government has routinely adjusted the national poverty
criteria. Before 2008, two poverty reduction criteria existed in parallel in
China, that is, the criteria for absolute poverty and for low-income. For
example, the absolute poverty threshold was set at 206 yuan in 1986 and
785 yuan in 2007, the low-income threshold in 2000 was 865 yuan and
1067 yuan at the end of 2007. In 2008, the threshold for absolute poverty
was combined with that for low-income to form one unified standard.
1067 yuan was first applied as the national threshold for poverty allevia-
tion and later raised to 1196 yuan in 2009 (as the 2008 standard). At the
end of 2011, the central government decided to set a per capita net income
ot 2300 yuan for farmers as the new national threshold for poverty allevia-
tion (as the 2010 standard). Even after taking into account the changes in
prices, the 2010 standard witnessed a tremendous increase of roughly 90%
over the 2008 standard.??

The Chinese government’s adjustments of the national poverty line
show that it does not attempt to sidestep the issue of poverty in the coun-
try and underscores its determination to eradicate poverty. For example,
according to the 2010 threshold, the size of the rural poor in China
topped 166 million in 2010, much higher than that of 2008 (i.e. 26.88
million people). By 2015, according to the threshold, the number of rural
poor has been reduced to 55.75 million and the country’s poverty rate has
dropped to 5.7% (see Table 2.6). China’s 13th Five-Year Plan explicitly
sets forth the goal of lifting its entire population out of poverty by 2020,
and places it on the top of the Plan’s agenda, which fully demonstrates the
Chinese government’s determination in promoting fair and inclusive
development.

As the discussions above show, the achievements in poverty reduction
since China’s reform and opening-up have resulted from comprehensive
development and governance programs, which include the enhancement

22 According to an article by the U.K.-based Economist published on October 20, 2014,
the number of rural poor in China stood at 81.7 million in 2011, accounting for 12.3% of its
total rural population when measured based on the $1.25 global poverty line as set by the
World Bank. On the other hand, according to the 2010 poverty line released by the Chinese
government in 2011, the number of impoverished people in the country stood at 122.38 mil-
lion, significantly higher than when measured based on the global line, indicating that
China’s poverty line is higher than the World Bank’s. (See: Economist, China’s economy:
Poverty elucidation day, October 20, 2014.)



Table 2.6 Poverty in rural China (1978-2015)

Year 1978 threshold 2008 threshold 2010 threshold
Impoverished — Poverty — Impoverished — Poverty — Impoverished — Poverty
population incidence  population incidence  population incidence
(10,000 people) (%) (10,000 people) (%) (10,000 people) (%)

1978 25,000 30.7 77,039 97.5

1980 22,000 26.8 76,542 96.2

1981 15,200 18.5

1982 14,500 17.5

1983 13,500 16.2

1984 12,800 15.1

1985 12,500 14.8 66,101 78.3

1986 13,100 15.5

1987 12,200 14.3

1988 9600 11.1

1989 10,200 11.6

1990 8500 9.4

1991 9400 10.4

1992 8000 8.8

1994 7000 7.7

1995 6540 7.1 55,463 60.5

1997 4962 54

1998 4210 4.6

1999 3412 37

2000 3209 35 9422 10.2 46,224 49.8

2001 2927 3.2 9029 9.8

2002 2820 3.0 8645 9.2

2003 2900 3.1 8517 9.1

2004 2610 2.8 7587 8.1

2005 2365 2.5 6432 6.8 28,662 30.2

2006 2148 2.3 5698 6.0

2007 1479 1.6 4320 4.6

2008 4007 4.2

2009 3597 3.8

2010 2688 2.8 16,567 17.2

2011 12,238 12.7

2012 9899 10.2

2013 8249 8.5

2014 7017 7.2

2015 5575 5.7

2016 4335 45

Data source: China Statistical Abstract 2017, p. 67

Note: 1. 1978 threshold: 1978-1999 termed rural poverty threshold, 2000-2007 termed rural absolute
poverty threshold

2. 2008 threshold: 2000-2007 termed rural low-income threshold, 2008-2010 termed rural poverty
rural threshold

3. 2010 threshold: the current rural poverty threshold, that is, 2300 yuan per person per year (at 2010
constant price)
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Table 2.7 Policies in dealing with extreme and long-term poverty

Policies Content
Education and Eliminate illiteracy among young and midlife adults and universalize
health primary education;

Significantly improve accessibility to public health services;
Economic growth Household contract responsibility system; the development of
benefiting the township and village enterprises;
poor Establish and improve market mechanisms, actively implement the

policy of opening to the outside world, vigorously develop non-state-

owned economy and promote employment and entrepreneurship;
Improve social State-led and broad-based social participation in poverty alleviation
policies policies;

The gradual establishment of a social security system;

Urban and rural subsistence allowance system;

Social assistance system;

in human capital through developing basic education and health-care ser-
vices before the reform and opening-up when China was economically
backward, and the effective campaign against extreme poverty through
economic and social policies that benefit the poor after the reform and
opening-up (see Table 2.7).

2.6  THE GLOBAL EFrecT OF CHINA’S POVERTY
ALLEVIATION EFFORTS

China’s achievements in reducing the number of people living in extreme
poverty have won global recognition. According to the World Bank’s
international poverty line, China’s poverty-stricken population living
under 1.90 US dollars per day (PPP, 2011 international dollar) declined
from 884 million to 25.17 million between 1981 and 2013 while the
incidence of poverty fell from 88.3% to 1.85%, a decrease of 86.47 per-
centage points; from 1981 to 2013, the number of people living below
3.10 US dollars a day decreased from 992 million to 151 million, a
decrease of 841 million while the incidence of poverty fell from 99.14% to
11.09%, down 88.05 percentage points (see Table 2.8).

According to World Bank estimates, the rate of extreme poverty in
China in 1981 stood at 84%, which was much higher than the average rate
in developing countries (52%) and was significantly higher than that of
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Table 2.8 Chinese population living below the international poverty line and its
poverty rate (1990-2013)

Year Daily average of less than 1.90 US Daily average of less than 3.10 US

dollars per person (2011 international dollars per person (2011

dollars) international dollars)

Number of poor (10,000 Poverty Number of poor Poverty

people) incidence (10,000 people) incidence

(%) (%)

1981 88,383.59 88.3 99,211.38 99.14
1984 79,060.86 75.8 100,047.1 95.87
1987 66,498.12 60.8 97,440.95 89.15
1990 76,122.91 66.6 101,985 89.2
1993 67,554.69 57.0 97,551.34 82.31
1996 51,464.57 42.1 87,508.14 71.5
1999 50,993.64 40.5 84,503.03 67.18
2002 41,040.73 32.0 72,447 49 56.4
2005 24516.75 18.8 54,603.71 41.75
2008 19,455.49 14.7 2517.332 32.96
2010 14,991.37 11.2 36,526.39 27.24
2013 2517.33 1.85 15,090.38 11.09
1981-2013 —-85,866.26 -86.47 -84,121 —-88.05
amount of
change

Data source: World Bank database
1.90 US dollars: http://data.worldbank.org/indicator/SL.POV.GAPS?locations=CN
3.10 US dollars: http: //data.worldbank.org/indicator/SI.POV.GAP2?locations=CN

India (60%), South Asian countries other than India (66%) and sub-
Saharan African countries (52%).2> However, the development of China
since the 1980s has substantially reduced the rate of extreme poverty,
which saw a tremendous decline every ten years. In other words, a para-
digm shift is realized in the cause of poverty reduction. By the end of the
last century, the rate of extreme poverty in China stood comparable to
that of developing countries. By 2010, the rate of extreme poverty in
China had declined to 12%, significantly lower than the average rate in
developing countries (21%).

2ZWorld  Bank:  http://www.worldbank.org/content/dam /Worldbank /document/
State_of_the_poor_paper_Aprill7.pdf


http://www.worldbank.org/content/dam/Worldbank/document/State_of_the_poor_paper_April17.pdf
http://www.worldbank.org/content/dam/Worldbank/document/State_of_the_poor_paper_April17.pdf
http://data.worldbank.org/indicator/SI.POV.GAPS?locations=CN
http://data.worldbank.org/indicator/SI.POV.GAP2?locations=CN
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China’s achievements in poverty reduction have contributed tremen-
dously to the cause of global poverty reduction. Based on the threshold of
a per capita daily expenditure of less than 1.90 US dollars (PPP, 2011
international dollars), the proportion of China’s poor to the world’s total
dropped from 46.4% to 3.28% from 1981 to 2013; in the same period, the
world’s impoverished population fell from 1.903 billion to 7.766 billion,
marking a decrease of 1.137 billion. China’s contribution to global pov-
erty reduction registered at an impressive 75.55%. In this sense, such sub-
stantial progress in the global campaign against poverty could not have
been made possible without the tremendous contribution of China’s pov-
erty reduction efforts. China’s achievements in poverty reduction truly
constituted a miracle in the global context.

International organizations have given due recognition and acknowl-
edgment to China’s achievements in poverty reduction. On the occasion
of the 70th anniversary of the signing of the UN Charter, World Bank
President Jim Yong Kim commented that “in the past 25 years, China has
played the most significant role in eradicating extreme poverty in human
history. China lifted some 600 million people out of poverty, so it is one
of the most experienced countries globally in eradicating poverty”.

By the end of 2016, the number of people living below the rural pov-
erty line in China had dropped to 43.35 million and the rural poverty rate
had fallen to 4.5%.%* Overall, it took China around 40 years to successfully
overcome the “poverty trap”. In its 13th Five-Year Plan, China proposed
to “comprehensively build a relatively prosperous society”, and that pov-
erty should be fully eradicated by 2020. Undoubtedly, this will constitute
a continuation of China’s “poverty reduction miracle” and set an example
for the developing countries. Experiential evidence in China also proves
that the “poverty trap” is not insurmountable.

Judging from the progress made by China in implementing the UN
Millennium Development Goals (MDGs), China has either basically or
fully achieved the goals (see Table 2.9) apart from the conservation of
biological diversity. Of the 75 countries that participated in the assessment
of progress toward the MDGs, only 25 achieved the MDG4 goal of reduc-
ing the under-five mortality rate by two thirds between 1990 and 2015,
and China was one of the success stories; only China and a handful of

24National Bureau of Statistics, China Statistical Abstract 2017, p. 67.
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Table2.9 Progressby Chinainimplementing the Millennium Development Goals

Specific goals Progress
status

Goal 1: Eradicate extreme poverty and hunger

Target 1A: Halve, between 1990 and 2015, the proportion of people Achieved

earning less than 1.25 US dollar a day

Target 1B: Achieve full and productive employment, and decent work for ~ Basically

all, including women and young people achieved®

Target 1C: Halve, between 1990 and 2015, the proportion of people who Achieved

suffer from hunger

Goal 2: Universal primary education

Target 2A: Ensure all girls and boys complete a full course of primary Achieved

education by 2015

Gonl 3: Promote gender equality and empower women

Target 3A: Eliminate gender disparity in primary and secondary education, Achieved

preferably by 2005, and in all levels of education no later than 2015

Goal 4: Reduce child mortality

Target 4A: Reduce by two thirds, between 1990 and 2015, the under-five  Achieved

mortality rate

Goal 5: Improve maternal health

Target 5A: Reduce by three quarters, between 1990 and 2015, the Achieved

maternal mortality ratio

Target 5B: Provide health services for all by 2015 Basically
achieved®

Goal 6: Combat HIV/AIDS, malaria and other diseases

Target 6A: Have halted by 2015 and begun to reverse the spread of HIV/ Basically

AIDS achieved*

Target 6B: Achieve, by 2010, universal access to treatment for HIV/AIDS Basically

for all those who need it achieved?

Target 6C: Have halted by 2015 and begun to reverse the incidence of Basically

malaria and other major diseases achieved®

Goal 7: Ensure environmental sustainability

Target 7A: Integrate the principles of sustainable development into Basically

country policies and programs and reverse the loss of environmental achieved’

resources
Target 7B: Reduce biodiversity loss, achieving, by 2010, a significant
reduction in the rate of loss

Target 7C: Halve, by 2015, the proportion of the population without
sustainable access to safe drinking water and basic sanitation

Not achieved

Achieved

(continued)
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Table 2.9 (continued)

Specific yoals Progress
status
Target 7D: Achieve, by 2020, a significant improvement in the living Very likely

conditions of around 100 million slum dwellers
Goal 8: Develop global partnership for development —

Source: Ministry of Foreign Affairs of the People’s Republic of China, United Nations System in China:
Report on China’s Implementation of the Millennium Development Goals (2000-2015), July 2015

By the end of 2014, the total number of employed people in the country stood at 772.25 million, and
the registered unemployment rate in cities and towns was 4.09%. From 2003 to 2014, a total of 137 mil-
lion new jobs were created in cities and towns throughout the country

*In 2013, the administration of free family planning technical services to China’s household-registered
population reached 100% coverage and to mobile population reached 96%. The systematic management
rate of pregnant and lying-in women reached 89.5%

¢China reported 104,000 new HIV/AIDS infections in 2014, up 14.8% from the previous year. The
outbreak was generally contained at a low prevalence level and the rapid increase in incidence has been
preliminarily contained. The death rate of AIDS patients that met the treatment standard dropped from
33.1% in 2003 to 6.6% in 2013

dSince 2004, China has implemented free HIV,/AIDS voluntary counselling and testing. As of 2014, a
HIV/AIDS prevention and treatment service network covering all urban and rural areas has been basically
established

“The rising incidence of tuberculosis in China has been effectively checked, and the incidence of malaria
has been significantly reduced. However, the incidence of chronic diseases has witnessed a steady rise in
recent years

fSince 2000, China has fully integrated the principle of sustainable development into its plans for national
economic and social development. The ecosystem of China has taken a turn for the better, and the trend
of continued deterioration of the environment has been preliminarily contained

countries realized the MDG5 goal of reducing the maternal mortality
ratio by three quarters between 1990 and 2015 (see Table 2.9).

Moving forward, as China takes center stage in global affairs, it will
contribute to the cause of world poverty reduction through a different
approach, that is, assisting the poverty reduction campaigns in developing
countries through strengthening economic and trade cooperation and
various types of development assistance. For instance, General Secretary Xi
Jinping proposed the Belt and Road Initiative in 2013; in 2014, China
announced the investment of 20 billion yuan in establishing the South-
South Cooperation Fund on Climate Change in support of the poorest
developing countries to combat climate change, and in particular



2 HOW DID CHINA OVERCOME THE “POVERTY TRAP”: 69

improving their access to climate change funding provided by developed
nations. At the end of 2015, China led the establishment of the Asian
Infrastructure Investment Bank, the aim of which was to help the vast
number of Asian and developing countries to promote investment in infra-
structure so as to contribute to the economic growth and poverty reduc-
tion in the countries concerned.
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CHAPTER 3

Will China Fall into the “Middle
Income Trap”?

As the 2008 financial crisis unfurled with its impact on global trade and
economy, China also saw a transition. The country’s high (even super
high) speed growth, which peaked at 14.2% in 2007, slackened to medium-
to-high growth, thus entering the new normal era of economic develop-
ment. In response, international organizations such as the International
Monetary Fund and the World Bank began to adjust downward projec-
tions of Chinese economic growth. In some international media, the pre-
vailing sentiment toward China’s economic development was one of
pessimism.

Prize-winning economist Paul Krugman wrote in his New York Times
column in 2013 that China “is about to hit its Great Wall, and the only
question now is just how bad the crash will be”, which could be read as a
theory of China’s economic collapse. A Washington Post piece dated March
19,2014, titled “China’s Next Challenge”, opined that China has already
fallen into the “middle income trap” and this was “a significant event full
of domestic and international implications”.! Half a year later on August
30, Reuters cited a U.S. think tank study that claimed China has slipped
into the “middle income trap”. The study’s author, Harry Wu, senior
advisor at the Conference Board China Center for Economics and
Business, concluded: the over-building, over-capacity and the “advance”
of the less efficient state into private sector markets have increasingly

! Reference News, March 21, 2014.
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burdened China’s growth. The study found that following the financial
crisis, China’s actual total factor productivity growth turned negative,
dropping from an average of 3.3% in 2001-2007 to —0.9% in 2007-2012.
This marked the first time that total factor productivity has weighed down
growth since 1971-1977.2 This study was considered a primary source of
evidence that China had indeed been edging toward the “middle
income trap”.

It is fair to say, “middle income trap” has become the keyword for the
media and both domestic and international economists when analyzing
China’s economic prospects. Nevertheless, how does China view the
“middle income trap”? Will China, in fact, fall into the “middle
income trap™?

3.1 DEVELOPMENT CHALLENGES DURING
THE MIDDLE-INCOME STAGE

Development challenges could arise for any country, at any developmental
stage; so do opportunities. Long-term sustainable and stable development
depends on seizing these opportunities whilst successfully handling the
various problems that emerge during the development process. This is
done by clearing the development obstacles as well as controlling risks. If
the opportunities are missed and problems are allowed to exacerbate,
development inevitably stalls. Generally, it appears that the leap for a coun-
try from middle income to high income marks a unique phase of eco-
nomic development, with far more complexities than the move from low
income to middle income.

In this development phase, opportunities still abound in part due to the
notable gap that exists with developed countries. However, the former
engines of development may well weaken, which would render ineffective
the initial strategies of development that were adopted. This, coupled with
the rise of new challenges, both internal and external, could make the
development path ever more difficult to tread, even if it is paved with pit-
falls. The “middle income trap” is not the result of one factor alone but
rather multiple complicating elements at work together. Many countries
have indeed fallen into this “middle income trap”, and the reason is that
they were unable to effectively counter the arising challenges along the
development path.

2 Reference News, September 1, 2014.
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As China pushes ahead with its economic development and urbaniza-
tion process, the country’s socio-economic structure will shift accordingly
to a great degree. This entails changes to public consumption in terms of
its level, structure, perception and pattern; diversification of the social fab-
ric; increase in public interest and participation in social agenda such as
environmental protection and social progress; complication of gover-
nance; and the impact of external environments on China would be more
direct and diversified. In a sense, discussions of the “middle income trap”
serve as a warning bell to China, as it highlights the urgency for the coun-
try to proactively adjust its development model and scientifically deal with
challenges. It is also a reminder that development must build upon sus-
tainability, social harmony and a steady march toward democracy.
Specifically, China faces the challenges below in its current development
phase, and it is precisely these challenges that have given rise to the specu-
lation of China slipping into the “middle income trap”.

3.1.1  The Challenge in the Transformation of the Economic
Growth Model

After the 2008 global financial crisis, the Chinese economy switched into
a new phase and faced two principal development challenges. The first:
economic growth has slackened from high growth to medium-to-high
growth, perhaps will even abate to medium speed growth. During the
12th Five-Year Plan, China’s GDP growth rate slowed from 9.5% in 2011
t0 6.7% in 2016. In particular, economic growth in 2015 dipped below 7%
for the first time since 1991. The slide in economic growth gained world’s
attention.

The second challenge: China’s structural transformation has reached a
phase that is both critical yet painful; the structural imbalances are glaring,
further aggravating the pressure on growth. Since entering the 12th Five-
Year Plan period, the structural imbalances have been particularly evident
in the housing market with its excess inventory, and over-capacity in heavy
industries like coal and steel. Equally, soaring leverage and growing costs
of doing business in China are also fettering economic growth. We could
say that the moderated growth is a consequence of structural transforma-
tions. Thus sustainable growth hinges on whether China can, in fact,
transform its model of economic growth.

China’s moderated growth since 2008 is in part due to the external
impact of the financial crisis, and also the internal effects of economic
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Fig. 3.1 Chinese economic growth and investment rates (1980-2015). Note:
Growth Rate is the three-year compound annual growth rate; Investment Rate is
the three-year geometric mean. (Source: China Statistical Abstract 2010)

restructuring. However, considering that in the 40 years after the Chinese
economy took flight in 1978, GDP growth has maintained an annual aver-
age of 9.8%, the growth speed in itself is not the principal contradiction of
economic development. Looking at the model of economic growth, we
can see that the Chinese economy has long displayed the characteristics of
investment-driven growth, but this model is clearly no longer sufficient to
prop up high growth. Let us examine the correlation between economic
growth and rate of investment from 1980-2015. Prior to 2007, the two
largely moved in tandem, but after 2007, despite increasing investment
sustained around 45% in the 12th Five-Year Plan period, growth took a
downturn (see Fig. 3.1). This indicates that the efficiency of the investment-
driven model has waned markedly since 2008.

We turn to the Incremental Capital-Output Ratio trend (see Fig. 3.2):
it has been on an upward trajectory from 2007, indicating even more
investment is required to support GDP growth. What this implies is the
falling productivity of capital, thus influencing returns on investment.
Lower investment returns in turn hampers investment growth, potentially



3 WILL CHINA FALL INTO THE “MIDDLE INCOME TRAP”: 75

0
1980 1985 1990 1995 2000 2005 2010 2015

Fig. 3.2 The dynamic changes in Incremental Capital-Output Ratio
(1980-2015). Note: Incremental Capital-Output Ratio (ICOR) = annual incre-
mental investment (I)/annual GDP increase (AY). This gives the ratio of annual
investment to annual incremental output. For computation purposes, three-year
annual compound growth rates and three-year geometric mean of investment rates
are used. (Compiled by the authors)

dragging down economic growth. Therefore, transforming China’s eco-
nomic growth model and gradually establishing new drivers of growth
would help to improve investment returns and the quality of eco-
nomic growth.

3.1.2  The Envivonmental Resource Challenge

In the long run, resources and the environment will present the biggest
hindrance to China’s economic growth. Soil erosion, land pollution and
degradation, dwindling arable land, desertification, grassland degenera-
tion, decline of biodiversity, pollution of water systems (rivers, oceans and
groundwater), frequent natural disasters, poor city air quality, industrial
waste discharge and household waste disposal management—to name but
a few—are the current and future obstacles to quality economic develop-
ment. The quandary lies in reconciling China’s ecological environment
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with the long-time goal of “accelerated growth”, and it forms one impor-
tant feature of Chinese industrialization model, i.e., over-reliance on heavy
industry, over reliance on exports, and over-reliance on investment.

The 2015 Report on the State of the Environment in China did not paint
a positive picture of China’s ecological environment overall, as tough chal-
lenges lie ahead (see Table 3.1). If these problems are not addressed in
time, they will exacerbate demands on environmental governance in the
future and could potentially be a source of social conflict. Overall, the

Table 3.1 Status quo and challenges of ecological environment in China

Project

Status quo and challenges

Air pollution

Water pollution

Ecological
environment
quality

Coastal wetlands

Desertification
and sandification

In 2015, 73 out of the 338 cities at or above prefectural level attained
air quality standards, just 21.6%; the remaining 265 cities did not,
accounting for 78.4%. Air quality in the 338 cities met the standards
on 76.7% of the days in the year; the days they did not account for
23.3%. Rainfall was monitored in 480 cities (districts, counties), and
acid rain was recorded in 22.5% of them.

Surface water quality was monitored in 967 sites. 64.5% of those sites
attained Grade I~III national standard, 26.7% attained Grade IV~V,
and 8.8% failed Grade V standard.

Out of the 5118 groundwater quality monitoring sites, 9.1% recorded
excellent water quality, 25% good, 4.6% fairly good, 42.5% fairly poor
and 18.8% extremely poor.

Of the offshore seawater monitoring sites, 18.3% failed to attain Grade
IV quality standard; the East China Sea was especially poor with 46.3%
of test sites unable to attain Grade IV quality. Out of 195 river
monitoring sites, 21.5% failed Grade V standard. They were monitored
for COD, BOD5 and total phosphorus.

In 2014, out of 2591 counties, 564 were found to have excellent
cecological environment, 1034 good, 708 fairly good, 262 fairly poor
and 23 extremely poor. Fairly poor and extremely poor counties
account for 30.6%, the majority of which are in west Inner Mongolia,
central-west Gansu, west Tibet and much of Xinjiang.

Estuarine ecosystems monitored posted sub-health status; 80% were in
a state of eutrophication, with high levels of phytoplankton.

The fifth national monitoring survey of desertification and sandification
results show, at the end of 2014, desertification affected 2.6116 million
square kilometers of land, while sandification affected 1.7212 million
square kilometers. Compared with the previous survey in 2009, that is a
net reduction of 12,120 square kilometers of land converted to desert in
five years. Since 2004, three monitoring surveys have shown a reduction
in both desertification and sandification areas. This is a positive trend,
but the situation facing prevention and control is still grim.

(continued)
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Table 3.1 (continued)

Project Status quo and challenges

Biodiversity An evaluation of the threat to 4357 terrestrial vertebrates species show,
4 were extinct (EX), 3 extinct in the wild (EX), 10 regionally extinct
(RE), 185 critically endangered (CR), 288 endangered (EN), 459
vulnerable (VV), 598 near threatened (NT), 1869 of least concern
(LC).

Land resources  According to the Bulletin of First National Water Census for Soil and

and arable land ~ Water Conservation in 2013, soil erosion affected 2.9491 million
square kilometers, accounting for 31.12% of surveyed land. Of this,
water erosion accounted for 1.2932 million square kilometers, wind
crosion 1.6559 million square kilometers.
The quality of arable land nationwide in 2014 was overall low;
excellent quality land accounted for 2.9%, high quality 26.5%, medium
quality 52.9% and low quality 17.7%.

Agricultural In the production of three primary crops—rice, corn and wheat—
non-point source fertilizer use covered 35.2%, pesticide use 35.6%.

pollution

Forests Results of the eighth national forest inventory (2009-2013) show,

there were 208 million hectares of forests in China, with a coverage of
21.63%. Compared to the seventh national inventory, forest coverage
expanded by 12.23 million hectares, an increase of 1.27 percentage
points. China is expanding the area and improving the quality of
forests.

Grassland In 2015, the area of grassland reached approximately 400 million
hectares, taking up about 41.7% of the national territorys it is the
largest land ecosystem safe zone. In 2015, China’s grassland
productivity increased, grassland disasters decreased. Rodent pests
caused harm to 29.084 million hectares of grassland, accounting for
7.4% of the total, a decrease of 16.5% from 2014. Insect pest attacks
affected 12.547 million hectares, accounting for 3.2% of total
grassland, a decrease of 9.6% from 2014.

Pollutant A marked improvement was observed in monitoring of major

emissions pollutants in waste water. In 2015, COD emissions dropped 12.9%
from 2010 levels, and anomia nitrate emissions dropped 13%.
Nationwide, municipal waste water treatment rate reached 91.97%,
meecting the goals of the 12th Five-Year Plan.

Source: Ministry of Environmental Protection of the People’s Republic of China, 2015 Report on the State
of the Environment in China, May 20, 2016

ecological environment quandary has already become the biggest threat to
China’s sustainable development.

What is worth noting, though, is that the environment is by and large
no longer deteriorating; the environmental deficit, in a manner of speak-
ing, is easing. The 2015 Report shows that remedial environmental
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projects have all achieved some degree of results; certain indicators even
posted notable improvements. This is the result of China’s unceasing
efforts to strengthen environmental governance. The government has
made continuous organizational restructuring to this end. To cite an
example: in 1988, the Environmental Protection Agency was established,
being extracted from under the auspices of the Ministry of Construction;
in 1998, the agency was elevated to Ministry of Environmental Protection;
eventually in 2008, it became an organ under the State Council, thus
affording it higher authority and independence to carry out environmen-
tal protection work.

3.1.3  Challenge of an Aging Population

An aging population denotes a shift in the country’s demographic struc-
ture toward older ages and is the result of a declining birth rate and
increasing life expectancy that accompany economic development. It is
internationally recognized that a population is deemed aging, if the
60-plus group accounts for 10% of the total population, or if the 65-plus
group makes up 7%. By this standard, China had already become an aging
population in 2000. The United Nations projected in its 2015 revised
report, that China’s population will age even faster after 2015—by 2025,
the 65-plus group will make up 20.4% of the population, an increase of
7.3 percentage points compared with 2015; and by 2035, that number
will rise to 32.7%, increasing 12.3 percentage points from 2025. When
compared with Japan, China’s dependency ratio in 2015 was equivalent to
Japan’s in 1980, in 2020 it will be equivalent to Japan’s in 1995, while in
2050 it will match Japan’s between 2015 and 2020 (see Fig. 3.3).
Typically, an aging population curtails the growth of labor supply, lead-
ing to a rise in labor costs and weakening the competitiveness of a country’s
labor-intensive manufacturing, thus affecting economic growth. The reality
in China is, since 2003, coastal areas have experienced difficulties in the
labor market—Ilabor costs were clearly on the increase. This has given rise to
the viewpoint that China’s economic growth will irreversibly decline as pop-
ulation aging speeds up. Japan is an important reference for those who
adopt this view. Figure 3.4 is the United Nation’s collation of China and
Japan’s total dependency ratio in 1950-2050. We can see that in the 1970s,
Japan’s dependency ratio began on an upward trajectory, increasing from
45.25% to 48.38%. At the same time, the urbanization rate rose from 72%
to 76%, increasing 4 percentage points. In the 1980s, the dependency ratio
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Fig. 3.3 The old-age dependency ratios in China and Japan (1950-2050). Note:
Old-age dependency ratio = number of people aged 65 and over/number of peo-
ple aged 15-64. There is a slight discrepancy in the data on the Chinese popula-
tion with that of the Chinese National Bureau of Statistics. (Source: Population
Division, Department of Economic and Social Affairs, United Nations, World
Population Prospects, the 2015 Revision)

slipped from 48.38% to 43.40%, lower even than in 1970, while urbaniza-
tion increased just 1 percentage point from 76% to 77%.> However, Japan’s
GDP growth in the two decades of 1970-1980 and 1980-1990 remained
largely the same, at 4.46% and 4.64%, respectively. Additionally, in
1990-2000, Japan’s dependency ratio rose from 43.6% to 46.6%, similar to
the levels in the 1970s, while economic growth was only 1.13%. Judging by
the correlation between growth and dependency ratio, it appears that
Japan’s economic growth decline cannot be attributed to population alone
(Table 3.2). For example, Japan’s economic growth fallen into a low growth
rate in 1990s, when the dependence ratio only experenced a slight increase.

By this same reasoning, it is unnecessary to adopt an overly pessimistic
outlook of an aging population’s impact on China’s economic growth.

3 According to World Bank data, Japan’s urbanization rate in 2015 reached 93%.
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Fig. 3.4 The total dependency ratios in China and Japan (1950-2050). Note:
Total dependency ratio = (number of people aged 0-14 + number of people aged
65 and over)/number of people aged 15-64. There is a slight discrepancy in the
data on the Chinese population with that of the Chinese National Bureau of
Statistics. (Source: Population Division, Department of Economic and Social
Aftairs, United Nations, World Population Prospects, the 2015 Revision)

Table 3.2 Japan’s population, urbanization and economic growth (1960-2010)
(Unit: %)

1960-1970 1970-1980 1980-1990 1990-2000 2000-2010

Urbanization rate 63-72 72-76 76-77 77-79 79-91
Dependency ratio 56.0-45.3 45.3-48.4 48.4-43.4 43.4-46.6 46.6-56.8
Economic growth rate 9.22 4.46 4.64 1.13 0.77

Source: Calculations based on data from the World Bank’s World Development Indicators

The aging population trend is just one feature of the population in China;
the economy can draw benefits from others. For starters, Japan’s urbaniza-
tion rate reached 70% in the 1970s, which was a mature phase of urbaniza-
tion development, while China’s urbanization rate in 2015 was 56.1%,
equivalent to Japan’s levels in 1955. China still has room for urbanization,
and these improvements in the future would be a key factor in propping
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up economic growth in the next 20 years. In particular, as the household
registration system continues to reform, facilitating the movement of rural
residents to towns and cities, the problems of labor shortage presented by
an aging population will be alleviated.

Secondly, China’s education development, specifically in higher educa-
tion, will provide the human capital that supports economic growth.
Bearing this in mind, despite the diminishing demographic dividend, the
“education dividend” so to speak, will be conducive to labor productivity.
Thirdly, even though there is no mistaking the trend displayed in the pop-
ulation, the working population will not substantially drop, as the decline
of labor participation rate will be gradual. For example, the percentage of
people aged 65 and over increased from 8.9% in 2010 to 10.5% in 2015,
but even so, the labor participation rate only slipped from 56.8% to 56.3%
in the same period. We estimate that as China implements its policy of late
retirement and as more retirees opt to take up informal employment, the
impact of an aging population on growth will be somewhat mitigated.
Fourthly, China is already adjusting its family planning policy, and this will
to some extent offset the pressure of an aging population post-2030.
Finally, an aging population can in fact, be a booster to China’s
consumption-drive growth model.

3.1.4  The Income Gap Challenge

In the early days of China’s reform and opening-up, the country’s Gini
coefficient was 0.28 and the distribution of income was near equal.
However, as the market economy flourished, the Gini coefficient climbed
to 0.4 in around 2000, indicating relative inequality in wealth, and then
peaked in 2008 at 0.491. After 2008, the index began to slide, but China’s
income disparity remains relatively large (see Fig. 3.5). There is a pro-
nounced discrepancy in development among regions as well as between
urban and rural areas in China and these differences are a major reason for
the overall income disparity. It is worth pointing out that the regional
disparity has been noticeably narrowing since 2004. For urban and rural
residents, the income gap spiked at 3.33-fold in 2009, but narrowed
slightly to 2.95-fold in 2015. However, within cities and the countryside,
inequality is immense. For example, in 2015, the disposable income of the
top 20% of urban earners was 5.32 times that of the bottom 20% of urban
carners, a small drop from the peak in 2008 of 5.77 times. Meanwhile, the
disposable income of the top 20% of rural earners was 8.43 times that of
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Fig. 3.5 China’s Gini coefficient over time (1980-2015). Note: According to
UN standards, a Gini coefficient lower than 0.2 expresses absolute equality; a
range of 0.2-0.3 is relative equality; 0.3-0.4 is a relatively reasonable income gap;
0.4-0.5 is a relatively large income gap; and over 0.5 is considered dangerous.
(Source: World Bank, China’s National Bureau of Statistics)

the bottom 20% of rural earners, which was an increase from before. This
goes to show that narrowing the income gap presents a formidable
challenge.

The income gap problem is a matter in the public eye. The Society of
China Analysis and Forecast blue book cites a 2015 nationwide general
social survey asking people to rank 15 significant social matters. In that,
income disparity and the poor-rich divide were the third most-voted-for
problem, whereas most people see “serious or very serious conflict existing
between the rich and poor”. This result shows that despite the narrowing
wealth gap in China, the situation does not yet allow for optimism.

An excessively large income gap would have multiple impacts on socio-
economic development. First, it hinders the consumption power of the
low-income group, thus the full potential of consumption-driven eco-
nomic growth cannot be realized, leaving growth dependent on invest-
ment and trade. We have seen how dependency on investment and trade
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cannot guarantee sustainable growth. By effectively increasing incomes
and harnessing the consumption power of the low-income group, China
can move further toward a consumption-driven economic growth.

Secondly, a wide income gap threatens social cohesion. The rich-poor
divide has various ramifications on social stability and development. Hu
Lianhe and Hu Angang (2007) concluded that a wealth gap affects social
advancement in four ways. The first is the spread of discontent, which is a
hotbed for breeding social instability. Second, it is detrimental to social
order; it could induce criminal behavior and threaten people and property,
endangering public security. Third, it upsets the social balance and could
cause imbalanced or even skewed development, trigger class conflicts, and
thereby inciting social conflicts and confrontations. Fourth, it discredits a
governing system’s justice and authority, weakens a country’s cohesive-
ness, and at its worst, is a menace to a nation’s security and unity.*

Objectively speaking, the income gap arose from an uneven develop-
ment of the market economy in urban and rural areas as well as across
different regions in China. It is also a consequence of unequal opportuni-
ties in an imperfect system. Narrowing this gap is a task that takes time.
Despite all this, we are able to see a trend of improvement, and as China
persists in refining its social welfare system, we are bound to see some
remedy of the inequality.

3.1.5  The Social Stability Challenge

Economic development and population shifts present challenges to social
stability. At a forum on social governance and innovation for ministerial
and provincial officials on February 19,2011, General Secretary Hu Jintao
said China is in a critical development phase where both strategic oppor-
tunities and social conflicts abound. Thus, if stability cannot be ensured,
important development opportunities will slip by. Now, China is presented
with a strategic opportunity to leap over the “middle income trap”. The
experiences of other countries show that social stability is essential to the
middle-income development stage. This is because in this stage, economic
development and social development are more intertwined than ever, with
one relying on the other. If social stability is at risk, more expenditure

*Hu Lianhe and Hu Angang, “How Does the Rich-Poor Gap Influence Social Stability?”
Jiangxi Social Sciences, Issue 9, 2007.
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must be redirected to guarantee it, thereby leading to the crowding-
out effect.

China is currently in the middle-income phase, and its social stability
could see impact from the following aspects. First, there is large-scale
social mobility. Prominent development gaps exist among regions and
between urban and rural areas—a major incentive for migration. Since
2000, the country’s transient population has been continuously expand-
ing, from 121 million people in 2000 to a peak of 253 million in 2014.
The number declined slightly to 245 million people in 2016,> which
accounted for 17.7% of the total population. Generally, society’s vulnera-
ble groups make up some of this transient population—they are prone to
the volatility of employment and physical ailments, which also make them
a threat to social stability.

Second, the transition toward a steady social structure is complicated.
China’s social structure is in constant flux as the economy develops, urban-
ization expands, education advances and income distribution evolves.
Professor Li Qiang of Tsinghua University referred to the International
Socio-Economic Index of Occupational Status (ISEI) collated in the fifth
and sixth census, to show China’s overall social structure is shifting from
the “inverted T” to the Chinese character “+:”—akin to a pyramid struc-
ture. This indicates that China’s social structure is still evolving, and will
be a feature of development in the long run, until it reaches the stable
“olive” shape.

An important feature of an olive-shaped social structure is the expan-
sion of the middle-income group, which was pointed out in the 2013
Guidelines on Deepening the Reform of Income Distribution System. At the
13th meeting of the Central Leading Group on Financial and Economic
Affairs on May 16, 2016, General Secretary Xi Jinping emphasized that
enlarging the middle-income group is instrumental to realizing the goal of
building a moderately prosperous society, attaining structural reforms,
maintaining social peace, harmony and stability, and is necessary for the
country’s lasting wellbeing. Vital to the transition toward an olive-shaped
social structure is a high quality, inclusive new type of urbanization, which
will generate economic opportunities for all—an inclusive growth will pre-
vent class solidification and allow for a virtuous circle of efficiency and
justice.

5Source: Statistical Communiqué of the People’s Republic of China on the 2016 National
Economic and Social Development.
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Fig. 3.6 Criminal and public security cases statistics (2000-2014). (Source:
China Statistical Yearbook 2015)

Overall, Chinese society has been stable since the reform and opening-
up, but threats to that stability have always existed, and incidents have
erupted involving certain groups. Since 2000, the number of public secu-
rity and criminal cases has notably increased (see Fig. 3.6), with the num-
ber of filed criminal cases rising steadily. Although there had been a
downturn in the number of public security cases from 2010-2014, the
number was still higher than that of 2000-2005. This suggests that we
should view the stability of the Chinese society with concern rather than
with complacency. In terms of the rate of increase of cases, in both catego-
ries it was slower in 2010-2014 than in 2000-2010. The rate of increase
at which criminal cases were filed reduced from 5.1% in 2000-2010 to
2.3% in 2010-2014, while for public security cases, the rate of increase
reduced from 12.2% to —2%. What this tells us is that even though social
stability challenges remain, there is some assurance to be found. The CPC
Central Committee’s focus on “people-oriented” scientific development
and building a harmonious socialist society is a contributing factor. As
social governance strengthens, public services and basic social welfare cov-
erage will only broaden, and that should alleviate social conflicts, particu-
larly those arising during the course of development.¢

¢Hu Angang and Yan Yilong, China: Towards 2015, Zhejiang People’s Press, 2010.
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In China, it is said that “transformation is the absolute principle”. This
refers to the changes the country is experiencing—from accelerating
development itself to accelerating transformation of the mode of develop-
ment, and at the heart of this is social transformation, not just economic.
This ought to be the principal mindset guiding China’s development—
accelerate socio-economic transformations, maximize net socio-economic
welfare and minimize the cost of development. This requires us to liberate
our thinking and move away from the dogmatic principles that dictate
growth is the top priority, to not hinge everything on GDP figures and to
do away with the tenet that economy is everything.

3.1.6  Political Development and Political Stability

Political stability is the premise of economic development; political devel-
opment is the premise of social development; together, political stability
and political development form the pre-conditions to enable a middle-
income country to sidestep the “middle income trap”. The relationship
between political development and political stability is one of mutual sup-
port and mutual advancement. Without political stability, development
cannot be safeguarded, and without political development, stability can-
not be safeguarded in the long run. Since the reform and opening-up,
China’s rapid economic growth has fundamentally relied on the overall
political stability, while political development made strides. To a large
extent, this was possible because the Communist Party of China (CPC)
did not cling to ideological doctrines, but rather adhered to the gover-
nance principle of “putting the people first”, learned from experience dur-
ing the course of development, improved its strategic planning capabilities
and was pragmatic in handling internal and external challenges.

In the early days of the reform and opening-up, as the ruling party, the
CPC returned to the mentality of seeking facts and pragmatism, setting
out a path for the Party with “economic construction at the core” and
“adhering to the four fundamental principles and reform and opening
up”. It applied the Constitution in practice and pushed economic reform
forward. These are all significant political developments. Logically speak-
ing, without such political development, China would not have been able
to sustain nearly 40 years of high-speed economic growth since the reform
and opening-up. We can go further and say, China’s political development
was, to a large extent, built upon the foundation of political stability.
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Nonetheless, threats to China’s political stability exist, both internal
and external. On the external front, because of ideological prejudices, cer-
tain Western countries have disregarded China’s achievements and choose
instead to criticize, negate or even smear China for the problems that
emerged during development. These countries are disapproving of issues
such as democracy, human rights and ethnic minority rights, and often
tout the “China collapse” theory. Now, nearly 40 years on since the reform
and opening-up and as China moves into a prominent position on the
world economic and political stage, we are hearing the “China threat”
theory. This even descends into interference in China’s core interests of
sovereignty and territorial integrity, painting China as the saboteur of
regional peace, thus negating China’s actual efforts to safeguard peace
internationally. It is undeniable that as China rises, its international stand-
ing has not simply become stronger; instead, it faces a somewhat deterio-
rating international environment.

While we cannot overlook the external impact on China’s political sta-
bility, we must acknowledge that the bigger threat is internal. Now that
China is in the middle-income stage, as society continues to open up and
internet-use proliferates, views that are jeopardous to stability disseminate
with more ease. One idea that has had a particular foothold is that, with
China’s increasingly globalized market economy, the natural next step is
adopting a Western democratic system. It seems to uphold Western
democracy as “divine”. Some people see problems such as corruption and
group unrest as attributable to the lack of a Western democratic system.
Additionally, as urbanization progresses, destabilizing “black swan” events
could occur more frequently with magnified reach. All these negative inci-
dents combined with adverse social views would directly shake political
stability.

The aforementioned idea is erroneous for the following reasons. Firstly,
it excessively glorifies Western democracy. Take the U.S. for example, it
holds itself up as the champion of democracy and human rights, yet it is
not short of problems at home. Its human rights record is patchy at best—
its out-of-control gun laws, police brutality, racial inequalities and inade-
quate protection for vulnerable groups. Let us look at the American
democratic system in practice: during every presidential election, both
Democrats and Republicans avidly make promises to voters, but how
many of these promises are kept? On the surface, the system advocates
equality of rights—“one person, one vote”, but what it fails to disguise is
the influence of money on votes. In a sense, money has become the
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“lubricant” in American politics. Vested interest groups make political
donations that trickle through other media for their own gains—this is, in
fact, grossly unjust. In 2010, the Supreme Court ruled to remove caps on
corporate donations to campaigns, enabling financially powerful corpora-
tions to back candidates that will benefit their businesses, and in reverse,
deter candidates whose policies do not work in their favor.

The influence exerted by interest groups and lobbyists not only distorts
democracy, but also erodes the effective running of government and in
practice, creating a “vetocracy”, which results in a political system prone
to the whims of the rich with their powerful finances, while bills beneficial
to ordinary citizens are liable to being delayed or shelved. Case in point:
healthcare. President Carter proposed universal healthcare coverage
reforms in 1976 but ultimately failed to push them through. Reagan’s
attempt in 1989 to expand Medicare coverage in order to protect the
elderly from “catastrophic” medical expenses, as well as Clinton’s univer-
sal healthcare initiative in 1994 were both shot down by Congress. It was
only in 2010 that Congress passed President Obama’s Affordable Care
Act. Reform of the healthcare system that concerns all Americans took
35 years from proposal to approval. In 2014, there were still 33 million
people in the U.S. without medical insurance—that is more than 10% of
the population.” Yet as soon as Donald Trump took the presidential post,
he sought to repeal Obamacare, casting it down to just a short-lived bill.
The U.S. remains the only developed country that does not provide uni-
versal medical care. In contrast, China, despite being a developing coun-
try, has in place a system of basic insurance coverage for all.

Secondly, the view in question reflects an incomplete understanding of
China’s political development. Since the reform and opening-up, China
has been working to perfect its systems of the National People’s Congress
and People’s Political Consultative Conference, in order to form a socialist
consultative democracy. As early as 1981, at the Sixth Plenary Session of
the 11th CPC Central Committee, the Party laid out its central tenet of
“all is for the people, all depends on the people, from the people, to the
people”. This was the path followed by the CPC in governance. We can
see from the annual “Two Sessions” that the delegates of the National
People’s Congress and CPPCC members exercise their democratic rights
to put forward motions and proposals related to people’s livelihoods. In

7Source:  https://www.census.gov,/content/dam/Census/library/publications /2015 /
demo/p60-253.pdf.
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2015, the CPC Central Committee issued The Opinions on Strengthening
the Construction of a Socialist Consultative Democracy, which discussed the
arrangements of consultations at various levels, such as party, congress,
government, political, public organizations, grassroots and social organi-
zations. Overall, democracy in China manifests itself in the government’s
widely collecting people’s opinions on development, and responding to
those through active policy-making.

For China, political stability and social order are the highest priority for
the people, and are the premise for continued economic development. As
the country looks to stride past the “middle income trap”, it must cau-
tiously choose its direction for social reforms and political development, in
order to achieve advancements, while avoiding social and political upheav-
als. Having experienced 40 years of reform and opening-up, both the
CPC and the public are becoming ever more rational, mature and smart in
seeking a democratic system that meets Chinese circumstances, has
Chinese characteristics and is beneficial to the country’s political develop-
ment, stability and overall advancement.

There are challenges facing China’s political development, one root
cause being the current critical stage that the reforms have reached.
Deepening reform is a formidable and complex task, and it is further com-
plicated by the reshuffling of interests, which could lead to entities with
vested interests to obstruct reform under the guise of safeguarding politi-
cal stability. Without question, a halt to deepening reforms is a halt to
political development, which ultimately would rock political stability. The
fundamental purpose of political development, after all, is to lay the
groundwork for and to safeguard reform.

In this sense, the “middle income trap” is essentially a political trap.
Therefore, building a stable political environment is key to avoiding the
“middle income trap”. This is what the Chinese mean by “universal
order”; it is also the ultimate public service product that guarantees a
country’s long-term, sustainable and stable modern economic growth.
And who is the public service provider? The Communist Party of China
and the Chinese government—this is their obligation and a momentous
task. In order to achieve this task, it is necessary to modernize the gover-
nance system and governance capability. How complete that system is and
the strength of governance capability reflects more than a nation’s com-
petitive quality globally, as well as the overall strength of a nation. Without
a modern governance system in place and fairly strong governance capa-
bility, the conflicts and problems that arise in the course of economic
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development cannot be effectively managed. That means an absence of
the central force and unity required for building and developing the coun-
try, which will inevitably lead to social instability, stagnation of economic
growth and more grave issues. Modernizing the governance system and
governance capability depends on utilizing the Chinese system’s advan-
tages. The reality is, there is no one system that fits all. “Blindly copying
another country’s system and development path without regard for
national circumstances will never succeed; it will not solve any practical
problems, but will cause economic stagnation, political change, social
upheaval, loss of sovercignty and other severe consequences”.® Thus,
modernization of the governance system and governance capability is an
important means to overcome the political trap.

3.2  FAvOrABLE CONDITIONS FOR CHINA TO OVERCOME
THE “MIDDLE INCOME TRAP”

From a perspective of public policy, which factors should we highlight
which could cause growth to stagnate or even go into recession? The
answer is many, but we believe these boil down to a few points. One, the
implementation of the correct development strategy; two, the implemen-
tation of correct macroeconomic management; three, basic capacity for
sustainable growth (e.g. infrastructure facilities, human capital); four,
basic capacity for continued innovation; and five, capacity to counter
external impact and risks. Judging from the above five points, China is
entirely able to cross over the “middle income trap” and complete the
transition from the middle-income to high-income phase.

3.2.1 Steady Transition of the Economic System and Maturing
of Macroeconomic Management

Since the reform and opening-up, China’s macroeconomic management
system has matured and adapted to the needs of building a socialist market
economy, while guaranteeing the overall stability of the macro economy
and realizing high-speed economic growth. Collectively, the macroeco-
nomic management system was suited to the key stages of economic
reform, which included phasing in market mechanisms to the planned

8Wang Weiguang, “Pushing Forward Modernization of the National Governance System
and Governance Capability”, Qsushi Journal, Issue 12, 2014.
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economy system, operating a planned commercial economy, establishing a
socialist market economic system, and perfecting the socialist market
economy.

From 1978 to 1984, China introduced market mechanisms within its
planned economy system. On November 26, 1979, Deng Xiaoping voiced
his epoch-making view that a market economy can be developed under
socialism. At the 12th National Party Congress in 1982, the idea of
“ensuring the leading role of the planned economy, supplemented by mar-
ket regulations” was put forward. This not only endorsed market regula-
tions, but also distinguished between mandatory and guidance planning.
During this time, farmland was reformed to institute the household con-
tract responsibility systems reforms, and certain industrial enterprises were
given greater autonomy. At the Third Plenary Session of the 12th CPC
Central Committee in October 1984, the CPC Central Committee’s
Decision on the Reform of the Economic System was passed, which formally
raised the concept of a planned commodities economy as the basis of a
socialist economy. In 1987, the 13th CPC National Congress report fur-
ther pointed out that a socialist planned commodities economy should
incorporate both planned and market systems. China also took steps to
reform various macroeconomic control mechanisms, such as planning,
investment, fiscal, finance, circulation, pricing, distribution and social wel-
fare, in order to adapt to market changes and the ensuing economic
reforms.

In 1992, Deng Xiaoping said in a speech whilst touring in southern
China, that China has broken free of ideological tethers in its attempt to
build a market economy system. He said, “the proportion of planning and
that of market forces is not the essential difference between socialism and
capitalism. A planned economy is not equivalent to socialism, because
there is planning under capitalism too; a market economy is not capital-
ism, because there are markets under socialism too. Planning and market
forces are both means of controlling economic activity”. Based on Deng
Xiaoping’s assertion, the 14th National Party Congress Report clearly
outlined that the goal of reforming China’s economic system is to build a
socialist market economic system. The Third Plenary of the 14th CPC
Central Committee in 1993 unanimously passed the Decisions of the CPC
Central Committee on Issues of Building a Socialist Market Economy, which
laid out the framework for a socialist market economy. From here on,
every third plenary session arranged for building and refining the market
economy system.
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The Third Plenary of the 12th CPC Central Committee, the Third
Plenary of the 14th CPC Central Committee, the Third Plenary of the
16th CPC Central Committee, and the Third Plenary of the 18th CPC
Central Committee all laid out top-down designs for China’s economic
reform, and deepened efforts to build a socialist market economy. In this
process, the plenary sessions clarified the relationship between govern-
ment and market, as well as government and society, and upon this basis
continually improved macroeconomic management in order to adapt to
the developing socialist market economy.

Once the goal of moving toward a market economy was set, China
began a vigorous drive to reform state-owned enterprises with the core
aim of establishing modern enterprise systems. At the same time, the
country pushed for the development of the non-public sector to cultivate
the micro-foundations of the market economy. China also continually
made improvements to its macroeconomic regulations to complement the
practical needs of the socialist market economy. In 1994, China began to
reform its tax system, with tax distribution as the prime feature, and for-
mally aligned the Renminbi’s official exchange and swap market exchange
rates, implementing a managed floating exchange rate system based on
market supply and demand. At the 9th National People’s Congress in
1998, Premier Zhu Rongji proposed what he termed the “one goal to
ensure, three tasks to accomplish, and five areas to undergo reform”. This
included several reforms in areas of macroeconomic management, such as
of the financial, grain circulation, investment and financing, housing,
healthcare and fiscal and taxation systems. These reforms not only effec-
tively allayed the adverse impact of the Asian financial crisis on the Chinese
economy in the late 1990s, but also paved the way for China’s member-
ship of the WTO within the socialist market economy framework.

In the twenty-first century, China continued to work toward advancing
its macroeconomic regulation and market economy. The Third Plenary
Session of the 16th CPC Central Committee in 2003 approved the
Decisions of the CPC Central Committee on Lssues of Completing the Socialist
Economy System, which laid out comprehensive plans to this end. This
included continuing to build an economic system that has public owner-
ship as its mainstay but with a diversified-ownership model as the basis.
This also put forward the “five balances”: balancing urban and rural devel-
opment, development among regions, economic and social development,
man and nature, and domestic development and opening-up to the out-
side world. It emphasized cultivating a unified and open market system
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with orderly competition, improving macroeconomic regulations, and
perfecting employment and social security systems. In 2012, the Third
Plenary Session of the 18th CPC Central Committee charted 336 reform
measures needed for modernizing the country’s governance system and
governance capability. In particular, the session clarified: “Economic sys-
tem reform is the focus of comprehensively deepening the reform. The
underlying issue is how to strike a balance between the role of the govern-
ment and that of the market, letting the market play the decisive role in
allocating resources and the government play its functions better”.

On the whole, China’s macroeconomic management capability has
been maturing steadily since the 1990s, and provided a solid foundation
for continued economic growth. Looking at the four key macroeconomic
performance indicators (economic growth, inflation, unemployment and
balance of international payments), we could say that the overall picture
for China after 1992 is rosy. When it comes to economic growth, the aver-
age annual growth rate in 1992-2016 was 9.6%. Per capita GDP in 2016
was 7.7 times than in 1992. There was an obvious slowdown in the growth
rate after 2007—from 14.2% in 2007 to 6.7% in 2016. However, this was
mostly due to falling external demand brought about by the global finan-
cial crisis combined with internal structural adjustments, not an indication
of'an underlying decline of productivity in the long run. It is worth noting
that the slowdown in growth rate is not unprecedented since the reform
and opening-up. Growth rate slipped from 15.2% to 8.8% in 1984-1986
(down 6.4 percentage points in two years); in 1987-1990 it slipped from
11.3% to 3.8% (down 8.5 percentage points in three years); and then in
1984-1986, it slipped from 14.2% to 7.8% (down 6.4 percentage points
in six years).

In terms of inflation, since the reform and opening-up, China has never
experienced the hyperinflation that Latin American countries went
through. In those 20 years since the 1990s, aside from a bout of high
inflation in 1994 and 1995 which reached around 20%, inflation was gen-
erally kept under 6% and in most years under 4%. Compared with most
emerging economies, China’s inflation record is exemplary. Inflation levels
can reflect the competence of a macroeconomic regulator in making
adjustments through fiscal and monetary policies, and give clues as to
whether the government is taking the “helping hands” or “grabbing
hands” approach in macroeconomic regulations. The “helping hands”
approach not only acknowledges the “invisible hand” of the market in
distributing resources, but also proactively extends “visible hands” to
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remedy areas where the market fails. An example would be intensifying
infrastructure construction in order to provide a more efficient market
environment for the private sector, or improving public services to boost
social stability and eliminate risks, thereby creating a harmonious environ-
ment for economic development. In contrast, the “grabbing hands”
behavior is destructive and impedes the market; it spawns unfair income
distribution and is often accompanied by high inflation, which hinders
investment activities and causes steep depreciation of the public’s financial
assets; the result is—the public suffers.

On the matter of unemployment, China’s registered urban unemploy-
ment rate has always stayed below 5%, and from 2010 onward, the rate
remained below 4.1%. China has not yet released its full surveyed unem-
ployment rate. Nonetheless, because of the active employment policies
implemented since the 1990s and the major drive to develop the private
sector and encourage informal employment, the scale of urban employ-
ment has been continually expanding—trom 190 million people in 1995
to 232 million people in 2010, and rising again to 404 million people in
2015. Non-state entities were the main source of newly created jobs in
urban areas. To cite some examples, during the 11th Five-Year Plan
(2006-2010), the number of employed people in urban areas increased by
62.98 million, while in state-owned enterprises it only increased by
280,000 people. During the 12th Five-Year Plan (2011-2015), the num-
ber of employed people in urban areas increased by 57.23 million people,
while state-owned enterprises saw a drop in employment of 3.08 million
people. Suffice to say, developing the private sector is bound to be the
stabilizer for job creation in urban areas.

Turning to the balance of payments, since 1994, China’s current
account and capital and financial account have seen twin surpluses. This
has built up a sizeable foreign exchange reserve and strengthened China’s
ability to weather global financial risks. Once China joined the WTO, its
participation in the global economy expanded rapidly. Total import-export
of goods rose from 509.7 billion US dollars in 2001 to 4.3015 trillion US
dollars in 2015, and in terms of proportion of GDP, that is an increase
from 38.5% to 41% (2006 saw a peak of 65%). In 2013, China became the
biggest trading nation in the world and the biggest trading partner of
more than 120 countries. In 2014-2016, feeling the impact of a global
trade slowdown, China’s foreign trade in goods saw negative growth, but
its net export remained in the black.
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3.2.2  Continual Improvement in National Capacity
for Strategic Planning

China’s national strategic planning is evident in both the CPC congresses
and the “Five-Year Plans”; the latter is also a blueprint charting develop-
ment at different stages. In the early days after the foundation of New
China, the country began to implement the Five-Year Plans with the assis-
tance of the Soviet Union. In those days of the planned economy, national
plans were the main instrument to allocate resources. As China initiated
the reform and opening-up however, the market increasingly took on this
function, and China no longer stuck to the old ways of a planned econ-
omy. The 14th CPC National Congress Report expressly said the Chinese
economy is transitioning toward a socialist market economy, and that is to
give the market a fundamental role of distributing resources, under the
nation’s macro regulations.

The Ninth Five-Year Plan was the first five-year plan set after Deng
Xiaoping’s southern China tour. Its full title is “The Outline of the Ninth
Five-Year Plan for National Economic and Social Development and the
Long-range Objectives to the Year 2010 of the People’s Republic of
China”. This was also China’s first medium-to-long term plan after it
switched to the path of a market economy, and was a cross-century devel-
opment plan that gazed forward 15 years. Two all-encompassing funda-
mental changes comprised the main track of the Ninth Five-Year Plan.
One is the transformation from a traditional planned economy, while the
other is the transformation from an extensive to intensive mode of growth,
which would enable a sustainable, fast, healthy development, and social
progress. These two fundamental transformations affect both the eco-
nomic system and the economic growth model, while economic reforms
also facilitated the transformation to a more efficient growth model. These
two fundamental transformations dictated the main track of China’s devel-
opment and reform: the need to advance productivity and to adjust the
relations of production. This dynamic process requires reciprocal adapta-
tion and continuous adjustments. Undoubtedly, this was not a task that
could be completed within a five-year-plan period, but rather took 20 odd
years. The Tenth Five-Year Plan (2001-2005) was the first five-year plan
upon the turn of the twenty-first century; China had moved from a low-
income stage to a middle-income stage and joined the World Trade
Organization. The Tenth Five-Year Plan outlined important tasks, includ-
ing correctly balance reform, development and stability, abide by the
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principle of aligning speed and efficiency to transform the growth model,
maximize the market mechanism, stand by the strategy of sustainable
development, and gradually reduce the development gap among regions.
Overall, the Tenth Five-Year Plan puts a clearer emphasis on balanced
development.

As China continued to build and complete its socialist market economy,
it tweaked the name of its five-year plans to mean “five-year guidelines”
from the 11th round of 2006-2010 and onward, and categorized the
development goals into “binding” and “anticipated”. The two categories
of targets reflect on both the “invisible hand” of the market in allocating
resources, and the “visible hand” of the guidelines in facilitating the pro-
cess which is also the important function of the government in guiding
development. In practice, macro-control by the government is indispens-
able because the market can fail, so guidelines are the starting point of
macro-control which encapsulate the aspired goals. “Binding targets”
were set mainly in the areas of energy conservation, environment protec-
tion and people’s livelihoods, which goes to show that since the 11th Five-
Year Guideline, national development has put special emphasis on the
quality of development and the shared nature of the outcomes.

Since the 11th Five-Year Guideline, China has generally put the focus
on managing the objectives of the guidelines. If we examine how these
guidelines are set, we can see that it is a process that condenses all the
understandings of social development and involves wide social participa-
tion; it is a display of democracy in a sense. Regarding development strat-
egy, such guidelines have become the steering wheel of the nation’s
development. The very concept and objectives of the five-year guidelines
increasingly reflect the adaptive quality, comprehensiveness, scientific and
steering nature of the nation’s development. They embody changes in the
government’s functions, the drive to strengthen social harmony, accelerate
transformation of the mode of growth, make “green development” goals
binding and push the transformation of the development model from a
pure pursuit of economic growth speed to a “scientific” one—which is
comprehensive, inclusive, balanced and sustainable.

The 11th Five-Year Guideline focused on accelerating the transforma-
tion of the economic growth model, making resource efficiency a national
policy, accelerating the construction of a “resource-conserving, environ-
mentally friendly society”, balancing economic development with the
population, resources and environment, advancing the informatization of
society, and seeking a feasible new type of industrialization. The 12th
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Five-Year Guidelines revolved around scientific development, and focused
on transforming the economic development model based on economic
structural adjustments. The 13th Five-Year Guidelines made supply-side
structural reform the primary means to bring about economic structural
adjustments, and touted the five development concepts of “innovation,
coordination, greening, opening-up and sharing” to comprehensively
realize a moderately prosperous society in 2020.

From the Ninth Five-Year Plan objective of accelerating the model of
economic growth to the 13th Five-Year Guideline objective of supply-side
structural reform, it appears that China’s economic development path has
been generally consistent. China identified the strategy of economic struc-
tural adjustment as its basic direction, and has expanded and enriched it.
This required an economy that was sustainable and stable with high speed,
persistent economic structural adjustments, improvements and upgrade,
and with a focus on the quality of economic development.

From the 11th Five-Year Guideline onward, China’s economic devel-
opment moved gradually onto a scientific development track and realized
the shift in development mode. The country saw an obvious dip in social
cost, resource expenditure, and ecological cost, as well as an improvement
in production safety. It saw the disparity in regional productivity narrow,
better use of resources, reduction in environmental pollutant emissions,
and a turnaround in the environment and ecological systems. The 13th
Five-Year Guideline period is a critical period for scientific development.
Guided by the five major development concepts, it requires comprehen-
sive supply-side structural reform, adaptation to the economic new nor-
mal, realization of green, harmonious and sustainable development, in
order to build a moderately prosperous society by 2020 and lay the devel-
opmental groundwork for the country to bypass the “middle income trap”.

To date, China has already implemented 13 five-year plans or guide-
lines. These inclusive outlines, serving as a conscious control on develop-
ment, have become the blueprint and program of action for Chinese
development. In setting out clear objectives, tasks, strategies, policies and
measures suited to each developmental phase, they are oriented toward
the overall, balanced and long-term development of the country, and are
based on goal-oriented governance. Looking at how strategies have been
adjusted at each stage since the reform and opening-up, it is apparent that
the development strategy has not followed any one dogmatic method, but
rather continued to reform and vyield results by utilizing the “invisible
hand” of the market, exploring the government’s “visible hand” in
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macro-control and planning, mobilizing proactiveness at both central and
regional levels, and effectively incorporating an efficient market with a
useful government. This explains how the Chinese economy has been able
to sustain the relatively high-speed growth for so long.

It is necessary to note that China’s development strategies do not sim-
ply revolve around the five-year periods. Longer-term objectives are set
during CPC congresses. Take for example the 12th CPC National
Congress Report in 1982, which stated that on the premise of increasing
economic efficiency, in the two decades from 1981 to the end of the twen-
tieth century, China’s central economic objective was to double the annual
national agricultural production value, and bring its citizens’ material and
cultural quality of life to a “moderately prosperous” level. This was the
first mention of “moderately prosperous” as a long-term development tar-
get, though the notion then was limited to looking at the quality of life
from an income angle. In the 15th CPC National Congress Report in
1997, it was stated as an objective, that the first decade of the twenty-first
century should see gross national production double from the turn of the
century, in order to enrich citizens” moderately prosperous living standards.

In 2002, the 16th CPC National Congress voiced for the first time the
idea of building a “prosperous society”—a far more multi-faceted concept
that goes beyond the initial “moderately prosperous living”. The Congress
report stated that the first two decades of the twenty-first century is an
important period filled with strategic opportunities for China, one that
must be seized and utilized. The CPC Central Committee clarified that in
those two decades, it is necessary to concentrate strength and comprehen-
sively build a better-off moderately prosperous society to benefit the
billion-people population. The State Development Planning Commission
Director at the time, Zeng Peiyan, listed three indicators to measure the
moderately prosperous society by 2020. The first is a measure of wealth—
with per capita GDP growing annually at 7.2%, and at more than 3000 US
dollars by 2020. The second is a measure of urbanization—with the rate
growing by one percentage point each year and exceeding 50% by 2020.
The third is a measure of industrialization—seeing agriculture account for
less than 30% of employment by 2020. The fact is, China has met these
above targets ahead of plan: GDP in 2015 is 3.96 times more than that in
the year 2000 and per capita GDP has reached 8000 US dollars (current
rate); the urbanization rate is 56.19%; and agricultural employment has
dropped to 28.3% of total employment. The country has smoothly stepped
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into the middle-income phase, and raised the bar for building a moder-
ately prosperous society.’

The 18th CPC National Congress further clarified the development
objective of “building a moderately prosperous society by 2020”. General
Secretary Xi Jinping views lifting the rural impoverished population out of
poverty as the toughest task ahead in fulfilling this objective. The defini-
tion of “moderately prosperous” evolved once again. In the past, it was
meant as raising the average standard of life for citizens—an “average” was
enough. For example, going back to the 1997 15th CPC National
Congress report, it was said the first decade of the twenty-first century
should see GNP double from the number at the turn of the century, in
order to enrich citizens” moderately prosperous living standards. However,
making “lifting the rural impoverished population out of poverty” the
gauge for attaining a moderately prosperous society establishes a “bottom
line”. In other words, it is more than just raising the average standard of
life for citizens; more importantly, it is about lifting the most impoverished
population out of poverty. Fully eradicating poverty goes beyond lifting
income levels above the poverty line, but also guaranteeing that basic pub-
lic services for the underprivileged population is close to the average
national standards. What this also shows is that China has not only set the
poverty bar higher than that of the World Bank, its poverty alleviation
targets are also of a higher standard and are enshrined in its national devel-
opment goals. In particular, the demand on public services to reach an
average national standard is in practice a great safeguard, as it recognizes
the vulnerability of families that have just been lifted out of poverty, and
reduces the risk of them “returning to poverty” because they cannot
afford hefty medical bills and such.

The phrase “moderately prosperous” has been associated with Chinese
development goals for nearly 40 years now. From when the phrase was
first raised in 1979, it has evolved many times, from the initial “moderately
prosperous living” to “moderately prosperous levels” to “overall moder-
ately prosperous” to “all-round moderately prosperous” and finally to the
“comprehensive moderately prosperous society” we are familiar with
today. This evolution reflects the ruling party’s promise to the nation, as
well as the consistency in the CPC’s development goals and strate-
gic phases.

?In 2014, per capital GNI (current rate) in China reached 7400 US dollars; even at a fixed
rate, it would be close to 4000 US dollars, attaining the 2020 target ahead of time.
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Another area where we can identify the CPC’s strategic thinking on
development is the “two centenary goals”, which was first raised in 1997 in
the 15th CPC National Congress report. The two goals stated: when the
CPC completes 100 years of its founding, China will have built a more
developed economy with well-rounded systems; and when the People’s
Republic of China turns 100, China will have realized modernization, and
built a prosperous, democratic, civilized socialist country. In 2012, the
“two centenary goals” were revised in the 18th CPC National Congress
report to say: in the new century, the economic and social development
strategic target is to consolidate and advance the moderately prosperous
standards, which have been preliminarily met. When the CPC completes
100 years since its founding, a high standard moderately prosperous soci-
ety that benefits the billion-people population will be built; and when the
PRC turns 100, per capita GDP will meet the standards of developed
countries, and the country will realize modernization. The “two cente-
nary goals” will be the key phrase associated with China’s development
strategy post-2020.

Overall, the CPC, as the ruling party, has a mature system to thor-
oughly arrange and draw up development strategies in all fields. This is
evident in all the CPC’s National Congress reports and plenary sessions.
Normally, the third plenary is primarily for setting economic and reform
agenda, the fifth plenary discusses the next five-year guideline, while the
fourth and sixth plenaries touch upon Party building, law and governance,
cultural and social matters. The decisions made at these sessions are held
up as the consensus with which the CPC will govern the country, as well
as reflect the evolving duty and promises the CPC endeavors to fulfill for
the nation.

Take the plenary sessions held since the 18th CPC National Congress
as an example—the CPC Central Committee has clearly outlined the
development goals and governing methods in the approved decisions. The
Third Plenary Session of the 18th CPC Central Committee laid out the
strategy for all-round deepening reform for 2013-2020. The plenary deci-
sion is referred to as the blueprint of development through deepening
reform with General Secretary Xi Jinping at the core of the CPC, and
reflects the firm political determination to push forward with reforms. It
clearly states the grand goal of “modernizing the national governance sys-
tem and governing capability”, and has elevated the role of the market in
resource allocation from “basic” to “decisive”. Additionally, the decision
drew up a clear and unequivocal list of tasks to complete by 2020,
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including 60 areas needing all-round deepening reform, and 336 detailed
measures, all of which are up for assessment by 2020. This indicates that
the CPC is endeavoring to meet its political promises of fulfilling long-
term national development goals.

The Fourth Plenary Session of the 18th CPC Central Committee made
important arrangements for strengthening the rule of law, and stressed it
should be the basis for governance and politics. This was the first time that
rule of law was made a central topic at a plenary session. The Fourth
Plenary stated: law is a powerful tool of governance, and good law is the
premise of good governance; justice is the lifeline of the rule of law, the
authority of law derives from the people’s heart and sincere belief; the
vitality of law lies in implementation, as does the authority of law. The
decision clarified the important task of advancing the rule of law, including
perfecting a socialist legal system with Chinese characteristics with the
Constitution at its core and strengthening implementation of the
Constitution, enhancing administration according to the law and acceler-
ating construction of a rule of law government, guaranteeing judicial jus-
tice and raising judicial credibility, strengthening public awareness of rule
of law and advancing the construction of a rule of law society, strengthen-
ing construction of a rule of law working team, and strengthening and
reforming the leadership of the CPC in advancing the rule of law. All in all,
the Fourth Plenary of the 18th CPC Central Committee put forward a
top-down design for comprehensively advancing the rule of law, and
charted a new road map for the country to perfect its legal system and
enhance modernization of its governance system and governing capacity.

The Fifth Plenary Session of the 18th CPC Central Committee pro-
posed a new concept, new thinking and new measures in relation to the
Chinese economy entering a new normal and the goal of building an all-
round moderately prosperous society by 2020. The session assessed the
development situation, and deemed the country to be facing major strate-
gic opportunities, but also steep challenges and conflict. Thus, the session
adopted the CPC Central Committee’s Proposal on Formulating the
Thirteenth Five-year Plan (2016-2020) on National Economic and Social
Development, which set out the five major development concepts of inno-
vation, coordination, greening, opening-up and sharing. This is both a
highly concise extraction of past experiences in development, and is also a
strategic mindset for solving the biggest problems in contemporary
Chinese development.

The Fifth Plenary of the 18th CPC Central Committee also raised new
objectives of building an all-round moderately prosperous society. It
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sought to keep a medium-to-high speed economic growth on the basis of
enhancing the balance, inclusiveness and sustainability of development,
and double 2010’s GDP and urban rural incomes by 2020, move industry
toward a medium-to-high level, make consumption a bigger contributor
to growth and increase urbanization. Other objectives included more
achievements in modernizing the agricultural sector, raise the standard
and quality of living for citizens, lift the rural population living under the
national poverty line out of poverty so there is no longer any impoverished
counties and regions, raise the standard of a civilized society, improve the
ecological environment, refine and mature all systems and go further in
modernizing the national governance system and governing capacity.
Furthermore, at the end of 2015, the CPC Central Committee proposed
supply-side structural reforms and made these a top priority of develop-
ment during the 13th Five-Year Guideline period, which will guide eco-
nomic structural transformations and improve the quality and efficiency of
growth in the new normal era.

In summary, since the 18th CPC National Congress, the CPC Central
Committee has charted out key strategies for different phases, major focus
areas and general direction of development. At the National Congress
itself followed by the third and fourth plenary sessions, the CPC raised the
“four comprehensives” strategy, which comprises of “comprehensively
building a moderately prosperous society”, “comprehensively deepening
reform”, “comprehensively advancing the rule of law” and “comprehen-
sively running the Party strictly”—the last was raised on October 8, 2014,
at a conference for party education. It sought to advance the five major
areas stated in the 18th CPC National Congress report: the economy,
politics, culture, society and ecological development. We believe that
China is capable of realizing a basically modernized governance system
and governing capability by 2020, which will lay the foundation for
China’s march toward a high-income nation.

3.2.3  Modernized Infrastructure Provides Essential Support
for Economic Development

China is in the stage of accelerated modernization of infrastructure devel-
opment. Since 2001, transportation, communication and energy, among
other major infrastructural areas, have seen rapid advancements and func-
tion both as the foundation and engine for economic development.

In terms of transportation infrastructure, China had begun building
highways since the late 1980s, and construction sped up in the 1990s. In
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1995, the network of highways totaled a mere 2100 kilometers; in 2000,
it increased to 16,300 kilometers, roughly eight times the length in 1995.
In 2005, the highways spanned 41,000 kilometers, 2.5 times more than in
2000. Then in 2015, that number became 123,000 kilometers, tripling
the 2005 length. Railway infrastructure entered a fast development phase
in 2008. From 1980 to 2008, the operational mileage rose from 53,300
kilometers to 79,700 kilometers, an extension of 24,600 kilometers, which
averages out to be 879 kilometers per year. However, from 2008 to 2015,
the operational mileage expanded to 121,000 kilometers, a difference of
43,100 kilometers, which is an annual average extension of 6157
kilometers.

High-speed rail is a highlight in particular when it comes to China’s
transportation infrastructure expansion, and it is also an important symbol
of China’s infrastructure upgrade. High-speed rail went from non-existent
in 2008 to an operation mileage network of 19,800 kilometers in 2015 (see
Fig. 3.7), more than the total sum of other countries. It signified infrastruc-
ture development made in leaps and bounds. Together, high-speed rail and
others comprise more than 40,000 kilometers of rapid transit network, and
have basically covered all provinces and cities with a population of more
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Fig. 3.7 Transport infrastructure (1980-2015, ten thousand kilometers).
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than 500,000. In the 13th Five-Year Guideline, the goal was sct for high-
speed railways to operate across 30,000 kilometers of track by 2020 and
cover 80% of the major cities. According to the Medium and Long-term
Railway Network Plan issued in July 2016, the entire railway network aims
to reach 175,000 kilometers by 2025, with high-speed railway to account
for 38,000 kilometers. The plan aims to expand coverage and improve the
road systems to play a key role in guaranteeing economic and social devel-
opment. Looking ahead to 2030, it is expected that the transportation net-
work will have extensive coverage, connecting areas with multiple travel
options, linking up all provincial capitals with high-speed trains, enabling
fast travel between cities, and covering most county areas.

Moving on to energy infrastructure: the main phase of development
was after the year 2000. The installed power generating capacity increased
from 3.19 gigawatts in 2000 to 15.25 gigawatts in 2015, averaging at
around 11% year-on-year growth, which was sufficient for the high-speed
economic development at the time. Pipeline transportation of gas rose
from a mileage of 24,700 kilometers in 2000 to 108,700 kilometers in
2015 (see Fig. 3.8). Aside from the increasing scale of infrastructure con-
struction, construction in various energy fields significantly improved
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Fig. 3.8 Energy infrastructure (1980-2015). (Source: China Statistical
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cross-regional energy configuration. One feature of China is the uneven
spread of the population, resource reserves and level of development
across the country. Generally, the western regions have rich resources, but
their population density and economic development lag behind that of
eastern regions. In terms of the distribution of energy resources, coal
reserves are mainly in the north, hydroelectric resources in the southwest,
and gas reserves in the west. Meanwhile the east is the most economically
developed and also where energy consumption is concentrated. In order
to bridge the spatial difference between where energy is produced and
where it is consumed, energy infrastructure construction provides instru-
mental support to economic development. Since China launched its
“western development strategy” in 2000, projects such as the “west-east
gas pipeline” and “west-east electricity transmission” have been made a
priority in the development of western regions. The energy configuration
structure was essentially settled in this manner, and this has helped to bal-
ance regional development. Post-2004, a trend of convergence could be
seen in development among China’s various regions.

The advancement in communication infrastructure could be viewed as
the biggest highlight of China’s twenty-first century development, espe-
cially in modernized communication facilities (mobile switch capacity and
optical cable length); relative to China’s economic development levels, it
is progress made in huge strides. The optical cable length in 2015 was 20
times the length in 2000, while mobile switch capacity in 2015 was 15
times the capacity in 2000 (see Fig. 3.9). The extensive upgrade in com-
munication infrastructure is a result of the nation’s informatization strat-
egy. The Tenth Five-Year Plan issued in 2001 raised for the first time the
concept of “tri-networks integration”, referring to the integration of tele-
communications, television and internet. Following this, communication
infrastructure saw rapid progress in both coverage and on a technological
level, especially in mobile communication and the spread of broadband.
China essentially attained universal access for its citizens to communica-
tion facilities, becoming a global power in mobile communication and
internet. The rapid development in communication infrastructure build-
ing has provided much support to China’s “new economy”—one that is
characterized by advancements in internet and mobile communication.

The 13th Five-Year Guideline proposed “speed up the construction of
a new generation of high-speed, mobile, secure, ubiquitous information
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Fig. 3.9 Communication infrastructure (1990-2015). (Source: China Statistical
Yearbook 2016)

infrastructure, promote the wide use of information network technology,
and form a world of internet space where everything is interconnected,
humans and computers interact, and space and ground integrate”. The
Guideline laid out the objective of fiber network coverage of all urban
areas by 2020, realizing access for 98% of rural areas, optimizing the con-
figuration of global communication network, and enhancing the construc-
tion of cross-border land and sea cables. In terms of communication
technology, the Guideline encouraged research and development of 5G
and super-broadband technology, promoted commercializing 5G use and
laying the groundwork for the next generation of internet technology. We
estimate that around 2020, China’s information infrastructure coverage
and technological levels will reach a new height, making it a leader in
mobile communication and internet technology, and expanding the online
economy. In particular, the “Internet Plus” plan raised in the 13th Five-
Year Plan will boost China’s “new economy” and become a source of sup-
port for the adjustment and upgrade of industrial structure under the
economic new normal.
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3.2.4  China Alveady Fulfills the Essential Preconditions
for Innovation-Driven Development

As early as the 1980s, China began strategizing ways to improve its scien-
tific and innovative capacity. In 1986, Deng Xiaoping endorsed the pro-
posal of four scientists, Wang Daheng, Wang Ganchang, Yang Jiachi and
Chen Fangyun, that China should develop its own advanced technologies
in line with the world. After this, the State Council approved the State
High Tech Development Plan (863 Program), which selected seven key
technological development fields with impact on socio-economic prog-
ress, such as biotechnology and information technology. It circled 15
projects as priority areas to keep up with world standards. Deng Xiaoping
made a series of science and technology related propositions. To cite a few
examples: in September 1988, he made the notable remark at the National
Science Conference that “science and technology are the primary produc-
tive forces”. In October that same year, while inspecting the Beijing
Electron Positron Collider project, Deng said, “China must develop its
own high technology, so that it can take its place in this field”.

Since the turn of the century, China’s knowledge in science and tech-
nology has further prompted innovation-driven development. In 2002,
the 16th CPC National Congress raised the strategy of “enhancing capac-
ity for independent innovation and building an innovative country”. In
2012, the 18th CPC National Congress underscored the “innovation-
driven” development strategy, and insisted that China must stick to its
own path of self-innovation with Chinese characteristics. With this
innovation-driven development strategy in place, many medium- and
long-term plans were set to this end, such as the National Medium and
Long-Term Program for Science and Technology Development (2006-2020)
in 2006; National Outline for Medium and Long-Term Education Reform
and Development (2010-2020) in 2010; and National Outline for Medium
and Long-Term Tnlents Development (2010-2020) in 2010. These three
major plans essentially laid the foundation for the “holy trinity” of
innovation-driven development—education, talent and science and tech-
nology—and sct out clear development goals.!® After this, China

For example, the National Medium and Long-Term Program for Science and Technology
Development (2006-2020) stated that by 2020, the nation’s gross expenditures on R&D
(GERD) are expected to rise to 2.5% or above of the gross domestic product (GDP) with the
rate of S&T contribution to the economy reaching 60% or above, dependence on imported
technology reduced to 30% or below, and the annual invention patents granted to Chinese
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successively issued multiple national innovation and development plans,
such as the 11th Five-Year Plan on National Independent Innovation
Capacity Building from the State Council in January 2007; 12th Five-Year
Plan on National Independent Innovation Capacity Building also from the
State Council in May 2013; and 13th Five-Year Plan on Scientific and
Technological Innovation in August 2016. These plans state clearly China
must have its eye on the frontier of global science and technology; and
integrate, digest and absorb imported innovation in order to recreate and
improve its own capacity.

Aside from plans targeted at science and technology innovation, China
also laid out guidelines for promoting the development of the high-tech
industry. To cite a few examples, in 2007, China issued the 11th Five-Year
Plan for Development of High-Tech Industries, which covered high-tech
manufacturing industries such as electronic information, biology, aero-
space, new materials, new energy and marine, among others. It also cov-
ered high-tech service industries such as electronic communication,
internet and data content. Then in 2012, the country issued the 12th
Five-Year Plan for National Strategic Emerging Industries, which acceler-
ated incubation of the strategic emerging industries and integration of
sci-tech innovation and economic development. It also outlined 20 major
projects within the key industries of energy-saving and environmental

nationals and the international citations of scientific papers moving into the top five coun-
tries. The National Outline for Medium and Long-term Education Reform and Development
(2010-2020) stated, the strategic goals to attain by 2020 are to basically modernize educa-
tion, bring a learning society into shape and turn China into a country rich in human
resources. The specific goals are to popularize senior middle school education with a 90%
gross enrollment rate, and further popularize higher education with a gross enrollment rate
of 40%; the average number of years of education received by newly added members of the
workforce shall rise from 12.4 to 13.5 years; the average number of years of education
received by the working-age population shall extend from 9.5 to 11.2 years; 20% of the
working-age population shall have finished higher education, doubling that of 2009. The
National Outline for Medium and Long-term Talents Development (2010-2020) stated the
overall goals by 2020 are to cultivate and train a large team of talents that have optimum
structure, rational distribution and good caliber, form comparable advantages for talent com-
petition, make China a strong country rich in talents, and lay a foundation of talents for
attaining socialist modernization in the middle of this century. The specific goals are to
increase the total number of talent resources by 58% from the current 114 million to 180
million, and increase the proportion of talent resource in human resources to 16%; the pro-
portion of human capital investment shall account for 15% of the total GDP, the contribu-
tion ratio of human capital to economic growth shall be 33% and the talent contribution
ratio 35%.
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protection, new generation information technology, biology, high-end
equipment manufacturing, new energy, new material and new energy
autos. In 2015, China proposed the “Made in China 2025” plan in line
with the target of becoming a manufacturing powerhouse. There are three
steps to this plan: elevate China’s role in the global manufacturing indus-
try by 2025, raise China to a mid-ranking position among the most pow-
erful manufacturing nations by 2035 and finally, bring the overall strength
of the manufacturing industry into the leading ranks of the world’s most
powerful manufacturing nations by 2049, one hundred years on from the
founding of the People’s Republic of China. The “Made in China 2025”
plan clarified nine strategic tasks and focal points, and eight aspects need-
ing strategic support and guarantee.!’ Additionally, also in 2015, China
issued the Guidance on Actively Promoting the Internet Plus Action Plan.

Aside from the aforementioned strategies, the fast upgrade in China’s
human resources served as a base for innovation-driven development.
Development of the education sector is a reason for the rapid accumula-
tion of human capital, which entered a period of accelerated advancement
from the end of the last century. The number of associate’s and bachelor’s
degree holders rose from 950,000 in 2000 to 6.81 million in 2015, an
average annual increase of 14%. The total accumulative number of such
degree holders in 2000-2015 reached 60.83 million, equivalent to the
population of Italy. In 2000, the number of holders of associate’s degree
and above was 45.71 million nationwide, and that expanded by 3.45 times
to 158 million people in 2014 (see Fig. 3.10).

The number of master’s degree holders increased from 58,800 in 2000
to 551,500 people in 2015. The total accumulative number of such degree
holders in 2000-2015 reached 4.85 million, equivalent to the population
of New Zealand. Returning overseas graduates increased from 9100 peo-
ple in the year 2000 to 409,100 in 2015, while the cumulative number of
returning overseas graduates in 2000-2015 was 2.1 million. If we examine
the ratio of returning overseas graduates to students studying abroad, we
can sce that it fell from 1:4.27 in 2000 to 1:1.28 in 2015 (see Fig. 3.11),
indicating that domestic development conditions have made China more

appealing.

1On April 6, 2016, Premier of the State Council Li Kegiang hosted a State Council
executive meeting, during which Plans Regarding Equipment Manufucturing Industry
Standarvds and Quality Improvement was approved to facilitate the “Made in China
2025” plan.
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Owing to the innovation-driven development strategy and support of
human capital, China has also expanded investment in innovation. Take
for example research and development (R&D) expenditure, it rose from
1.76% of GDP in 2010 to 2.07% of GDP in 2015, closing in on the target
of 2.2% set in the 13th Five-Year Guideline and already overtaking the
average levels of 28 European Union countries. The 13th Five-Year
Guideline expects gross national R&D expenditure to reach 2.5% of GDP,
similar to U.S. levels. A look at the source of R&D expenditure: the bulk
of R&D activities are carried out by enterprises, and the financial contri-
bution of enterprises has firmly remained above 70%, even reaching 75%
in 2015; this pattern is similar to that of the developed countries.!? In
terms of patents, in 2015, there were 6.3 patents owned among every
10,000 people, already significantly exceeding the objectives set in the
12th Five-Year Guideline of 3.3 patents. The 13th Five-Year Guideline
went further to set a patent ownership target of 12 out of 10,000 (see
Table 3.3), elevating China’s sci-tech innovation capability to a new level.

With the advance of sci-tech innovation, we see the incveasing applica-
tion of the results yielded. The tech market turnover increased from 390.7
billion yuan in 2010 to 983.6 billion yuan in 2015."* Internationally,
the global share of the added value of China’s high-tech industry is
gradually enlarging. Let us compare with the U.S.: in 2000, China’s
high-tech industry took only a 2.53% share of the world’s total, while
the U.S. accounted for 37.10%. But come 2015, China and the U.S. are

Table 3.3 Key indicators of China’s innovation-driven development

2010 2015 2020 target
R&D expenditure (100 million yuan) 7063 14,170 23,200
R&D expenditure as percentage of GDP (%) 1.73 2.07 2.5
Invention patents filed (10,000) 39.1 110 177
Invention patents granted (10,000) 13.5 359 55.2
Invention patent owned every 10,000 people 1.7 6.3 12
(patent/10,000 people)
Invention patent owned (10,000) 22.8 118.9 168

Source: China Statistical Yearbook 2015, China Statistical Yearbook 2016

12Source: China Statistical Yearbook 2016.
13Source: China Statistical Yearbook 2015, China Statistical Yearbook 2016.
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Fig. 3.12 The added value of high-tech industries in China and the U.S. as a
share of the world’s total (2000-2015). (Source: Hu Angang and Ren Hao, “How
China’s High-technology Industry Catches-up with United States”, Bulletin of
Chinese Academy of Sciences, Issue 12, 2016)

virtually tied. The two countries are both powerhouses in the global
high-tech industry, and together hold a 60% share of the world’s total
value (see Fig. 3.12).

Another measure of competitiveness in the high-tech industry is export
of high-tech products. This reflects the innovation capability of a coun-
try’s high-tech industry, integrated manufacturing capability as well as its
production cost advantages. If we compare again with the U.S.; China’s
export of high-tech products is increasingly grabbing a bigger share of the
world pie, surpassing the U.S. in 2004, and leaving the U.S. far behind in
2014 (Fig. 3.13). It is necessary to point out that China’s increasing com-
petitiveness in this sector is mostly owing to the country’s integrated man-
ufacturing capability as well as the relative advantage it has in labor costs.
In terms of high-tech innovation capability, China is improving, but that
element has not yet become the export driving force of high-tech prod-
ucts. However, we have reason to believe that China’s independent inno-
vation capability in the high-tech sector will eventually catch up with the
developed world. Take a look at the data from the World Bank, which
shows there were 1.519 million people working in R&D in China in 2014,
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Fig. 3.13 The value of high-tech exports from China and the U.S. as a share of
the world’s total (2000-2014). (Source: Hu Angang and Ren Hao, “How China’s
High-Technology Industry Catches-up with United States”, Bulletin of Chinese
Academy of Sciences, Issue 12, 2016)

surpassing the number in the U.S. in 2012 (1.262 million people), but
below the number in the EU in 2014 (1.769 million people). We project
that around the year 2020, China’s R&D sector employment will overtake
the EU, and significantly exceed the U.S.

Overall, from the turn of the century, China has been gradually shaping
the mechanisms for innovation-driven development. High-tech related
industries are becoming the new force behind economic development,
pushing the transition from “manufactured in China” to “created in
China”. The high-tech sector is moving from chasing innovation to being
on the frontier of innovation on the global stage, already exceeding its
initial strategic expectation of simply “having a foothold” in the sector.
The 2014 Global Innovation Index released by Cornell University ranked
China 29th out of 143 countries, earning it the title of an “innovation
learner”. But it also has the highest score out of the “learners”, and is edg-
ing closer to innovation leaders.!* In the 2016 Global Innovation Index,

4 This study compares the Global Innovation Index with GDP (PPP) and ranks countries
into three categories: leaders, learners and underperformers.
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China climbed up to 25th out of 128 countries, the only upper-middle
income country to join the ranks of highly developed economies.'® It is
remarkable that China graduated from learner in 2014 to a leader in inno-
vation in 2016.

This is evidence that China’s sci-tech innovation capability is transition-
ing from “chasing after” to a phase where it is “running alongside or even
overtaking” leaders of the field. This is an important period of transition
from quantity to quality, from breakthrough to systematic advancement.
We expect innovation-driven development strategies will take an even
more central position in the nation’s bigger development picture, and
China will become increasingly prominent on the global innovation map
as it improves its innovative capabilities. China will be more than just an
influential country in the sci-tech field, but also a leader in global
innovation.

3.2.5 China’s Capacity for Green Development
Continues to Grow

Looking at the global picture, China is a country with relatively low eco-
logical resources per capita and natural resources (water, land and miner-
als) per capita, and as urbanization continues and the economy develops,
environmental deterioration will only become a bigger concern. We could
say that ecology, resources and environment are the three big hurdles for
development, and also three constraints. In terms of the ecological chal-
lenge, a large part of the national land space qualifies as extremely ecologi-
cally fragile areas, and its protection is laden with difficulties. Moderately
ecologically fragile zones account for 55% of the land space, while severely
ecologically fragile zones account for 19.8%.' Looking at the resource
challenge, China’s main resources, including water, arable land, forests,
grasslands, petroleum, natural gas, coal, account for a far smaller share of
the world’s total compared to the proportion of its population.!” It is clear
from this that China is a natural-resource-poor per capita nation. Moving

15Specifically, China ranked 29th in the Innovation Input Sub-Index, 15th in the
Innovation Output Sub-Index and 7th in the Innovation Efficiency Ratio, the highest rank-
ing upper-middle income country.

16Refer to National Functional Areas Planning — Building an Efficient, Coordinated,
Sustainable Land Space Development, December 21, 2010.

7For relevant data, refer to Hu Angang and Yan Yilong, China’s National Conditions and
Development, page 66, China Renmin University Press, 2016.
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on to the environment challenge, atmospheric pollution, soil pollution
and water pollution among others present a momentous task for environ-
mental governance, and threaten industrial, agricultural production as
well as the health of citizens. China remains in a development phase of
accelerated industrialization and urbanization, when demand for resources
is ever growing. This explains why resources and environment will pose a
serious constraint on future economic development. If China wants to
bypass the “middle income trap”, it is imperative that the country does
not disregard national conditions and pursue the traditional path of indus-
trialization taken in the West of “pollute first, clean up later”; instead, it
must implement green development as soon as possible.

China has been actively taking measures to address ecological concerns
since the reform and opening-up, and has generally managed to contain
ecological deterioration with its continued endeavors. In 1979, China ini-
tiated the “three-north” shelterbelt program to protect forests, planting
large-scale forest strips in the north, northeast and northwest, eventually
covering an area of 4.07 million square kilometers. To date, the “three-
north” program has been in progress for nearly 40 years. It has had impor-
tant impact on mitigating soil erosion, improving agricultural conditions
and shoring up forestry resources in northern areas, and has contributed
positively to ecological conditions there. From the end of the last century,
China began to intensify ecological construction efforts. In 1999, it rolled
out the “grain for green” policy—encouraging afforestation on fragile
farmlands. This policy formed a crucial part of the western development
strategy mentioned before, and has helped to turn around the ecological
conditions in western regions by preventing soil erosion.!

From the 11th Five-Year Plan onward, China gradually rolled out and
refined its green development strategy. For example, the 11th Five-Year
Plan raised “building a resource-conserving, environmentally-friendly
society”; the 12th Five-Year Plan proposed “green development and
building a resource-conserving, environmentally-friendly society”; and
the 13th Five-Year Plan set “green development” as one of the five major
development concepts with which to guide economic development under
the new normal. In particular, resource-related goals were classified as

¥ According to data from China’s State Forestry Administration from 1999 to 2014, the
“grain for green” project has acquired 9.0634 million hectares of farmland, 16.5676 million
hectares of barren mountains and lands and closed off 2.9473 million hectares of hillsides for
afforestation.
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Table 3.4 Distribution of main indicators in the 13th Five-Year Plan

Targets Proportion  Actual  Proportion Binding — Actual

(%) targets (%) targets binding
targets

Economic 4 16 5 15.2
development
Innovation 4 16 5 15.2
People’s livelihoods 7 28 7 21.2 3 3
and wellbeing
Resource and 10 40 16 48.5 10 16
environment
Total 25 100 33 100 13 19

Note: Compiled by authors with reference to the 13th Five-Year Plan

binding targets, and environmental protection was made a core objective
of development. Both the 12th and 13th Five-Year Plans strengthened
environmental targets. Take the 13th Plan as an example, actual targets
related to resources and environment totaled 16, accounting for 48.5% of
all targets in the Plan. Not only this, all 16 are binding targets (see
Table 3.4).

If we assess the results, we can see that the main ecological and environ-
mental targets were met. For example, energy consumption per unit of
GDP dropped 19.1% during the 11th Five-Year Plan period, and further
dropped by 18.2% during the 12th Five-Year Plan period. On the whole,
as public awareness of environmental matters increases alongside eco-
nomic development and urbanization, environmental management will
become more complex, and is sure to pose a considerable challenge
throughout China’s middle-income development phase.

3.2.6  China Actively Pavticipates in Globalization
and Global Governance

With the end of World War 11, globalization has become the irreversible
trend of world development, propelled by technological and market
forces. Participation in globalization is an important means for developing
countries to advance their economy. The economic success of the “four
Asian tigers” is an example of the importance of adapting to and maximiz-
ing the opportunities presented by globalization after World War
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II. China’s own economic development after the reform and opening-up
goes to show participation in economic globalization provided the exter-
nal driver of high-speed growth. However, economic globalization is also
a “double-edged sword”; ineffective handling of external impact can drag
a country into economic stagnation. The 1998 Asian financial crisis and its
impact on Southeast Asian nations is a case in point, while the 2008 global
financial crisis similarly dragged down many emerging economies to low
or negative growth. The reality is, many middle-income countries end up
falling into the “middle income trap” because, to a large extent, they were
unable to shield their economies effectively against external impact.

With the advent of the reform and opening-up, China went from being
on the periphery of the global economy to an active participant, benefi-
ciary and contributor. Globalization not only provided the external push
needed for China’s economy, the global economy also benefited from
China’s participation. China’s membership of the WT'O propelled it into
a new economic arena; its connection with the world grew ever closer, and
as the largest import-export country, China also became the largest con-
tributor to world trade. The 2008 financial crisis also signified a new phase
of globalization for China. The country participated actively in a range of
regional and international economic cooperation mechanisms, and is pro-
active in helping to build a fair and equitable international economic sys-
tem. This is evident in the following ways.

First, China has a strategy of actively establishing bilateral and multilat-
eral free trade agreements. The implementation of these FTAs enriches the
mechanisms for China’s economic relationship with foreign countries.!’
At the same time, China has set up multiple free trade pilot zones,*® which
are the focal points for institutional innovation, accelerating the changing
role of the government, reforming the system of administrative approval,
implementing the system of the negative list, opening-up investment
fields, facilitating trade, further opening up the financial sector, exploring

19 China has so far signed successive FTA deals with ASEAN, Iceland, Switzerland, com-
pleted negotiations with South Korea, Australia, initiated the second phase of negotiations
with Sri Lanka, Pakistan, entered negotiations for upgraded FTA with ASEAN (10+1) and
participated in the Regional Comprehensive Economic Partnership (RCEP) talks which
incorporates 48% of the global population and 30% of GDP.

20The China (Shanghai) Pilot Free Trade Zone was set up in 2013, followed by the China
(Guangdong) Pilot Free Trade Zone, China (Tianjin) Pilot Free Trade Zone, China (Fujian)
Pilot Free Trade Zone in late 2014, as well as the expansion of the Shanghai Pilot Free
Trade Zone.
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importable and replicative systems and innovations and driving the overall
upgrade of the system.

Second, China has been proactively building new mechanisms for inter-
national economic cooperation. In September and October of 2013, while
visiting Central Asia and Southeast Asia, President Xi Jinping proposed
respectively the concepts of the “Silk Road Economic Belt” and “Twenty-
first Century Maritime Silk Road”, garnering much international atten-
tion. In late 2015, the Asia Infrastructure Investment Bank (AIIB) was
established, spearheaded by China, and with 57 founding members. This
is an important multilateral organization to guarantee Asia’s sustainable
and stable economic development. The “One Belt, One Road” initiative
will give impetus to cooperation between China and all the countries
along the route in multiple aspects, such as infrastructure construction,
trade and investment, energy, regional integration, and Renminbi interna-
tionalization. Aided by the Silk Road Foundation and AIIB’s establish-
ment, this has set up a new platform for China’s opening-up. The 13th
Five-Year Guideline also prioritized “open development” as the develop-
ment concept, encouraging active participation in economic globalization,
and building a fair, reasonable, win-win international economic order. In
the present climate, against the backdrop of rising anti-globalization senti-
ments, China has become the champion of globalization. In 2017,
President Xi Jinping delivered his keynote speech at the Davos World
Economic Forum, titled “Jointly Shoulder the Responsibility of Our
Times, and Promote Global Growth”. He made a strong case of globaliza-
tion as “win-win” for everyone, carning worldwide endorsement.?!

China has been a stabilizing force for world trade in the last two rounds
of financial crises during the past two decades. Amid the Asian financial
crisis, in 1998, China made a commitment not to devalue the Renminbi,
which was conducive to stabilizing Southeast Asian economies. When the
global financial crisis erupted in 2008, China initially proposed a “Four
Trillion Economic Stimulus Plan”, then set itself to vigorous national eco-
nomic restructuring, which was crucial in stabilizing the country’s

2In President Xi Jinping’s keynote speech, he advocated firmly promoting economic glo-
balization, injecting vitality to growth, taking a win-win approach to cooperation, develop-
ing a fair and reasonable model of governance, a balanced and equitable model of
development, and consolidating the goal of a shared future for mankind and common

prosperity.
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economic growth as well as the world’s. The impact of the global environ-
ment post-2008 led to a slowdown in Chinese foreign trade from high-
speed growth to medium-to-high, trade surplus as a proportion of GDP
narrowed, the effect of net export as an engine of economic growth weak-
ened, which in turn led to economic growth slowing. Nonetheless, China
still managed to maintain its medium-to-high-speed growth, signaling
that the Chinese economy is fairly sturdy and has the capacity to ward
against external impact, particularly when compared with Southeast Asian
and Latin American countries.

For a start, China has a number of world-class enterprises, which forms
a safeguard against external risks. The Fortune Global 500 list is a reflec-
tion of a country’s composite strength. In 2016, the revenues of Fortune
Global 500 companies totaled 27.6 trillion US dollars, equivalent to 36%
of the world’s GDP. If we now look at the distribution of these companies
in 2016, we will see that they are based in only 29 countries (Table 3.5).
A total of 298 are based in highly developed European countries and the
U.S., 110 in China, 67 in Japan and South Korea, and only 25 in other
developing countries (excluding China). In addition, out of the 35 OECD
countries, 13 do not have any companies that made the Fortune Global
500 list. As mentioned carlier, this list is an important indication of a
country’s strength.

Table 3.5 The distribution of Fortune Global 500 companies by coun-
tries (2016)

Country Number  Country Number  Country Number
U.S. 134 Italy 9 Austria 1
China 110 Australia 8 Poland 1
Japan 52 Brazil 7 Denmark 1
France 29 India 7 Luxembourg 1
Germany 28 Russia 5 Malaysia 1
U.K. 25 Sweden 3 Norway 1
South Korea 15 Singapore 3 Saudi Arabia 1
Switzerland 15 Ireland 2 Thailand 1
Netherlands 12 Belgium 2 Turkey 1
Canada 11 Mexico 2 Indonesia 1
Spain 9 United Arab Emirates 1 U.K./Netherlands 1

Source: fortunechina.com, http:/ /www.fortunechina.com/fortune500,/¢,/2016-07 /20 /con-
tent_266955.htm


http://fortunechina.com
http://www.fortunechina.com/fortune500/c/2016-07/20/content_266955.htm
http://www.fortunechina.com/fortune500/c/2016-07/20/content_266955.htm
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Table 3.6 Changes in the distribution of Fortune Global 500 companies by
countries (1990-2016)

Country 1990 1996 2000 2005 2008 2010 2016
U.S. 164 153 179 177 162 140 134
Japan 111 141 108 81 67 71 52
U.K. 43 32 38 35 34 30 25
Germany 30 40 37 36 37 37 28
France 30 42 37 39 38 39 29
Canada 12 6 12 13 16 11 11
South Korea 11 12 11 11 14 10 15
India 6 1 1 5 6 8 7
Russia 1 2 3 4 6 5
China 1 2 11 18 30 54 110

Source: Fortune Global 500 database

There is a correlation between changes in the distribution of Fortune
Global 500 companies across the world and the relative ranking of coun-
tries by economic scale. As seen in Table 3.6 Japanese companies made the
Fortune Global 500 list in 1996, but as the growth of the Japanese econ-
omy faltered in the ensuing two decades, the number of Fortune Global
500 companies also dwindled to 52 in 2016. On the other hand, the
number of Chinese companies has increased the most since 1990. In
1990, only one Chinese company made to the Fortune Global 500 list; in
2000, there were ten; then in 2008, there were 30; and eventually in
2016, 110 made the list—making China the country with the second
most number of Fortune Global 500 companies. This increase is also in
sync with the rise of the Chinese economy to become the world’s second
largest. It is estimated that by 2020, Chinese Fortune Global 500 compa-
nies will even exceed American companies.

Secondly, China has sizeable foreign exchange reserves, which means it
is unlikely to experience the substantial currency depreciation Southeast
Asian nations did in 1998 as a result of rapid outflow of short-term capital,
nor the sovereign debt crisis some European nations underwent in recent
years. By the end of 2016, China had 3 trillion US dollars in foreign cur-
rency reserves, slightly less than the peak of 3.84 trillion US dollars in
2014. Even though the amount of reserves has ebbed, it is still more than
sufficient to cover all of China’s debt as well as half a year’s worth of for-
cign exchange needed for imports. This scale of fluctuation in foreign
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exchange reserves is normal in the long run, and there is no need to view
it as a portent of a bleak economy to come.

Thirdly, China has already set in motion large-scale foreign direct
investment (FDI). In 2016, Chinese non-financial FDI in 7961 overseas
enterprises in 164 countries and regions totaled over 170 billion US dol-
lars, 44.1% more than the previous year. A significant amount of invest-
ment by Chinese companies overseas is in resource-related projects, which
provides a certain guarantee for future development of the Chinese econ-
omy. In addition, China is also actively accelerating its Renminbi interna-
tionalization process. The formal inclusion of the Renminbi in the
International Monetary Fund’s SDR currency basket on October 1, 2016,
is sure to expand the Renminbi’s circulation overseas and facilitate devel-
opment of the domestic capital market. It will help the Renminbi gain
favor internationally for settling cross-border trade and as a reserve
currency.

3.2.7  The Superiority of the Socialist System Provides
the Political Foundation for Overcoming the “Middle
Income Trap”

China is a massive country of 1.38 billion people; the problems it con-
fronts in the course of development are often the toughest in the world.
The hurdles it has encountered thus far encompass practically all those
predicaments faced by developing countries—each of them is an extremely
hard nut to crack. Whether China can successfully bypass the “middle
income tap” depends on whether it can jump these hurdles. The country’s
experience since its foundation has taught us that as long as there is no
“rocking the boat” or getting sidetracked, any problem can be eventually
solved. What is implied by this is avoiding the setbacks inflicted when
information asymmetry leads to the state (government) and society (pub-
lic) blindly following others and losing the sense of “self” on a national
and social level, thereby erroneously believing what they are doing is for
the better, when in fact it is detrimental. Specifically, not rocking the boat
economically means averting radical booms and busts in development; not
rocking the boat politically means preventing vacillation in the political
direction; not rocking the boat socially means deterring illegal public
demonstrations of “democracy”; and not rocking the boat ecologically
means refraining from damaging the ecological environment. So, how can
these be achieved? Fundamentally, we must not take futile actions, but opt
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for a proactive and steady approach to state building. Secondly, should
another party attempt to intervene and rock the boat, we must keep a
solid footing, and instead of following suit, we must confidently adhere to
our own path, system and retain independence in our democratic political
development.

China’s development path of socialist modernization is neither ordi-
nary nor simple. We have learned the hard way from history. From the
founding of the PRC to the reform and opening-up, there have been two
tumultuous times as a result of getting sidetracked. The first was on the
economic front with the Great Leap Forward. During the First Five-Year
Plan period, China’s GDP grew at an annual average of 9.2%, with indus-
trial and agricultural output growth at an average of 18% and 4.5% respec-
tively. But this was not fast enough for Mao Zedong. He first criticized
Zhou Enlai and others for their opposition to his ambitions, then sug-
gested China could “surpass the U.K. and catch up with the U.S.” and set
off the Great Leap Forward movement with its sky-high targets which
ultimately ended in failure. The second time was turmoil on the political
front with the “Cultural Revolution”. In 1963-1965, China’s GDP grew
at an average of 17.6%; even though the speed was partly owing to the
economy being in recovery mode, it still signaled potential for fast devel-
opment in the future. However, once again, a decision by Mao Zedong to
launch the Cultural Revolution resulted in a polarized and damaged
nation. In September 1981, Politburo Standing Committee member and
Vice Premier of the State Council, Li Xiannian, urged the country to never
again rock the boat.?? In the three decades after, we have encountered
threats and stumbling blocks, but even when there was unforeseen politi-
cal turbulence, we have handled trouble in time and survived the test,
avoiding significant turmoil. This is the fundamental reason for the three
decades of high-speed economic growth and social progress in China.
Based on this, we can safely say that not “rocking the boat” is the basic
safety net for China when crossing the “middle income trap”.

The world has been told the same cautionary tale. In the 1980s and
1990s, the Soviet Union and eastern European soviet states all underwent

22Li Xiannian pointed out that past setbacks in politics and the economy were caused by
“class wars” and the Cultural Revolution, and unrealistically high targets such as those
imposed during the 1958 Great Leap Forward. He also said he is certain that today’s central
government will never rock the boat like this again. Li Xiannian’s speech, “Economic Growth
Targets Must Be Realistic”, September 2, 1981.
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dramatic economic and political transformations, which caused a serious
blow to their economies. According to Angus Maddison’s calculations of
per capita GDP by purchasing power parity (PPP, 1990 Geary-Khamis/
international dollars), per capita GDP in seven eastern European country
did not grow past their 1990 levels (5427 US dollars) until 1998. In
Yugoslavia (five countries), it took until 2005 for per capita GDP to exceed
what it was in 1990 (5646 US dollars). In the Soviet Union, it was not
until 2006 that per capita GDP caught up to what it wasin 1990 (8513 US
dollars).?® Aside from long-term economic slowdown or stagnation, these
countries also saw high unemployment and soaring inflation among other
phenomena, and declining standards of living in the 1990s. In 1996, the
World Bank analyzed 28 countries undergoing economic transformation
in its World Development Report: From Plan to Market. It found only
China and Vietnam were able to circumvent negative economic growth
and sustain high-speed growth. Whereas the other 26 countries experi-
enced different degrees of V or L shaped economic growth, in particular
Ukraine and Russia.

In retrospect, China’s development successes of today are largely
because the country did not sway from its path in the 1980s and 1990s,
and resisted the changes spreading across the former Soviet Union and
eastern European socialist states. If we posit that in the 1990s, China’s
prevailing purpose was to avoid the national fragmentation, economic
stagnation and political meltdown experienced by the Soviet Union and
Yugoslavia as they underwent economic transformation, then we can say
the prevailing purpose today is to fend oft the destabilizing factors to poli-
tics and society as China prepares to emerge from the middle-income
development phase.

The forces that could destabilize Chinese politics come from both the
outside and inside. The external factor is that the country must not blindly
import Western democracy, but rather insist on developing its own social-
ist democratic political system. We can see from other developing coun-
tries that have imported Western values and the Western political system,
that doing so does not necessarily guarantee economic development;
instead, it can cause political fracturing, turbulence and social fissures.
This often results in pertinent livelihood issues being pushed aside amid

2The 1990 rate of Geary-Khamis/international dollars used in calculations. Angus
Maddison, Historical Statistics of the World Economy: 1-2008 AD.
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political rivalries and thus sinking the country into the “democracy trap”.?*
To cite a few examples, Thailand’s “Red Shirts” movement, Georgia’s
“Revolution of the Roses”, Ukraine’s “Orange Revolution”, Kyrgyzstan’s
“Tulip Revolution”, and Tunisia’s “Jasmine Revolution”—these eventu-
ally all boiled down into a show of “street democracy” and chaos. These
“color-coded revolutions” brought only political and social unrest and
government changes, and meant the public could not even meet their
most basic material needs. In other words, for developing countries, the
“middle income trap” is essentially a “Western democracy trap”.

Internally, stable and progressive politics hinge on the CPC making
relentless endeavors to improve and strengthen its leadership, as well as
modernize its governance system and governance capability, in order to
optimize the advantages of the socialist system and provide more for the
people. In practice, since the reform and opening-up, the CPC has contin-
ued to self-improve, move with the times, meet the development aspira-
tions of the people and the evolving national circumstances, actively
deepen reform and optimize the advantages of a socialist system with
Chinese characteristics. We could say that the leadership of the Party is the
foundation of an optimal socialist system.

China’s biggest difference from other middle-income country is also its
biggest advantage—that is, its socialist system. This will prove to be the
security that will help it cross the middle-income trap. The advantages of
the socialist system are not rigid; it manifests itself in different manners at
different historical times, and will become more elaborate as the system
becomes more refined. Whether this advantage can be utilized depends on
the CPC’s leadership. Even with the setbacks of the Great Leap Forward
and the Cultural Revolution before the reform and opening-up, we were
still able to see the system’s superiority, for example in the progress made
in raising average incomes, life expectancy and education standards. With
the reform and opening-up, China abandoned the “class struggle” doc-
trine and established the “one central task and two basic points” political
line, which was to make economic development the central task, uphold
the four cardinal principles and adhere to the reform and opening-up.
This political mantra ensured stability after the reform and opening-up
and enabled China’s political development. It helped to shape the ensuing
political consensus of the Deng Xiaoping theory, the important thought

24Xu Juezai, “The Four Types of Democratic ‘Chaos’ in the West”, HongQi WenGano,
Issue 14, 2014.
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of the “Three Represents” as well as a scientific outlook on development
to guide governance.

Since the reform and opening-up, we have seen in practice how China
could apply foresight and flexible strategies to counter the conflicts arising
from development. In regard to the political system, there are several
favorable conditions that could help China bypass the “middle income
trap”: one, the ability to make independent national decisions; two, the
sense of crisis and urgency in leaders of the CPC Central Committee and
the State Council, which leads them to take very seriously conflicts and
dilemmas encountered during the middle-income development phase;
and lastly, the persistence toward the socialist goal of just and equitable
shared development.

The first point: China has the ability to make independent national
decisions. From the late 1980s to the early 1990s, China faced the big
question of what development path to take, while beholden by the inter-
national backdrop and domestic reforms. The CPC Central Committee
was able to steady itself in time to firmly champion national stability, and
thus prevented the country from becoming the guinea pig of “western
democracy” as well as averted political upheaval, securing the nation’s
autonomy. The Soviet Union and Yugoslavia are classic examples of the
contrary. This also explains why so many middle-income countries strug-
gle to join the ranks of developed countries—they lack the will to make
independent decisions in regard to development and national democracy
building.

If we compare China with the Soviet Union and eastern European
socialist states, China’s advantages are, to a large extent, due to the coun-
try insisting on its own development path. After the dissolution of the
Soviet Union and the socialist camp, instead of closing itself off, China
resolved to adhere to the aspirations of its socialist market economy, joined
the WTO, elected to institute currency exchange reform and determined
its own macroeconomic policies and development path. It is a rare exam-
ple of a developing country that did not fall prey to the “Western democ-
racy myth”, or indiscriminately adopt the Washington Consensus economic
reform package.

The leadership of the CPC ensured that Western interference in sover-
eign matters would be impossible, as would fostering of an “agent” or
political force. Again, this is not something commonly observed in a
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developing country. The Chinese government has never capitulated to
external pressure that came primarily from Western powers, but rather
always made autonomous decisions in the interest of the nation. Even
when compromise was necessary, it was only partial and for an “exchange”.
This explains why China was able to buffer both the Asian and global
financial crises, as well as why destabilizing forces in society are unlikely to
be converted into expressions of “street democracy”. Provided there is
“universal order”, it is possible to attain economic prosperity and social
harmony. Otherwise, there is simply no guarantee of stable development
and improvements in the quality of life.

The second point is the sense of crisis and urgency in leaders of the
CPC Central Committee and the State Council leads them to take very
seriously the conflicts and dilemmas encountered during the middle-
income development phase. In September 1995, Comrade Jiang Zemin
said reform, development and stability are deeply intertwined, and this is
the most important of “twelve major relationships” in building a modern-
ized socialist society. He stressed that nothing can be accomplished with-
out a stable political and social environment, and emphasized that the
relationship among reform, development and stability must be balanced
and mutually enhancing: advance reform and development in a stable
political-social environment, and bring about political-social stability with
reform and development.?® This is both experience distilled from China’s
own successful economic development, and a lesson borrowed from the
countries that had fallen into the democracy trap. This stands in sharp
contrast with Soviet Union and the economic transformation of eastern
European countries.

Upon entering the twenty-first century, China shifted from a low-
income to a medium-low-income country. The concept of the “middle
income trap” had not quite existed at the time, nonetheless, the CPC
Central Committee had the foresight to predict the development chal-
lenges that could arise. In April 2003, General Secretary Hu Jintao, when
visiting Guangdong province, talked about firmly adhering to a “holistic
view of development”. In October of the same year, at the Third Plenary
Session of the 16th CPC Central Committee, major development prob-
lems were raised, such as irrational economic structure, inadequate distri-
bution, slow climb in farmers’ income, employment conflicts, increasing

25 The Selected Works of Jiang Zemin, Volume One, pages 460-463, People’s Publishing
House, 2006.
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pressure on resources and the environment and insufficient competitive-
ness of the economy overall. It was said that these problems exist because
China is still in the fledgling stage of a socialist society, with an economic
system that is not yet fully formed, and many systematic obstacles in the
way of productivity. The plenary session proposed putting people first,
establish a comprehensive, coordinated and sustainable view of develop-
ment, in order to promote social and human development.

In reference to the direction that development should take in the
middle-income stage, Comrade Wen Jiabao said at a forum of ministerial
and provincial officials in February 2004, that Chinese per capita GDP
had reached 1000 US dollars, and could reach 3000 US dollars by 2020,
based on the existing roadmap currency exchange rate at the time. This
was a critical phase in development, and marked the beginning of the deep
shift in socio-economic structure. The development experiences of other
countries have shown that there are two possible scenarios: one is that the
economy will march forward and successfully attain industrialization and
modernization; the other is huge income disparity, high unemployment,
widened gap between urban and rural areas and among regions, exacer-
bated social conflict, deteriorated ecological environment, which would
cause socio-economic growth to languish, and even social upheaval and
regression.?¢ Facing the challenge of this development stage, the CPC
Central Committee raised the idea of a people-oriented, “scientific out-
look on development”?” abiding by a comprehensive, coordinated, sus-
tainable development, taking all factors into consideration in handling
conflict and problems, in order to avoid the latter scenario while aspiring
for the former. This is both the Party’s foresight and part of its grand plan
to brace for the development difficulties of the middle-income stage, in
anticipation of the “middle income trap”.

The CPC Central Committee has prioritized the “middle income trap”
since the 18th CPC National Congress. It has acknowledged the complex-
ity and arduousness of crossing this trap, while expressing its confidence in
succeeding. On November 10, 2014, General Secretary Xi Jinping spoke

26 Wen Jinbao: Raising Awareness, Aligning Thoughts, Firmly Establish and Implement o
Scientific Outlook on Development — Speech nt the Forum of Ministerial and Provincial Officinls
on “Establishing and Implementing a Scientific Concept of Development” (February 21,2004),
Xinhuanet.com, February 29, 2004.

#The 17th CPC National Congress held in October 2007 incorporated the “scientific
outlook on development” into the Party Constitution as an important element of socialism
with Chinese characteristics.
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at the APEC Business Advisory Council (ABAC) Dialogue with Leaders
in Beijing. He said,

For China, the ‘middle-income gap’ is bound to be crossed, and the key is when
it will happen and how to better move forward after that. We have confidence
in balancing reform, development and stability as well as steady growth, struc-
tural adjustment, improvement of people’s livelihood and promotion of reform,
advancing China’s economy in a steady and long-term manner.?

Premier Li Keqiang has also elaborated on the understanding of “mid-
dle income trap” on several occasions. For example, at the 13 session of
the 12 Standing Committee of the CPPCC National Committee in
November 2015, he pointed out

the 13th Five-Year Plan is the decisive stage for attaining a comprehensive
moderately prosperous society. To win this victory means that by 2020,
China’s per capita GDP will close in on the levels of high-income countries,
taking us across the ‘middle income trap’; it will be another milestone in
China’s modernization. But the comprehensive moderately prosperous soci-
ety will not materialize by itself, as there is no such thing as a free lunch. We
face many risks and challenges, and we cannot underestimate the difficulty.

As soon as China saw the complex challenges ahead in the middle-
income stage, it took active counter measures. This has become a develop-
ment consensus reached by the entire Party and society: tenaciously
enhance the country’s governance capability in order to successfully bridge
the middle-income trap and stride toward a high-income level. Considering
that this is the critical period for building a moderately prosperous society
and crossing the middle-income trap, General Secretary Xi Jinping said at
the Fifth Plenary Session of the 18th CPC Central Committee:

We must clearly recognize that to build a comprehensive moderately prosperous
society, we are both fully equipped with the conditions and also faced with dif-
ficult tasks. The road ahead is not smooth; it is laden with conflicts, risks and
complicated predicaments. If these are not properly addressed, or if we become
susceptible to systematic risks, make subversive errors, the process of building a
moderately prosperous society will be delayed or even halted.?

BXi Jinping: Speech ar the APEC Business Advisory Council Dialogue with Leaders in
Beijing (November 10, 2014), People’s Daily, November 11, 2014.

2 Xi Jinping: Extracts from Speech at the Second Confevence of the Fifth Plenary of the 18th
CPC Central Committee (October 29, 2015), reprint on Qgushi, January 2016.
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With this in mind, General Secretary Xi Jinping formally proposed
adhering to the five major development concepts of innovation, coordina-
tion, greening, opening-up and sharing. This is to make strategic arrange-
ments for the “targeted remedy” at the predicaments arising out of the
economic new normal and middle-income phase. The five major develop-
ment concepts have become the strategic thinking enabling China to
stride to a high-income stage during the 13th and 14th Five-Year Plans.

Additionally, China has persistently endeavored to improve people’s
livelihoods in order to realize the goal of a shared development—this is
the essential requirement of socialism and an important reflection of its
superiority. Up to now, China has steadily built a public services system
that is suitable to national conditions, fairly complete, with coverage of
both urban and rural areas, and sustainable. It includes the six key areas of
employment services, mandatory education, public health and basic medi-
cal care, cultural services, basic social security and social housing. These go
to the root of the wellbeing of citizens, and embody the superiority of a
socialist system.

Take the prevalence of the New Rural Co-operative Medical Care
System as an example. China began pilot schemes in 2002; by 2005, it had
75.7% coverage and reached 98.9% by 2014, which is practically full cov-
crage.®? The Urban Resident Basic Medical Insurance scheme was launched
in 2007. The number of urban residents enrolled started out at 42.91
million people in 2007, and shot up to 377 million people in 2015. At the
end of 2015, 660 million urban residents and workers had basic medical
insurance coverage, accounting for 85.7% of the urban population.

Turning to basic pension insurance: China launched the New Rural
Social Endowment Insurance System in 2009, and the Social Endowment
Insurance System for Urban Residents in 2012. Together with the Basic
Endowment Insurance System for Urban Workers, these provide coverage
for all groups. The number of urban residents enrolled under the insur-
ance scheme increased from 103 million in 2010 to 505 million in 2015;
combined with urban workers enrolled under the insurance scheme, the
total number increased from 360 million people in 2010 to 858 million in
2015. The number of people with pension insurance account for 85.5% of
the population over 15 years of age. We project that by 2020, China will
have realized universal medical care and pension insurance.

Altogether, Chinese government has taken active measures to reduce
poverty, build a public services system accessible to all and drive inclusive

30Source: China’s Health and Family Planning Statistical Yearbook 2015.
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development that embodies shared development with Chinese character-
istics. The five major development concepts raised at the Fifth Plenary
Session of the 18th CPC Central Committee make specific mention of
shared development, which makes advancing social justice and equality its
premise, with eradicating poverty, reducing the income gap, providing
equal basic public services in both urban and rural areas as a means to
shared prosperity as its objective. The shared development model is an
important reflection of China’s improvements in governance capability,
and will remain a core tenet to China’s long-term development. This will
also be the foundation for a stable social and political environment, and
provide a systematic guarantee for China’s successful leap from an upper-
middle income to high-income country.

3.2.8 Summary

To conclude, even though China is currently in the upper-middle income
stage, and its economy is facing challenges of economic transformation,
ecological and environmental burdens, an aging population, income dis-
parity, social and political stability concerns, among others—it is also tak-
ing active measures to address these issues. For example, China is actively
facilitating the transformation of its economic growth model, curbing
ecological and environmental deterioration, narrowing income disparity
and addressing factors causing social instability. The challenges presented
by an aging population can be mitigated by the accumulation of “educa-
tion dividend”. Though threats to political stability could bear a long-
term presence (particularly from externally), China’s continued progress
in political development and governance capability can still safeguard sta-
bility. Therefore, these impediments are unlikely to trip China into the
“middle income trap”. Besides, the country is armed with several favor-
able conditions to lift it over the “middle income trap”. These include
ever-improving strategic planning capability, steady economic structural
transition and ever-maturing macroeconomic management. China is
equipped with the fundamentals for sustainable growth; moreover, it has
the benefits of the socialist system as the political safety net against the trap.

China will not retrace the steps of the Latin American, former Soviet
and eastern European countries in stumbling into the “middle income
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trap”, nor will it spiral into long-term stagnation. The key to guaranteeing
this is to discover in time the primary factors that could push the country
into the “middle income trap”, accurately identify and adeptly avoid the
“trap” and, all the while, readily take advantage of the favorable develop-
ment conditions to propel the country right over it.
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CHAPTER 4

How Can China Overcome the “Middle
Income Trap”?

Whether a country can overcome the “middle income trap” is a test of its
governance capability. The above comparative analysis of the practices in
various countries shows that tackling the “middle income trap” is only
possible when certain conditions are met, which may be summarized as
follows.

First, an effective market. Effective market is the prerequisite for
effective resource allocation, which ensures that the potential productivity
of all productive factors is tapped to the full extent and that labor and capi-
tal factors are effectively utilized, while creating a sound market environ-
ment for innovation, fostering highly motivated innovative players and
continuous improvement in total factor productivity, thus enabling a
country to achieve economic growth by unleashing the potential of human
capital. An effective market is reflected not only in building a unified
domestic market but also in active participation in globalization, fully
leveraging on the external economic opportunities while effectively
addressing negative economic impact from the outside. From the 14th
CPC National Congress announcing the establishment of socialist market
economic system to the 3rd Plenary Session of the 18th CPC National
Congress with the statement of “enabling market to play a decisive role in
resource allocation”, China has never ceased its efforts in institutional
building for an effective market, which has laid a solid institutional foun-
dation for its rapid economic growth in the long run.
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Second, a harmonious society. The concordance of economic growth
and social development is the guarantee for sustainable economic develop-
ment. A common cause for social discordance is the severity disparity and
opposition between social classes resulting from the marginalization of
certain members of the society in the growing economy, of which achieve-
ments fail to be shared among all members of the society. The accumula-
tion of malaise in society tends to result in social upheavals and political
instability, eventually leading to disruptions in economic prosperity. In
2004, a clear statement was made to “continuously enhance the capacity
of building a harmonious socialist society” during the 4th Plenary Session
of the 16th CPC National Congress; in October 20006, Resolutions of the
CPC Central Committee on Several Critical Issues in Building o
Harmonious Socialist Society was approved during the 6th Plenary Session
of the 16th CPC National Congress, proposing the goal to build a harmo-
nious socialist society by 2020. Since 2000, major achievements have been
made toward this goal as China is gradually improving its social security
system with socialist characteristics.

Third, a positive government. A positive government plays a key role
in effective market operations and harmonious social development. First,
a positive government builds up a market economy system by perfecting
the legal and regulatory framework, hence safeguarding a fair and com-
petitive market environment, inspiring the creativity of market players and
facilitating domestic and overseas market growth, industrial restructuring
and upgrading as well as technological innovation and so on; second, a
positive government guarantees the stability of the macro economy
through effective administration and provides public products (such as
infrastructure) for market entities and public services for its people (such
as minimum social security, pension scheme, healthcare and education);
third, a positive government ensures the dynamic adaptability and pro-
spectiveness of development strategies by formulating and implementing
strategic plans such as five-year plan and mid- to long-term plan aiming at
achieving long-term national development goals.

Obviously, in light of China’s track of growth, the development path is
a typical case of synergy of effective market, harmonious society and posi-
tive government. The goal of “modernization of the national governance
system and governance capacity” proposed during the 3rd Plenary Session
of the 18th CPC National Congress is also seen as the “top-level design”
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of further coordinated progress of the three factors. With the three pre-
requisites—effective market, harmonious society and active government—
ensured, China ranking among high-income countries is just a matter
of time.

Yet as a country with a population of 1.38 billion and significant dispar-
ity in regional development between urban and rural areas, China must
undergo a process before ranking amongst high-income countries, and by
no means will this goal be attained automatically without lifting a finger.
The key question is: will China effectively address the current challenges
as a middle-income country and achieve economic growth of higher qual-
ity and social development featuring more equality, justice and harmony?
Besides, even if China becomes a high-income country, there is still a big
gap in per capita income between China and developed countries,
and supassing the “middle income trap” only represents a new starting
point for China to narrow the development gap between China and devel-
oped countries. Therefore, in supassing the “middle income trap”, China
should consolidate the foundation for its development to continuously
reduce the development gap with the developed countries, thereby achiev-
ing stable and sustainable growth of its gigantic economy. This, to a large
extent, will depend on how China plans to address the various challenges
in its current stage of development.

This chapter aims at answering the following question: how will China
effectively respond to the various challenges as a middle-income country
in the current stage and stride over the high-income threshold by fully
leveraging on the favorable conditions. Distinct from the analysis frame-
work rooted in traditional Western economics, this chapter provides an
analysis framework based on political economics and, through an in-depth
elaboration of characteristics of the middle-income stage, proposes that
only by properly removing the constraints that impede the development of
social productivity and circumventing from various possible traps, all
guided by the Five Development Concepts, will China be able to effec-
tively eliminate the systematic risk factors in economic development.
Besides, it is argued that the strongest cornerstone for China’s transition
as a middle-income country requires continuous efforts in deepening
reform and modernization of the country’s governance system and gover-
nance capacity, so to ensure a steady long-term economic growth in China.
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4.1 BREAKING OUT OF THE MIDDLE-INCOME TRAP
THROUGH THE “FIVE DEVELOPMENT CONCEPTS”

Since the implementation of the reform and opening-up policy, China has
maintained nearly four decades of rapid economic growth, rising from the
world’s 10th economy to the 2nd,! from the 29th biggest trader of goods
to the biggest trading country in the world? and from an extremely low-
income country to an upper-middle-income country. China’s success in
avoiding drastic slowdown in economic growth during the middle-income
stage and its subsequent entering into the development phase of high
income are critical for China’s goal of building a moderately prosperous
society in all respects by 2020 as well as for the world’s economic land-
scape. A blueprint for China’s development goals by 2020 was sketched
during the 5th Plenary Session of the 18th CPC National Congress with
the proposition of five new development concepts by the CPC Central
Committee, namely “innovation, coordination, greening, opening-up and
sharing”, aiming at addressing the “middle income trap” with clearly
defined target as these concepts are the basic approaches to overcome such
trap as well as a foundation for China to continue on the healthy track of
development afterward.

Why are the “five development concepts” clearly targeting the “middle
income trap”? In drafting the 13th Five-Year Plan, the CPC Central
Committee made a clear statement of “overcoming the middle income
trap”; it is hence exactly on this basis that the CPC Central Committee
innovatively proposed these five development concepts, which are clearly
target-driven as well as problem-driven featuring pragmatism: innovation
focuses on the momentum for development, aiming at maintaining mid-
to-high-speed economic growth toward a mid-to-high level; coordination
aims at addressing the disparity in development and focuses on strength-
ening the integrality of development; greening highlights the harmony
between mankind and nature and building a beautiful China with blue sky,
green grass and clear water; opening-up focuses on the interaction between

'According to World Bank Database, China was the world’s tenth biggest economy in the
world in 1978; in 2010, China overtook Japan to become the world’s second biggest
economy.

2National Bureau of Statistics: China Statistical Abstract 2015, p. 178, China Statistics
Press, 2015.
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internal and external factors in development and greater openness in econ-
omy; sharing underlines social equality and justice for continuous improve-
ment in people’s wellbeing and upgrading China’s economic and social
development. In light of China’s current phase of development, we have
identified at least five types of traps, namely the total factor productivity
(TFP) trap, urbanization trap, environment trap, dependence trap and
inequality trap.

And what are the possible solutions? Obviously, no readily executable
answers are provided in the textbooks of Western economics from a theo-
retical perspective; while in practice, no country could offer China off-the-
shelf experience as a reference. China’s development since the reform and
opening-up shows that instead of sticking to one development theory,
China’s efforts in development proceed from the objective circumstances
in different stages, adhering to the key principle of people and develop-
ment for the people; with integration of respect and encouragement for
local practices for development with macro-coordination by the central
government, China is gradually exploring into and constantly enriching
the theory of socialism with Chinese characteristics, which is reflected in
the plenary sessions and development plans of the CPC Central Committee.
The five development concepts proposed by the CPC Central Committee
during the 5th Plenary Session of the 18th CPC National Congress aim to
address the above five traps that confront China in mid- to high-income
stage, providing important ideas and fundamental approaches to break
through the five traps. Therefore, with the five development concepts as
the basic theoretical framework, we suggest the following solutions to
tackle the five traps.

4.1.1  Avoiding the Total Factor Productivity Trap Through
Innovation-Driven Development

Overcoming the “middle income trap” is essentially a matter of economic
growth—a matter of economic growth in the middle-income stage.
Generally speaking, economic growth for countries in this stage is mainly
driven by economic restructuring and transition in the engine of economic
growth, both of which have an impact on the growth of total factor pro-
ductivity (TFP). From a longer-term perspective, increase in TFD is the
key to sustainable growth. As is emphasized by Eichengreen et al. (2011,
2013), the core of transformation in the economic development pattern
fostered by economic restructuring and innovation is enhancing the
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Fig. 4.1 Average changes in total factor productivity (TFP) in middle-income
countries (1960-2010). (Note: 11 countries have overcome the “middle income
trap”; 35 countries remain in the “middle income trap” while 11 countries are
reduced to low-income level. Data Source: UNIDO Database)

contribution of TFP to economic growth, which is a prerequisite for suc-
cessfully overcoming the “middle income trap”.3

We have studied the experiences of middle-income countries in 1960
and grouped these countries into three types determined by whether they
have passed through the middle-income stage by 2010: countries that
have successfully crossed the threshold, countries remaining in the middle-
income stage and countries reduced to low-income stage. Calculations of
their performance in narrowing down the TFP gap with the U.S. (see
Fig. 4.1) show that only countries that have passed through the middle-
income stage show a narrowed gap in TFP, that is, a relative improvement
in TFP level, while countries failing to cross the threshold have suffered a
relatively reduced TFP level in various degrees. Therefore, failure in
middle-income transition boils down to falling into the TFP trap.
Furthermore, based on a relative standard, if China fails to improve its

3Eichengreen, B., Park, D., & Shin, K. When fast growing economies slow down: interna-
tional evidence and implications for the People’s Republic of China. Asian Development
Bank Economics Working Paper Series,2011 (262). Eichengreen, B., Park,D., & Shin, K. (2013).
Growth slowdowns redux: New evidence on the middle-income trap (No. wl8673).
National Burean of Economic Research.



4 HOW CAN CHINA OVERCOME THE “MIDDLE INCOME TRAP”? 139

TEP against the level of the U.S. in the future, or experiences TFP decrease,
China will find itself in the TFP trap.

Long-term growth of TEP is the key to economic growth rate; in par-
ticular, catching up with the relative TEP level of leading developed coun-
tries (such as the U.S.) is the key in the transition from a catching-up
country to an innovative country as well as the main driving force in the
ascent from a middle-income country to a high-income country. It can
therefore be safely stated that the sustained growth in TFP is a necessary
condition for China to overcome the “middle income trap”; while the key
to avoiding the TFP trap is to replace an economic growth model domi-
nated by factor input with an innovation-driven growth model, and to
increase the contribution of TFP to economic growth.

Placing China’s economic development in the current context of the
“new normal”, the growth rate has switched gears from high to mid-to-
high speed while the driving force of economic growth has undergone a
transformation. Such transformation is the most critical factor in deter-
mining the progress and quality of speed adjustment and structural opti-
mization*; it requires fostering new driving forces, expanding space for
growth, earnestly implementing the innovation-driven development strat-
egy, pressing ahead with agricultural modernization, and innovating and
improving modes of macro-regulation and control to maintain high effi-
ciency in China’s economic growth.

Innovation as an important driving force of transformation of economic
growth model is stated in the 13th Five-Year Plan where core indicators of
innovation-driven development are explicitly listed. First, in terms of inno-
vation input, the investment intensity of research and experiment shall
increase from 2.1% of GDP in 2015 to 2.5% in 2020, higher than the aver-
age (2.37%) of OECD countries; total social expenditures on R&D shall
increase from 1.42 trillion RMB to 2.32 trillion RMB, with an aggregate
investment of 11.22 trillion RMB over five years, which translates into
1.93 times of total R&D expenditures of the 12th Five-Year Plan period
(5.80 trillion RMB), closer or higher than the U.S.

Second, with respect to innovation output, a series of key indicators are
listed in the 13th Five-Year Plan, including the one that patent ownership
per 10,000 people shall be doubled, from 6.3 in 2015 to 12 in 2020 and
the one that China’s total patent ownership shall increase from 1.19

*Liu Yandong, On Earnest Implementation of Innovation-Driven Innovation Strategy,
People’s Daily, November 11, 2015.
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million to 1.68 million, of which the actual result is highly likely to exceed
expectation, reflecting both the accelerated accumulation of technical
innovation capital stock in China and the continuous enhancement of its
domestic independent innovation capacity. Besides, the contribution of
innovation to economic growth is also clearly mentioned in the 13th Five-
Year Plan, where the contribution by science and technological advance-
ment shall increase from 55% in 2015 to 60% in 2020.

Third, the significant role of digital economy in innovation as a driving
force is highlighted in the 13th Five-Year Plan, which, in terms of boost-
ing the growth of digital economy, states that the household penetration
of fixed broadband shall grow from 40% in 2015 to 70% in 2020, with
users increasing from 688 million to 980 million, while the penetration of
mobile broadband shall grow from 57% to 85%, with users increasing from
780 million to 1.19 billion. It is expected that the universal penetration of
internet will by and large become a reality in China by 2020, making it the
world’s biggest internet economy with first-move advantage in new econ-
omies, new business models and new industries, while triggering restruc-
turing and upgrading of traditional industries (such as labor-intensive and
resource-intensive industries), expanding the geographical space for econ-
omy and penetrating the broader global market. A most typical example is
the cross-border e-commerce of Alibaba, which, covering all provinces,
municipalities and autonomous regions in China, has begun to establish a
global footprint.

4.1.2  Avoiding the Urbanization Trap Through
Coordinated Development

A key driver in a country’s transition from the middle-income stage to the
high-income stage is urbanization, which simultaneously represents the
in-depth transformation of the economic and employment structures.
Urbanization in benign interaction with economic growth will contribute
to the liberation of agricultural labor, hence optimizing the labor structure
and boosting economic growth; meanwhile, such economic growth will
create more jobs in non-agricultural sectors, and thus driving the urban-
ization momentum. Nevertheless, excessive urbanization may weaken the
bearing capacity of urban regions for economic growth, causing “urban
maladies” such as mounting employment pressure, insufficient urban
infrastructure, environmental pollution and poor efficiency of urban gov-
ernance, eventually resulting in a situation with “growing urbanization
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in relation to that of the U.S. Data Source: World Bank, World Development
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accompanied by zero economic growth”, or, worse still, stagnated social
development and aggravated social conflict—a fall into the urbaniza-
tion trap.

Such commonplace situations in Latin America are what we are trying
to avoid. For instance, some Latin American countries (such as Brazil and
Mexico) are falling farther behind, rather than narrowing the gap with the
U.S., despite their high urbanization rate (see Fig. 4.2). Although the
urbanization level in many Latin American countries is on par with the
average in high income countries,® the urbanization development and eco-
nomic growth in these countries fail to stay in a relationship of benign
interaction; on the contrary, a malicious cycle of urban development and
economic development is formed. Polarization of wealth has aggravated as
cities fail to create enough jobs to sustain its residents, leaving many
impoverished urban residents living in slums, where urban utilities and

According to World Bank statistics, in 2015, the average urbanization rate in Latin
America and Caribbean Countries reached 80%, close to the average in high-income coun-
tries (81%).
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public services tend to be insufficient, resulting in disadvantages in income,
accessibility to education and healthcare, social security and so on for the
slum residents as manifested in multi-dimensional poverty and even inter-
generational transmission of poverty.® Besides, economic stagnation has
put government in a position where it cannot afford to allocate sufficient
budget to the planning and rejuvenation of slums, nor is it capable of
effective social management of such areas; slums, as a result, have become
the “tumors” for urban development.

The rapid development process of urbanization generates both eco-
nomic gains and social challenges. Experiences of urbanization develop-
ment in Latin American countries indicate that during the transition to the
high-income stage, it is necessary to enable urbanization development in
a steady manner and bring urbanization development into healthy interac-
tion with economic growth, resolving conflicts and challenges incurred in
the process of urbanization development by fully leveraging on the
achievements of economic growth, and thereby fostering an efficient,
inclusive and sustainable model of urbanization development. Otherwise,
the risk of falling into the urbanization trap would be high.

China’s urbanization rate in 2015 stood at 57.35%,” which is on par
with the world’s average yet is visibly lower than the average of high
income countries (81%in 2015). In general, China has made great achieve-
ments in urbanization but improvement is expected in terms of quality. In
2016, urbanization rate for population with household registration was
41.2%, significantly lower than the percentage calculated from permanent
population as statistical caliber, with a difference of 220 million people. In
this regard, China still runs the risk of falling into the urbanization trap if
this problem is not resolved properly.

Aiming to address this issue, China has developed a scientific plan to
promote a new model of urbanization, that is, National Plan for New
Urbanization Model (2014-2020) formulated in 2014, which is the stra-
tegic and fundamental plan on the macro-level for guiding the healthy
development of urbanization in China. This plan is no less than a top
design for China’s new urbanization model aiming at efficient, inclusive
and sustainable urbanization. The strategy of coordinated development
proposed in the 13th Five-Year Plan is also a major move to circumvent

®Wu Sun Pei-jing, Zhao Xuemei (2016), Poverty and Poverty Alleviation Policies in Latin
America from Multiple Perspectives, Journal of Latin American Studies, Vol. 3.
7Data source: National Bureau of Statistics, January 20, 2017.
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the urbanization trap, including an emphasis on the new urbanization
model with “urbanization of the people” at the core, deepened reform of
the household registration system, full coverage of the residential permit
system for permanent population without household registration in urban
areas, increased coverage of employment services, and affordable housing
and public services for migrants.

From a holistic perspective, the institutional mechanism for the new
model of urbanization is gradually improving in China, and China’s con-
struction for new urbanization is generally on a healthy track, which rep-
resents not only a driving force for economic restructuring but also
opportunities for the social transformation and progress in China. The key
to attaining these goals is the conscientious implementation of the new
urbanization plan, which in turn requires highly motivated and creative
local government on various levels to plan for the space of urban develop-
ment on a scientific basis, focus on the integrated development of urban-
ization, urban infrastructure and industries and constantly enhance its
social governance capabilities. Besides, agricultural modernization and
new countryside construction must be incorporated into the context of
facilitating the construction of the new urbanization model, with higher
quality of rural planning, strengthened development of infrastructure as
well as coverage rate and quality of public services in rural areas, improve-
ment in investment mechanism for the development of rural areas, agricul-
ture and farmers, a revolutionary transformation in the urban-rural
dualistic development pattern and narrowed gap between urban and rural
regions.

The coordinated development strategy proposed in the 13th Five-Year
Plan also includes coordinated regional development, which requires
improved overall strategy for regional development, down-to-earth imple-
mentation of the main functional zone strategy as well as population and
economic growth that are compatible with the resource bearing capacity.
Moreover, inter-regional coordinated development mechanism shall be
built to boost development with unique competitiveness, coordinated and
win-win development through the Belt and Road Initiative, Beijing-
Tianjin-Hebei Economic Zone and the Yangtze River Delta Economic
Belt, and hence creating new space for regional development.
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4.1.3  Avoiding the Ecological Envivonment Trap Through
Green Development

Developing countries tend to use natural resources in an exhaustive way,
resulting in ecological damage. On one hand, development pressures
compel developing countries to import industrial projects, causing severe
pollution and mounting environmental burdens. The growth model fea-
turing intensive resource consumption and high environmental cost is
unsustainable and may lead to grave consequences. On the other hand,
some of these consequences of pollution are very expensive to remediate
or even irreversible. Therefore, economic development at the cost of eco-
logical environment will likely result in a malicious cycle of economic
development and eco-environment, which is known as the “eco-
environment trap”.

China is a heavily populated country with limited resources, where eco-
logically vulnerable areas account for a considerable portion of the national
territory.® With urbanization and industrialization in progress, the envi-
ronment has become an important indicator of urbanization quality but
with people’s health and wellbeing at stake. In this sense, green develop-
ment is the guarantee for the safety of ecological environment. The devel-
opment trajectory of developed countries shows that although the
development path characterized by “pollute first and clean up later” has
eventually broken free from the malicious cycle between economic devel-
opment and eco-environmental protection, the costs of this “old track”
arc by no means negligible.® Therefore, from a long-term perspective, the
development model of “pollute first and clean up later” is not only eco-
nomically unviable but also incurs heavy burden on sustainable economic
development. Related studies also show that the mechanism where envi-
ronmental improvement automatically comes alongside national income
growth simply does not exist; therefore, the model of development at the
cost of environment may highly likely result in a fall into the “environmen-
tal trap”.

8White Paper: Ecological Protection in China publicly released by the General
Administration for Environmental Protection for the first time in 2006 shows that ecologi-
cally vulnerable areas account for over 60% of China’s territory.

?Such as Meuse River Valley episode in Belgium in 1930, Los Angeles photochemical
smog episode in U.S. in 1943, Donora smog disaster in U.S. in 1943, Great Smog in London
in 1952, water pollution incident in Kyushu, Japan, in 1953 and itai-itai disease in Toyama,
Japan, that lasted 40 years (1931-1972).
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Since the reform and opening-up, China has suffered continuous envi-
ronmental degradation alongside its high-speed economic development,
and environmental pressure has become a significant constraint for China’s
economic growth. Although ecological environment was listed as a bind-
ing indicator in the 11th Five-Year Plan, the eco-environmental degrada-
tion has not yet seen a reverse. In 2010, cost of eco-environmental
degradation throughout the country registered at 1.53895 trillion RMB,
accounting for approximately 3.5% of GDP and an increase of 200.7% as
compared to 2004,'% and the environmental loss has amounted to 5%—6%
of China’s GDP,'! a further increase of the probabilities of falling into the
environmental trap. It must be noted that the CPC Central Committee is
conscientiously addressing the eco-environmental challenge for China’s
sustainable development, and such an attitude is not only reflected in its
development practices but has also become a principle upheld by China in
its participation in international governance.

A strengthened prospective of green development is exactly a response
to this trap, aiming at the harmony between man and nature and a beauti-
ful China with blue sky, green land and clear water through pursuing
green development. Generally speaking, China’s eco-environmental reme-
diation is in the “braking” stage featuring significant slowdown in eco-
environmental degradation and visible improvement in certain areas
before it may “take a U-turn” on this basis, that is, overall improvement
in eco-environmental, lowered ecological vulnerability and distinctive
amelioration of ecological environment, hence circumventing from the
environmental trap. In the long run, green development is not only a key
topic on the agenda of the 13th Five-Year Plan period but also a manda-
tory path for long-term development for China’s socialist modernization
undertakings. Arguably, without green development, China is likely to
lose the momentum for further steps in catching up with developed coun-
tries due to eco-environmental degradation.

4.14  Avoiding the Dependency Trap Through
Open Development

International experience shows that all countries that have successfully
overcome the “middle income trap” are open economies. For middle-
income countries, catching up with developed countries in economic

102010 Green National Economic Accounting, CAEP 2013.
! Xinhua News Agency, December 11,2013
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development level should, from an objective viewpoint, be based on full
participation in economic globalization, with continuous adjustment of
self-positioning in this globalization process, hence fostering new edge in
global competition. Either refusal of economic globalization to protect
national industrial development or participating in the global economy
merely by exporting resources or excessive dependence on international
capital will possibly result in the “dependence trap”. The failure of import
replacement strategy which used to be universally practiced in Latin
American countries proves that breaking away from international division
of labor regardless of the reality of national economic development would
unavoidably result in falling into the “middle income trap” with factor
allocation deviating from the basic principles of comparative advantage,
which in turn increases production cost and leads to worsened interna-
tional balance of payments.

Southeast Asian countries provide another example from which much
can be learned. Prior to the Asian financial crisis in 1997, these countries
prematurely opened up their capital markets before their own industrial
competitive edge was fully established, eventually resulting in massive
international capital flight and grave devaluation of their domestic curren-
cies, triggering a financial crisis that eventually evolved into an economic
crisis. A typical country was Malaysia, which joined the ranks of high-
income countries as early as in 1996 and yet never staged its comeback
until now after being swirled into the Asian financial crisis in 1997.

Since its reform and opening-up, China has been gradually moving
from the edge to the center of limelight on the international stage as it
became the world’s second largest economy and the No. 1 trading coun-
try, with the share of China’s merchandise export increasing from 2.24%
in the world in 1992 to 12.37% in 2014. Overall, China’s opening-up
strategy has achieved significant success as it has become the external driv-
ing force for China’s economic growth. However, it should be equally
noted that China is facing new challenges in its engagement in economic
globalization. First, China urgently needs to generate a new competitive
edge in innovation as the competitiveness of its labor-intensive exported
goods is facing challenges with rising labor cost. Second, China must
strengthen its resilience to external shocks as the impact of the interna-
tional financial crisis is transmitted through external demand to China’s
domestic economy. Third, the pressing need is felt for China to enhance
the capacity of its participation in global governance if it is to remain active
in future economic globalization. This requires China to assess its own
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capabilities and act accordingly while making fruitful efforts and playing
an active role in building new international development mechanisms
(such as the Belt and Road Initiative and AIIB) in global climate change
governance, coordination of international macroeconomic policies and
participation in regional economic development organizations of various
types. These challenges for China’s opening-up, indicating potential
opportunities on one hand, may place China in a passive position, or even
lead to a fall into the “dependence trap” if engagement in economic glo-
balization is inappropriately handled.

Open development has clarified China’s strategy in participating in eco-
nomic globalization and global governance in all dimensions in the future:
on one hand, China must circumvent the “dependence trap” and create
new opportunities for its economic growth; on the other hand, it will set
an example and generate opportunities for “Southern countries” which
shall have far-reaching and long-term implications on the world economy.
Moreover, China’s open development contributes to building a future-
oriented new international political and economic order by avoiding the
Thucydides trap where conflicts would inevitably occur between rising
powers and established powers—which is exactly the win-win concept
emphasized by Xi Jinping.

In general, China possesses the capabilities to resist external shocks and
risks and to avoid the dependence trap. First, China’s foreign exchange
reserve of 3 trillion US dollars makes a sovereign debt crisis seen in some
European countries impossible in China. Second, the numerous world-
class enterprises in China have become another source of the country’s
resilience to external crises. Moreover, China’s massive outbound FDI, of
which resource projects constitute a considerable share, has secured the
resources necessary for China’s future economic development. Finally,
China has accumulated abundant experience in external shock response
after surviving the Asian financial crisis in 1998 and the global financial
crisis in 2008.

The world today is characterized by the ongoing complicated and pro-
found changes in the external environment, with development issues and
challenges in globalization remaining grave for all countries, which must
therefore make concerted efforts for joint response. China finds it neces-
sary to participate in global governance through better communication
and dialogues while improving its domestic institutional foundation
accordingly through deepened reform in order to avoid falling into a pas-
sive situation in future economic globalization and global governance.
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4.1.5  Avoiding the Inequity Trap Through Shaved Development

International experience shows that grave income disparity constitutes an
essential threat to economic development during the middle-income
stage, as it is highly likely to cause accumulated social malaise and eco-
nomic stagnation, resulting in the “inequality trap”. As a typical Latin
American country, Argentina saw its Gini coefficient hike from 0.428 in
1986 to 0.507 in 1998.'* causing the country to fall into both the
“inequality trap” and the “middle income trap”. As for China, despite the
aggravation tendency brought under control, the country is not to be
blindly optimistic about its income distribution. According to statistics
released by the National Bureau of Statistics, from 2003 to 2008, China’s
Gini coefficient was on a continuous rise from 0.479 to 0.491, with the
relative gap between average disposable income per capita for urban resi-
dents and average net income for rural residents escalating from 3.23
times in 2003 to a peak of 3.33 times in 2009. In recent years, the income
disparity in China has been mitigated to some extent as the Gini coeffi-
cient of national average disposable income per capita decreased from
0.473 in 2013 to 0.462 in 2015, and the relative gap between average
disposable income per capita for urban and rural residents narrowed down
from 2.81 times in 2013 to 2.73 times in 2015.'* However, on an inter-
national scale, income disparity remains a prominent problem for China
due to multiple reasons: urban and rural gaps, regional disparity, internal
gaps within urban regions as well as within rural regions, and coexistence
of the salary income gap and the capital income gap. Therefore, resolving
China’s income disparity will remain a standing issue on its develop-
ment agenda.

It must be pointed out, though, that Kuznets curve graphs the hypoth-
esis that economic inequality is first increased and then decreased with
economic development, yet international development studies show that
income inequality will not automatically narrow down as the economy
grows to a higher level. Therefore, income distribution policies are neces-
sary in mitigating inequality in distribution. Shared development is an
exact response to the “inequality trap” as sharing the accomplishments of
development among people is the only way toward common prosperity,
and crossing the threshold of a moderately prosperous society with

12 Data source: The World Bank.
13 Data source: China Statistical Abstract 2015, pp. 57, 59, China Statistics Press, Beijing;
statistics of 2015 are published by National Bureau of Statistics.
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common prosperity represents the true essence of overcoming the
“inequality trap” and the “middle income trap”. Sticking to shared devel-
opment and highlighting social equality and justice, China shall make con-
tinued progress in people’s wellbeing and open up new horizons for its
economic and social development.

In general, the key to circumventing the “middle income trap” is accel-
erating the transformation of the economic development model through
economic dimensions, shifting from low-level development to high-level
development, from low-quality development to high-quality develop-
ment, from inequal development to equal development, from poorly
coordinated development to well-coordinated development and from
unsustainable development to sustainable development, which, for China,
means the full implementation of the Five Development Concepts to
overcome the multiple traps during the middle-income stage.

4.2  SurrLY-SIDE STRUCTURAL REFORM Is THE KEY
TO OVERCOMING THE “MIDDLE INCOME TRAP”

China experienced prominent structural contradiction in 2011 with the
implementation of the 12th Five-Year Plan and the phasing downturn of
its economic growth. In this context, the Central Economic Work
Conference in 2015 explicitly proposed supply-side structural reform,
which was identified as the mainline of the 13th Five-Year Plan. Supply-
side structural reform is an inevitable choice as China’s economic develop-
ment enters into the new normal, and appropriate understanding and
effective implementation of such reform would bear profound strategic
significance for China to comprehensively build a moderately prosperous
society in by 2020 and to overcome the “middle income gap”. Progressing
with the supply-side structural reform requires not only a deep under-
standing of the in-depth structural problems prevailing in China’s current
economic development but also a clear view of the structural characteris-
tics of China’s long-term economic development. This in turn is built on
clearly understanding the basic rationale of supply-side structural reform
from a theoretical perspective as well as properly handling the critical rela-
tionships between supply-side structural reform and other reform mea-
sures in practice.

For supply-side structural reform, first of all, an understanding of the
historical rationale, theoretical rationale and realistic rationale is
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indispensable; second, the relationship between supply-side structural
reform and macroeconomic regulation and control should be clarified in
light of China’s current economic situation; last but not least, a practical
approach for China to proceed with supply-side structural reform should
be outlined based on the outstanding problems facing China’s current
economic development and the mandate for economic development dur-
ing the 13th Five-Year Plan period.

4.2.1  The Three Rationale Behind Supply-Side
Structural Reform

First, we have to understand the historical rationale of the supply-side
structural reform in the context of the overall process of China’s economic
reforms since the reform and opening-up.

China’s economic reform is essentially an innovation of the practice and
theory of Marxist political economy, which is oftentimes neglected.
Communique of the 3rd Plenary Meeting of the 11th CPC Central
Committee pointed out that

achieving the four modernizations requires significant improvement of pro-
ductivity, which inevitably requires a multi-dimensional change of produc-
tion relations and superstructures that are unfit for the development of
productivity, a change of all modes of management, activities and thinking
that are unsuitable, hence is an extensive and profound revolution.
Appropriate reforms must be conducted to change production relations and
superstructures that are unfit for the rapid development of productivity.'*

However, how to liberate and bring significant increase to productivity
through reforms? How to bring production relations and superstructures in
line with the rapid development of productivity? There were no ready
answers to these questions in the beginning of the reform and opening-up,
which, objectively, means that China’s economic reforms need to “feel its
way forward”, allowing and encouraging local experiments, with continu-
ous practice, continuous trial and error and hence continuous accumulation
of experience, with continuous exploration into the top design for economic
reform, continuous enhancement of conscientious awareness of the practice
of economic reform, continuously enriching the theoretical construction of
socialism with Chinese characteristics and continuously adding its value as

“Communique of the 3rd Plenary Meeting of the 11th CPC Central Committee
(approved on December 22, 1978).
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guidance for China’s economic reform at the same time. From a holistic
perspective, China’s economic reform features a dual-way interaction
between “top-down” and “bottom-up” efforts.

In retrospect of China’s economic reform since 1978, nearly 40 years
of reform practice has been a typical example of “supply-side structural
reform” in itself. In a sense, supply-side structural reform is a summary of
China’s economic reform trajectory and quintessence of development that
include three key words in organic linkage.

First, reform as the backbone. A fundamental view in Marxist politi-
cal economy is that productivity determines production relations, and that
the development of productivity inevitably requires adjustment in produc-
tion relations, which, nevertheless, do not automatically initiate a self-
adaptation process in consistence with the development of productivity.
Instead, production relations that fail to adapt to the development of pro-
ductivity may survive for a considerably long duration until the contradic-
tion between the two accumulate sufficiently to trigger a passive and
drastic adjustment of production relations. Reform, on the other hand,
takes the initiative to adapt to the objective demand of development of
productivity through active adjustment of production relations, which is
essentially adjustment of production relations through continuous institu-
tional improvement to liberate productivity.

Second, supply-side as the keypoint. The essential goal of reform is
to facilitate the liberation of productivity, of which improving the effi-
ciency of factors of production such as labor, capital, technology, knowl-
edge and information is the pre-condition; these factors are on the supply
side. Besides, the development of productivity has a positive impact on the
supply of factors, for instance, by increasing savings and boosting human
capital.

Third, structure as the distinctive feature. The history of economic
development is a history of structural transformation, and economic
development is inevitably accompanied by structural transformations of
various kinds, including changes in industrial structure, employment
structure, consumption structure, ownership structure, urban-rural struc-
ture, and so on. These structural factors, being the results of economic
policy impact of the previous stage, may influence economic growth as
structural factors. In a sense, various structural factors do not necessarily
opt for the optimized track for evolution in economic development, since
irrational economic policies in the previous stage may cause certain struc-
tural factors to deviate from the optimal track for evolution, or to trigger
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structural problems in factor allocation on the supply side, eventually
hampering the growth of total factor productivity.

Since China’s reform and opening-up, reforms in different phases of
development with distinctive characteristics and differentiated key areas of
each phase have been implemented, which facilitated structural changes
while influencing the allocation of factor resources, though the term
“supply-side structural reform” was not yet used at the time. Master plans
of economic development targets of each phase as well as overall planning
and corresponding measures for deepening the economic institutional
reforms were proposed during the five “3rd plenary sessions” of the CPC
since China’s reform and opening-up which fully reflected the characteris-
tics of the “supply-side structural reform” corresponding to each phase.

The decision of the 3rd Plenary Session of the 11th CPC Central
Committee began the first round of reform and ignited the engine of
China’s economic structural reform. This period featured very low average
income per capita and a pressing need to alleviate extreme poverty as the
population was struggling below the subsistence level. During the 3rd and
4th Plenary Sessions of the 11th CPC Central Committee, Decisions on
Certain Questions of Accelevating Agricultural Development was issued,
promulgating 25 policies to launch reforms in rural areas and implement
the household contract responsibility system on a full scale, which, as the
key institutional system in rural economic reform, drastically boosted the
economic growth during this period. First, the rural population saw an
unprecedented high growth in average income per capita. Between 1978
and 1985, at constant prices, the average net income per capita increased
by 2.7 times for rural residents, with an average annual growth of 15.2%.
Second, a major decrease was seen in population living in extreme poverty.
Based on the poverty threshold in rural area in 1978, the impoverished
rural population registered at 250 million in 1978, which reduced to 125
million in 1985, and the occurrence of poverty decreased from 30.7% to
14.8%. According to the poverty threshold of 2010, impoverished rural
population in China amounted to 770 million in 1978, which decreased
to 661 million in 1985, and the occurrence of poverty reduced from
97.5% to 78.3%'>; moreover, rural enterprises created many new jobs, with
total employment increasing by 1.47 times from 28.27 million in 1978 to
69.67 in 1985.

15 China Statistical Abstract 2016, p. 70, China Statistics Press, Beijing, 2016.
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Decision of the second round of reform was made in 1984 at the 3rd
Plenary Session of the 12th CPC Central Committee. China was strug-
gling in extreme poverty and had to prioritize subsistence for its popula-
tion as the country was at the starting point of full-scale reform. According
to the task of “systematic economic structural reform” proposed during
the 12th CPC National Congress, Decision on Economic Structural Reform
was made by the CPC Central Committee, which drafted a blueprint for
multi-faceted reform, proposing a planned commodity economy based on
public ownership to build a dynamic socialist economic system. This
Session opened a new chapter of overall economic restructuring focusing
on urban area though the reform was still conducted in the framework of
planned economy to address the issues of “insufficient incentives” or
“absence of incentives” in the existing institutional system. From this
point on, the central government gradually shifted its main approach to
managing enterprises from direct control to indirect control, significantly
reducing the scale of the planned economy. Mandatory plans, guiding
plans and full market-based regulation were implemented based on actual
situation and a “dual-track” system was put in place for pricing and other
issues. Active measures were taken to diversify ownership models includ-
ing ownership of the whole people, collective ownership and private own-
ership, leading to a boost in the private sector. China’s opening-up pattern
was preliminarily defined with strategic priority given to the coastal regions
to take a pioneering start in development. It can be safely stated that
China’s economic reform in the mid-1980s was a transitional phase toward
the socialist market economic system.

The third milestone was the 3rd Plenary Session of the 14th CPC
Central Committee in 1993, which released the clear statement that the
direction for China’s economic reforms was “to build a socialist market
economic system”. At this time, China was in a development stage featur-
ing low income and pursuit for a moderately prosperous society. Based on
goals and fundamental principles defined in consistence with the 14th
CPC National Congress, Decisions on Certain Questions About Building
Socialist Market Economic System containing 50 articles were released,
identifying key tasks including building a modern corporate system, build-
ing a universal and open national market system, shaping and improving
macroeconomic regulation and control system, constructing an income
distribution system and social security system and so on. These decisions
became the fundamental framework and key pillars for the new system and
have been inherited by the reforms in later periods. It has to be pointed
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out that an important international context for the 3rd Plenary Session of
the 14th CPC Central Committee was the collapse of the former Soviet
Union and drastic political and social changes in socialist Eastern European
countries. China’s brave proposal to build a socialist market economic
system against such historical background demonstrated China’s confi-
dence in its path to reach a system of socialism with Chinese
characteristics.

The fourth important session was the 3rd Plenary Session of the 16th
CPC Central Committee in 2003, ushering China into the phase of
“improving the socialist market economic system” as well as the develop-
ment stage of building a moderately prosperous society as a lower-middle-
income country. Decisions on Certain Questions About Improving Socialist
Market Economic System was released. The document containing 42 arti-
cles became the guideline for China’s reform in the first decade of the
twenty-first century, greatly boosting the growth and dynamism of market
players. In 2002, market players in China (including private enterprises
and individual business owners) totaled 32.11 million, which jumped to
54.26 million in 2012, with the proportion of total population increasing
from 2.42% to 4.00%. Among these, the number of private enterprises
increased from 2.64 million to 10.86 million, an annual growth rate of
15.2% on average; the number of employees increased from 19.99 million
to 75.57 million, an annual growth rate of 14.2% on average. This suffi-
ciently demonstrates this period’s significant growth of diversified market
players who became the key actors in boosting the economy and trade
volume as well as creating new jobs.

The fifth one was the 3rd Plenary Session of the 18th CPC Central
Committee as China was entering the stage of “comprehensively deepen-
ing reform”, development for building a moderately prosperous society
and ranking among upper-middle-income countries. Decisions of the CPC
Central Committee on Some Key Questions About Comprehensively
Deepening the Reform contained 16 parts and 60 articles. It comprises 336
key moves, proposing the guiding philosophy and principles for compre-
hensively deepening the reform, mapping out the overall target for com-
prehensively deepening the reform and milestone targets up to 2020,
planning for the “five-in-one” reform and institutional reform in national
defense and military forces as well as reform in the Party’s construction
systems, laying out the strategic highlights, priorities, key directions,
working mechanisms, implementation approaches, timetable and road-
map. An example of commercial affairs system reform shows that by 2015,
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the number of market players in China (including private enterprises and
individual business owners) increased to 77 million, accounting for 5.62%
of the total population, an increase of 23 million compared to 2012.
Among these, private enterprises employed 111.8 million people and indi-
vidual business owners employed 78 million people, that is 190 million in
total. Up to 2015, according to rural poverty line, the number of impov-
erished rural residents decreased to 55.75 million, with the poverty occur-
rence rate falling to 5.7%.1° It is expected that poverty would be fully
cradicated by 2020.17

These five third plenary sessions show that China’s reform and open-
ing-up has highlighted three key themes from the very beginning: effec-
tively improve the factor input and allocation on the supply side through
reform to facilitate restructuring and optimization in various areas in
China. In 2015, China’s per capita GDP registered at 13,571 interna-
tional US dollars (PPP, international US dollars in 2011), merely 25.7% of
that of U.S. (52,704 international US dollars),'® representing a major gap
compared to the U.S. Narrowing down such gap would eventually depend
on continuous improvement of productivity. Therefore, supply-side struc-
tural reform is the only way to facilitate China’s moderately high growth
over the long term, and more importantly, to enable constant structural
optimization in various dimensions. This shall be manifested in the con-
tinuous decrease of the proportion of agriculture and continuous increase
of the percentage of the service sector in GDP, and visible decrease (since
2006) following an increase in the proportion of industry and manufac-
turing. The population and urban-rural structures will see continuous
decrease in rural population and rural workforce and continuous increase
in urban population and urban workforce, constant increase in the average
years of education for the working-age population as well as in productiv-
ity level. Additionally, comparative productivity across different industries
shows a tendency of convergence. Despite the differences in TFP growth
across stages, China still maintains a high growth from the global perspec-
tive despite being lower than some developed countries in relative contri-
bution. Currently, a major constraint for China’s TFP growth is the
structural contradiction in its economic development that must be solved

16 China Statistical Abstract 2016, p. 70, China Statistics Press, 2016.

7The 13th Five-Year Plan for Economic and Social Development of the People’s Republic
of China, March, 2016.

¥ Data source: World Bank Database: http://data.worldbank.org/indicator/.
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by addressing the structural problems in factor allocation on the supply
side, which further requires eliminating the low efficiency in factor alloca-
tion due to structural contradictions through deepening reforms in all
areas, so as to achieve sustainable economic growth and maintain relatively
high growth.

Furthermore, the theoretical origins and development trajectory of
supply-side reform must be fully understood and the theoretical logic of
supply-side structural reform be clarified if such reform is to be correctly
interpreted. A typical interpretation of supply-side structural reform is to
relate it with the so-called supply-side economics, and to place China’s
supply-side structural reform on par with the policies of Reaganomics
based on supply-side economics. Therefore, it is necessary to introduce
the main arguments of the school of supply-side economics as well as the
background and consequences of Reaganomic policies if China’s supply-
side structural reform is to be understood in depth.

Supply-side economics has its origins in classical liberalism advocated
by French economist Say (1767-1832), who proposed Say’s Law, that is,
demand is automatically created by supply, which is the most important
statement on demand-supply relationship in classical economics.?
Economic policies based on Say’s Law basically feature laissez-faire and
non-intervention, emphasizing the absolute dominating position of the
market, which is exactly the economic policy pursued by major capitalist
countries in the beginning of the twentieth century. However, the Great
Depression looming over the capitalist world from 1929 to 1933 posed a
daunting challenge to economic policies based on classical liberalism.
Unlike the idea of automatic market clearing emphasized by Say,
Keynesianism with “insufficient effective demand” at the foundation grad-
ually gained popularity in principal macroeconomic policies in capitalist
countries.

Keynesianism emphasizes government intervention and control of the
economy with demand management at the core. In practice, the New
Deal implemented by Roosevelt since 1933 effectively addressed the eco-
nomic crisis in U.S. through a series of economic policies characterized by

Y Say’s Law is of great significance in classical economic and neo-classical economic theo-
ries; it laid an important theoretical foundation for general equilibrium theory in later years.
Neo-classical economics emphasizes the absolute effectiveness of the market, believing that
automatic market clearing and Pareto optimality are possible.
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demand management.® In the wake of World War II, Keynesian economic
policies gradually became the universally adopted means of macroeco-
nomic management in capitalist countries.

After capitalist economies soared in the wake of World War II, up to
the 1970s, “stagflation”, that is high unemployment rate accompanied by
high inflation rate stirred up doubts about Keynesian economic policies,
which, centered upon “demand management”, proved ineffective in
addressing stagflation. The liberalism school even blamed the stagflation
on government intervention of the economy, which inhibited the dyna-
mism of market economy. As a result, supply-side economics represented
by the viewpoints of Robert A. Mundell and Arthur B. Laffer was back in
the limelight and became the theoretical foundation for the economic
policies of the Thatcher administration in the U.K. and the Reagan
administration in the U.S. Economic policies implemented by the Reagan
administration, nicknamed “Reaganomics”, included supporting free
market competition, deregulation for enterprises, reducing tax and public
expenditures, advocating balanced budget, emphasizing combating infla-
tion by controlling money supply. In general, the “stagflation” problem
was resolved during Reagan’s presidency?! even though it remains disput-
able whether the alleviation of stagflation in the U.S. was a result of
Reaganomic policies. However, the sequela of Reaganomics was quite
visible. The U.S. fiscal deficit continued to aggravate during the Reagan
administration and even became “normal” for the U.S. economy during
Reagan’s presidency until the mid-1990s. Meanwhile, the income dispar-
ity was also worsening.

In essence, Reaganomics is neoliberal economics with “omnipotence of
the market” at its core, which tends to label necessary and helpful govern-
mental regulation as “distorting the market and creating inequality”; its

20The contents of the New Deal include: reorganizing the financial system, rebuilding the
banking and credit system, abolishing the gold standard, stabilizing agricultural product
prices by government subsidy, launching public works as a relief for the unemployed, creat-
ing jobs and stimulating consumption, improving the social insurance system, formulating
the Social Security Act and other acts concerning labor protection, reforming administrative
institutions, emphasizing the budgeting function of the federal government.

2'The inflation rate in U.S. decreased from 10.35% when Reagan took office (in 1981) to
3.55% at the end of his first term of presidency (in 1985), and remained on a moderate level
during his second term. The economic growth generally remained above 3.5% from 1983 to
1989 with the negative growth in 1982 as the only exception, indicating that the overall
growth was better than the 1974-1980 period.
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policies, opposing to government intervention, aim to boost the propor-
tion and role of the private sector through free trade, open market, priva-
tization, deregulation, tax cuts and public expenditure reduction.
Nevertheless, in light of the transformation of Latin America, the former
Soviet Union and East European socialist countries from the late 1980s to
the early 1990s and the Asian Financial Crisis in the late 1990s, many
failures of the “Washington Consensus” prescribed based on neoliberal
economics have been witnessed in the developing world and the countries
in transition. The eventual results of pursuing neoliberal economics are
weakened macroeconomic regulation capacity of the government, market
disorder, aggregation of systematic risks in economy, all of which will
eventually result in economic crises and social turbulence. Even developed
countries, such as the U.S., have failed to free themselves from the conse-
quences of neoliberal economic policies as a matter of fact, with their eco-
nomic development still troubled by aggravating income gap and soaring
deficits. In a sense, the global financial crisis triggered by the sub-prime
mortgage crisis in the U.S. indicates another typical failure of the adoption
of neoliberal economic theory in the financial sector.

It has to be noted in particular that although supply-side economic
theory as the basis of Reaganomics and the “supply-side structural reform”
currently highlighted in China pursue a similar goal of revitalizing the
economy and boosting economic growth, distinct differences do exist in
policy goals and development stages between China’s supply-side struc-
tural reform and Reaganomics.

The first and foremost goal of Reaganomics is to curb inflation.?? The
stagflation looming over the U.S. economy in the late 1970s was related
to the energy price hike due to the blow on oil supply and the rising mili-
tary expenses to a large extent, resulting in the stagnation of economic
growth and inflation at the same time. Yet despite the minor inflation
pressure,?® China is now burdened by severe structural overcapacity that
is causing distortion in resource allocation. Besides, despite the slow-
down in economic growth, China is still maintaining a moderately high-
speed growth of approximately 7%, which is distinct from what the

22From 1973 to 1981, the U.S. economy entered into a period of continuous high infla-
tion, with average inflation rate reaching 9%, marking a period of high inflation over a rela-
tively long term after the Great Depression.

23For example, CPI has been staying under 3% since 2012; while deflation is seen in PPI
for a succession of 45 months since March 2012.
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U.S. experienced in 1980 when the country was trapped in negative
growth. This has created conditions for China’s supply-side restructuring
from an objective perspective.

Concerning the development phase, the current economic structure in
China shows clear difference from the U.S. economy during Reagan’s
administration. In 1980, the urbanization rate of the U.S. was 73.74% and
added value of the service sector in GDP registered at 63.57%, employing
65.70% of the working population in the U.S. All these indicators are typi-
cal of developed economies. In contrast, China’s urbanization rate in
2015 was 56.1%, with added value of the service sector accounting for
50.5% of GDP, employing 42.4% of the working population in China, and
the income level of the Chinese population remains in the middle-
income range.

The two differences illustrated above determine that China’s policies of
supply-side structural reform must avoid repeating the economic policies
implemented by Reagan in the 1980s, with Reaganomic policies high-
lighting tax cuts (especially for capital income and the rich) and deregula-
tion in an cffort to tackle stagflation.?* China, on the other hand, focuses
on economic restructuring and transformation of the economic develop-
ment model as the core of its supply-side structural reform, aiming to
improve TFP by developing the adaptability and flexibility of the supply
structure. Therefore, China’s supply-side structural reform is essentially
distinct from the U.S. policies in the early 1980s based on Reaganomics in
terms of policy target and development stage. In this sense, directly apply-
ing Reaganomic policies to China’s supply-side structural reform would
be a mismatch and a misconception, hence China’s supply-side structural
reform should by no means be taken as the Chinese version of
“Reaganomics”.

Furthermore, a key contributor to China’s successful economic reforms
is the country’s self-awareness and autonomy in implementing the eco-
nomic reforms. From the perspective of self-awareness, during the imple-
mentation of economic reforms, China did not miss the right timing for
reform and development due to overcaution in facing various possible

24In 1980, the marginal tax rate for individual income tax in the U.S. ran as high as 70%
at the maximum; while the maximum corporate income tax registered at 46%. Despite the
visible economic recovery in the U.S. during the Reagan administration as compared to the
mid-1970s and 1980s, many analysts believe that such recovery was not completely attribut-
able to Reagan’s economic policies.
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risks triggered by reform; while from the perspective of autonomy, China’s
economic reforms are based on the reality of the country’s economic
development with readiness to adapt to the objective trend of economic
globalization rather than blindly copy the so-called international experi-
ence. For example, when making the decision to build the socialist market
economic system, China refused to blindly adopt the approaches pre-
scribed in the “Washington Consensus”. Likewise, the current supply-side
structural reform in China also reflects the self-awareness and autonomy in
pressing ahead with economic reforms.

Thirdly, as China’s economic growth enters into the “new normal”,
supply-side structural reform has its rationale in reality. The downturn of
China’s economic growth is not only a pressing issue of the current eco-
nomic fundamentals but also has raised global concerns, as China is not
only the second largest economy (in exchange rate) or the largest econ-
omy (in purchasing power parity) but also the biggest trading country in
the world. Therefore, the future trend of China’s economy will have a
direct spillover effect on 240 countries and regions in the world, which is
especially true to 130-140 countries and regions for which China is an
important trading partner. This is the biggest difference from the eco-
nomic reforms from the previous stages. A clear understanding of the real-
istic rationale of the supply-side structural reform is, in itself, a correct
answer to why supply-side structural reform should be identified as the
backbone in the 13th Five-Year Plan period. Sticking to the backbone is to
focus on the principal factors determining economic development and
main contradictions to be addressed for future economic growth. Once
these factors are clear, the details will fall into place. This in turn requires
a clear understanding of two major questions facing the current economic
growth: first, how to correctly interpret the economic downturn during
the 12th Five-Year Plan period? Second, how to secure growth by restruc-
turing during the 13th Five-Year Plan period rather than boosting domes-
tic demand in 1998 and 2008 in the context of financial crisis?

The economic slowdown during the 12th Five-Year Plan period high-
lights the necessity for supply-side structural reform. China’s average eco-
nomic growth stood at 9.6% between 1978 and 2015, on par with Japan’s
average economic growth of 9.35% between 1950 and 1972 and higher
than that of South Korea (8.6%) between 1961 and 1996.%° In terms of

2 GDP calculated in US dollars of 1990, data source for calculation: Angus Maddison,
2011, Historical Statistics of the World Economy: 1-2008 AD.
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Fig. 4.3 China’s economic growth rate (1978-2015). (Data Source: National
Bureau of Statistics: China Statistical Abstract 2016, p. 24)

economic fluctuations, China’s rapid economic growth was not exempted
from several rounds of temporary decrease (see Fig. 4.3), including the
forced adjustment from 1978 to 1981 resulting in a slowdown from 11.6%
to 5.1%, a second round of forced adjustment between 1984 and 1990
resulting in a slowdown from 15.2% to 3.9%, a fallback from 14.3% to
7.6% during the 1992-1999 period and a further slowdown from 14.2%
to 6.9% trom 2007 to 2015. In general, China’s economic growth shows
more stability since the reform and opening-up, in particular, no major
boom and bust characteristics of the planned economy occurred in China
since 1992, indicating the country’s maturing capability of macro regula-
tion and control. Overall, changes in the economic growth rate are the
result of combined effects of external demand factors (or cyclical factors),
internal structural factors and macro regulation and control. However,
cach round of adjustment involves economic restructuring that in turn
lays the foundation for growth in the next phase.

China’s economic growth has entered into the “new normal” since
2011, with growth gradually slowing down from 9.5% in 2011 to 6.9% in
2015 (falling below 7% for the first time since 1991). An important view-
point on such downturn is that China’s economy is impacted by cyclical
factors, that is, its growth hampered by the slowdown (or even negative
growth) of external demand. With regard to external demand, the 2008
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global financial crisis did deliver a heavy blow on China’s economy, which
is directly related to China’s openness and deep involvement in the world
economy. In light of the current world economic fundamentals and
China’s economic growth trend in recent years, the sluggish or even
shrinking external demand does explain, to a large extent, China’s eco-
nomic growth downturn: during the 12th Five-Year Plan period, the pro-
portion of China’s import and export volume of goods in GDP shrank
from 49.16% in 2011 to 35.74% in 2015, which was even lower than prior
to China’s entry into WTO (38.8% in 2001).

In the wake of the financial crisis, the world economy has been ushered
into a period of fluctuation, transition, transformation and adjustment
with clashes of old and new thinking modes, shift from obsolete to emerg-
ing driving forces, comparison of conventional and unconventional pow-
ers and alternation of traditional and newly established rules.? In general,
the world economy in recent years has been facing a new reality character-
ized by “low growth in trade, sluggish economic growth and high public
debt”?” as it undergoes structural changes, generally turning for the better
and yet facing tremendous uncertainties. On one hand, the role of emerg-
ing economies as an engine for world economic growth is weakening and
disintegrating; on the other hand, the contribution of developed econo-
mies for boosting growth is too limited to enable a smooth recovery of the
world economy. Moreover, uncertainties that may influence world eco-
nomic growth should by no means be overlooked. For instance, the nega-
tive interest rate policy implemented respectively by the European Central
Bank at the end of 2015 and by Bank of Japan in late January 2016 has
confronted the stability of the global financial system with new uncertain-
ties; economic growth in Europe is highly likely to suffer from the conse-
quences of Brexit, which will in turn trigger a profound impact on the
global capital market. Besides, Donald Trump’s vowing into presidency
and the interest rate hike in the U.S. will also prove to be pivotal factors
influencing the world economy. Altogether, the negative impact of the
“reverse-globalization trend” emerging in recent years on the growth of

26 Chen Wenling, Yan Shaojun, New Trends and New Characteristics of World Economic
Development of Today [J], Nanjing Social Sciences, 2016 (5): 1-9.

?7In October 2014, Christine Lagarde, Managing Director of IMF, pointed out that the
world economy entered the “new mediocre”, that is, low growth over the long term. In April
2015, she warned again that we must prevent the “new mediocre” from evolving into the
“new reality” of lower growth today.
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global trade and world economic growth inevitably constitutes an adverse
impact on China’s economic growth.

Although the impact of external factors on China’s economic growth
should by no means be overlooked, it would be too much of a one-sided
view to argue, on this basis, that the major problem currently confronting
China’s economy is a cyclical one, as the impact of structural problems on
China’s economic growth is not to be neglected. The cyclical factors aris-
ing from the global financial crisis caused China to launch a massive eco-
nomic stimulation plan from late 2008 to 2010 to “stabilize the growth”,
which in turn aggravated the structural contradiction of China’s economy
and became increasingly visible during the 12th Five-Year Plan period.
Therefore, the sluggish external demand is the external and secondary
cause for the economic downturn in recent years while structural prob-
lems prevailing in the domestic economy is the internal and primary cause.

A significant factor exacerbating the structural problem of China’s
economy is the impact of real estate investment on economic growth (see
Fig. 4.4). Prior to the global financial crisis, the nominal growth rate of
real estate investment in urban China reached 27.4% between 2000 and
2007, close to twice the nominal GDP growth (15.1%). After the out-
break of the global financial crisis, the growth rate of urban real estate
investment shrank to 14.1% in 2009 and bounced back to 32.8% in 2010.
The beginning of the 12th Five-Year Plan period saw a significant decline
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in urban real estate investment growth, hitting 0.38% in 2015, resulting in
the economic downturn in recent years. More importantly, the sluggish
growth in real estate investment directly led to declining demand growth
in sectors closely related to real estate investment (such as coal, steel,
cement, construction materials), hence constituting a key cause for over-
capacity in coal and steel industries, and so on, resulting in the current
pressure of de-inventory and de-capacity. Furthermore, in an effort to
combat the international financial crisis, the economic stimulation plan
launched in late 2008 encouraged banks to grant loans to real estate, steel,
cement, and so on. With enthusiastic support from the local government,
local financial platforms also received massive credit loans from the bank.
The explosive expansion of trust loans between 2011 and 2013 resulted in
mounting debts and continuously growing leverage of local governments,
which has contributed to the de-leveraging pressure of today.

During the 13th Five-Year Plan period, supply-side structural reform
has become the key item on the economic development agenda. Despite
the economic downturn during the 12th Five-Year Plan period, visible
achievements have been made in economic restructuring, which is in line
with the direction of economic restructuring aiming at long-term eco-
nomic growth. On a macro level, restructuring during the 12th Five-Year
Plan period is mainly manifested in the following aspects: visible decrease
of the proportion of the secondary industry and significant increase of the
proportion of the tertiary industry.?® The proportion of the tertiary indus-
try rose from 44.2% in 2010 to 50.5% in 2015, that is, an increase of 6.3
percentage points; while the proportion of the secondary industry dropped
from 46.2% to 40.5%, that is, a decrease of 5.7 percentage points, both
rates of change are significantly higher than all previous five-year plan peri-
ods. Furthermore, restructuring will inevitably trigger changes in the
growth momentum, yet there tends to be a time lapse between the obso-
lete momentum phasing out and the new momentum playing its leading
role. In the case where the recession of the obsolete momentum is much
faster than the growth of the new momentum, economic growth would
stay sluggish for a short term. Therefore, the economic slowdown is but a
natural result of restructuring. A comparative analysis of the average pro-
vincial GDP growth and the rate of change of the secondary and tertiary

8The proportion of the primary industry only dropped by 0.6 percentage point from
2010 to 2015, much lower than other Five-Year Plan periods. In 2010, the proportion of the
primary industry in GDP was 9.6%, which has basically entered into a period of slow change.
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Fig. 4.5 Changes in economic growth rate and structure in various regions dur-
ing the 12th Five-Year Plan. (Data Source for Calculation: National Bureau of
Statistics: China Statistical Abstract 2011-2016)

industries during the 12th Five-Year Plan period (see Fig. 4.5) shows, to a
certain extent, a negative correlation between GDP growth and the
change of the proportion of the tertiary industry as well as a positive cor-
relation between GDP growth and the change of the proportion of the
secondary industry, that is, in regions with sharp increase of the tertiary
industry and sharp decrease of the secondary industry would see compara-
tively sluggish GDP growth. Therefore, considering the structural factors,
the economic slowdown during the 12th Five-Year Plan period was rea-
sonable and should not have prompted excessive pessimism, not to men-
tion that the average economic growth during this period registered at
7.8%, which, although lower than 9.9% growth between 1978 and 2010,
still exceeded the expected target of 7%.

In terms of comprehensive development indicators, the quality of eco-
nomic growth improved significantly during the 12th Five-Year Plan
period, as indicators of industrial structure, urban-rural structure, science
and technology (except for the proportion of R&D expenditures in GDP),
education and environment have basically achieved the expected goals of
the 12th Five-Year Plan period. An evaluation of all previous five-year
plans based on the method of goal congruence shows that the fulfillment
rate was 64% for the 10th Five-Year Plan, 86% for the 11th Five-Year Plan
and 96% of the 12th Five-Year Plan. Therefore, it can be seen that the
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comprehensive fulfillment rate of the 12th Five-Year Plan was higher than
that of the two previous five-year plans despite the economic downturn
during this period, and this has created favorable conditions for moder-
ately high economic growth and implementation of supply-side structural
reform during the 13th Five-Year Plan period. Generally speaking, the
structural changes emerging during the 12th Five-Year Plan period were
fundamental; they were positive and benign long-term changes that were
basically consistent with the long-term development trend of China’s
industrialization (in the later stage of decrease of the proportion of sec-
ondary industry) and urbanization (in the stage of rapid growth of the
proportion of urban population), with continuous upgrading in the con-
sumption structure of residents (in particular, Engel’s coefficient for both
urban and rural residents fell to 30% approximately, marking the attain-
ment of a better-off level),? this is in line with the fundamental direction
of China’s economic restructuring and optimization over the long term.
Despite the remarkable achievements of China’s economic restructur-
ing during the 12th Five-Year Plan period, the structural problems remain
prominent and the restructuring efforts are far from sufficient, with the
pressure of “stabilizing growth” and the challenge of “restructuring” co-
existing, which, if not properly handled, would tumble into aggravated
contradiction. On one hand, economic growth during the 13th Five-Year
Plan period remains an important indicator measuring development dur-
ing this period, as whether China would achieve its goal to double the
country’s economic size by 2020 on the basis of 2010 is at stake. A well-
grounded understanding of the economic growth during the 13th Five-
Year Plan period must be based on a thorough evaluation of the potential
growth of China’s economy, which refers to the achievable growth on the
condition of effective allocation of economic factors that can be sustained
over a considerably long term. Multiple evaluations exist for China’s
potential economic growth in the future. For example, Cai Fang believes
that the country’s potential economic growth during the 13th Five-Year
Plan period is 6.2%,% his main argument being the workforce shortage
resulting from the aging population and the subsequent decline in returns
on capital investment; Zhang Jun, on the contrary, argues that China’s

2In 2015, Engel’s coefficient was 30.6% for all residents in China, 29.7% for urban resi-
dents and 33.0% for rural residents.

30Cai Fang: Growth Potential + Reform Dividend—How to View China’s 7% Economic
Growth in the First Half of the Year, People’s Daily, 2015-8-5(2).
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potential growth rate for the next decade is approximately 7%—8%, mainly
for the reason of the major per capita income gap between China and
developed countries®!; Justin Yifu Lin, on the other hand, believes that
China could achieve an 8% potential economic growth for at least another
ten years, with similar argument that the per capita income for Chinese
residents is on a relatively low level, hence will still benefit considerably
from the late-mover advantage.3?

Based on a multi-dimensional consideration of the late-development
advantage, the momentum of industrial restructuring, the driving force of
urbanization, the aggregate effect and economies of scale of human capital
and the innovation-driven potential, it can be reasonably and safely stated
that China’s potential economic growth rate is likely to stay close to 7% in
the next decade. The economic growth target established in the 13th
Five-Year Plan is above 6.5%, which is the bottom line for economic
growth but not without some margin of adjustment; it does not exceed
China’s potential economic growth rate while leaving adequate room for
restructuring. In the long run, structural factors remain the key determin-
ing factors for China’s potential economic growth rate in the future,
which, if properly handled, would be crucial for aligning the actual growth
rate with the potential growth rate for China’s economy in the future.

In terms of external demand, if the “new reality” becomes the “new
normal” for the world economy, China would reduce itself to a passive
position in “stabilizing growth” if we identify our hopes to overcome the
current economic dilemma in improved external demand. Therefore,
restructuring must aim at securing the initiative for stabilizing growth.
China’s economic growth rate in the future will both depend on the exter-
nal demand factor (or cyclical factor) and, more importantly, restructuring
at a deeper level. Considering structural factors, a key driving force for
China’s rapid economic growth since the reform and opening-up is the
continuous optimization of the economic structure. Currently, the struc-
tural problem is particularly visible in the high inventory of real estate and
over-capacity of certain industrial sectors with hiking leverage and soaring
costs of business operation.* From 2012 to 2016, China’s PPI (producer

31 Zhang Jun: Potential Growth Rate of China’s Economy, The Financial Times (Chinese),
2013-10-28.

2Justin Yifu Lin: China’s Economy Possesses Potential to Maintain 8% Growth for At
Least Another 10 Years, The Economic Daily, 2015-3-22 (4).

30n February 23, 2016, New Year gambling hints at Chinese entrepreneurial vigour pub-
lished on The Financial Times cited BIS estimation that by the end of the second quarter of
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price index) underwent deflation for a succession of four years, demon-
strating that the major problem prevailing in China’s economy is on the
structural level, with visible overcapacity in traditional industrial manufac-
tured goods and capacity utilization rate of certain industries apparently
lower than the international level. This shows that China’s traditional
industrialization is running into a dead end and that the poor efficiency of
factor allocation is highly likely to cause mounting financial risks. To solve
these problems is the short-term goal of supply-side structural reform,
which, nevertheless, is unlikely to be achieved within a matter of one, two
or a few years’ time.

China is at a critical moment with its economic growth shifting gears,
labor pains in restructuring and a process to digest the stimulation policies
in the previous stage “overlapping” with one another. With profound
transformation of the strategic window of opportunities, China is still fac-
ing daunting challenges in seizing and leveraging on this strategic window,
especially considering that TFP improvement and steady economic growth
are constrained by the outstanding structural problems accumulated over
the long term. In this sense, pressing ahead with supply-side structural
reform on a deeper level is not only a palliative to address the current
structural contradictions, but also a far-sighted move to create strategic
opportunities for sustainable economic development in the future. During
the 13th Five-Year Plan and even a longer period, China will carry on with
its restructuring efforts and its economic growth rate will be subject both
to the impact of internal and external demand and to the actual allocation
of supply-side factors, that is, structural factors to a large extent. Changes
in China’s future economic structure will still be seen in the changing
proportions of the secondary and tertiary industries. Therefore, identify-
ing supply-side structural reform as the cardinal line of economic develop-
ment during the 13th Five-Year Plan period is consistent with the realistic
need of China’s sustainable economic development over the long term.
Stabilizing growth through restructuring at a deeper level is on the top of
the current economic development agenda.

The 13th Five-Year Plan has explicitly identified supply-side structural
reform as the priority for development, indicating that it does not only

2015, the proportion of debt of non-financial enterprises in China has exceeded 160% of
GDP, remarkably higher than that of Europe and Japan at close to 110%, visibly higher than
that of the U.S. and U.K. at around 70% and significantly higher than that of India (50.1%),
Brazil (75%) and Russia (57%) approximately.
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focus on addressing the highlighted structural contradiction currently fac-
ing China’s economy, but also aim at mid- and long-term economic devel-
opment of the country. In terms of the short-term goal, the main tasks
such as de-capacity and de-inventory identified during Central Economic
Work Conference must be accomplished, not to ignore stabilizing growth
and reducing risks. From a mid- to long-term perspective, the fundamen-
tal goal of supply-side structural reform is to accelerate the transformation
of the economic development model and to improve labor productivity
and TEFP so as to stabilize potential economic growth. In particular, the
13th Five-Year Plan highlights green development while emphasizing
restructuring. The Chinese government has pledged to achieve the peak-
ing of CO, emissions around 2030 and to make best efforts to peak ear-
ly.?* This shows that emission reduction and environmental quality
improvement would be binding conditions for China’s long-term eco-
nomic growth as well as important structural factors influencing such
growth in the future. In this sense, structural issues are the long-term
factors at play for China’s economic development.

4.2.2  Supply-Side Structuval Reform Ushers in China’s
New Normal

Theoretically speaking, implementing supply-side structural reform has
three implications. First, on a micro level, it requires improvement of allo-
cation efficiency of production factors on the supply side as well as higher
TEP for the transformation of growth drivers. Second, on a meso level, it
implies optimization of economic structure, reducing ineffective demand
through de-inventory and de-capacity while expanding effective demand
and innovating demand models through development of new industries
and creation of new business models to rectify the mismatch between sup-
ply and demand, and hence enabling economic development to build
upon the dynamic equilibrium between supply and demand. It must be
pointed out, however, that supply-side structural reform is not a synonym
of “shock therapy” of economic restructuring, which is the normal for

30n November 12,2014, U.S.-China Joint Announcement on Climate Change was offi-
cially published by the heads of state of China and the U.S. On September 3, 2016, at G20
Summit in Hangzhou, Chinese President Xi Jinping and U.S. President Obama successively
submitted documents of approval of the Paris Climate Change Agreement to UN Secretary-
General Ban Ki-Moon.
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China’s economic development and a long-term mission; instead, such
structural reform must remain aligned with the objective demand of eco-
nomic restructuring. Third, on an institutional level, synergy of reform
should be built by in-depth execution of various institutional arrange-
ments (such as decentralizing and organizational streamlining, facilitating
new urban construction, deepening SOE reform, deepening capital mar-
ket reform, accelerating the implementation of innovation-driven devel-
opment strategy), with the market playing a decisive role in resource
allocation. Meanwhile, the government shall play an active role where the
market fails to function (e.g. environmental protection, poverty allevia-
tion, provision of public services, anti-monopoly, basic research, etc.).

In general, supply-side structural reform was proposed in the context of
China’s practice of economic development and reform and represents a
new exploration of the CPC Central Committee into China’s economic
development theory since the 18th CPC National Congress; it is gradually
shaped based on the principal issues and milestone targets of China’s eco-
nomic development both currently and in the future.?® The idea of supply-
side structural reform is proposed in light of some prominent difficulties
facing China’s economy in the current stage (such as excessive inventory
of real estate, overcapacity, soaring debts, high costs burdening enter-
prises), the solution of which constitutes short-term goals for supply-side
structural reform yet it would be unrealistic to expect such goals to be
achieved within one or two years. Therefore, no once-for-all or instant

#First, “cnabling the market to play a decisive role in resource allocation” was first pro-
posed during the 3rd Plenary Session of the 18th CPC Central Committee in 2013, followed
by President Xi Jinping’s statement in 2014 that China’s economy has entered into the “new
normal”, whose main features are summarized from the aspects of growth speed, economic
structure and growth momentum, that is, from high speed growth to moderately high speed
growth, continuous optimization and upgrading in economic structure, switching from
investment-driven to innovation-driven growth. Third, in 2015, the five development con-
cepts described as “innovation, coordination, greening, opening-up and shared” develop-
ment were first proposed at the 5th Plenary Session of the 18th CPC Central Committee,
focusing not only on the transformation of the economic growth model but also on that the
achievements of economic development should be shared by the people. Fourth, in 2015,
President Xi Jinping stated that “efforts should be made to strengthen Supply-side structural
reform” for the first time during the 11th Session of the Leading Group for Financial and
Economic Affairs, which was further clarified at the Central Economic Work Conference.
Furthermore, in the group study organized by the Politburo at the end of January 2016,
“pressing ahead with structural reform, especially on the supply side” was identified as a
strategic highlight in the 13th Five-Year Plan.
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solution possibly exists for supply-side structural reform due to the long
process of China’s urbanization and transformation of the demand struc-
ture, which corresponds to the stage of China’s development from a mod-
erately high-income country to a high-income country. This, from an
objective point of view, determines the importance, necessity and long
duration of the supply-side structural reform.

From 2010, China has ranked among the upper-middle-income coun-
tries in terms of economic development level. The “new normal” during
the 12th Five-Year Plan period featured a slowdown in economic growth,
a change of gears, and in-depth economic restructuring, which have built
a solid foundation for supply-side structural reform. In light of the current
development state, China’s economy is at a critical moment of transition-
ing to the next phase: new urbanization construction has entered into the
key stage, with urbanization rate in China reaching 56.1% in 2015, which
is expected to exceed 60% in 2020 and approximately 70% in 2030.
China’s economic restructuring in a post-industrialized society is also in a
pivotal phase. With industrial structure upgraded from an industry-
dominated one to a service-dominated one, it is expected to attain relative
stability by 2030, with industrial output accounting for around 23% of
GDP while the percentage of service sector in GDP exceeding 60%, mak-
ing it a key period in overcoming the “middle income trap”. It is estimated
that China’s national income per capita shall rank among high-income
countries by 2025. A holistic overview shows that the period from now up
to 2030 represents a critical stage for China’s industrial restructuring and
transformation in the economic growth model driven by industrial and
consumption upgrading, during which pressing ahead with supply-side
structural reform on a deeper level bears strategic significance for China’s
economy to evolve into a more advanced stage featuring more efficient
models, more sophisticated division of labor and a more rationalized
structure.

4.2.3  How to Promote Supply-Side Structural Reform:
The Formula

As the country’s economy evolves to a more advanced phase, it has to
confront a more sophisticated economic growth as well as more daunting
challenges of industrial restructuring and upgrading at the core of this
growth. Economic restructuring indicates varying growth rates among
industries, some of which are in a fast-growing cycle while others are in
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decline. Therefore, both “addition” and “subtraction” are seen in the
industrial development trend. Besides, upgrading of industrial structure
includes both continuous improvement in technical competence and
capacity building for green development in various industrial sectors with
effective containment of risks in different links of economic growth; thus,
industrial structure upgrade requires “multiplication” and “division” as
well. Based on the above analysis, deepening supply-side structural reform
is a wise combination of “addition, subtraction, multiplication and divi-
sion” in the industrial structure adjustment and upgrading by comprehen-
sively leveraging on the policy portfolio for optimized economic structure
and higher level of sustainable development in economic growth. The
following formula shows how the arithmetic fundamentals—addition,
subtraction, multiplication and division—are used to facilitate supply-side
structural reform.

Policy
portfolio = [Increase effective supply + eliminate ineffective supply]

Innovation — driven

Green development

“Addition” refers to the expansion of new space for economic develop-
ment, building room for basic sectors (such as agriculture) in the national
economic system, and meeting the demand for people’s wellbeing and
expectations for higher quality of life as well as building up the effective
supply capacity. This includes higher levels of professional, scaled-up and
modernized agricultural production and advancement in agricultural
industrialization and market-oriented development to satisty people’s
demand for high quality agricultural products; facilitation of emerging
industries of strategic significance and acceleration in industrial restructur-
ing in the manufacturing sector to boost the development of new prod-
ucts, new industries and new business models; adaptation to the trend of
higher proportion of the service sector in national economy and accelera-
tion of its overall development through institutional innovation, lowering
the bar for private capital to invest in high-end services to release the
potential of private capital in boosting the development of the service sec-
tor, especially in areas related to people’s wellbeing and quality of life such
as elderly care, health services, tourism, culture and entertainment and so
on. Efforts should be made to promote coordinated regional development
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and to build a solid foundation for “new space” of regional development,
pressing ahead with the three regional strategies, that is, coordinated
development of Beijing, Tianjin and Hebei, the Yangtze River Economic
Belt and the Belt and Road Initiative, conscientiously implementing the
new urbanization strategy, quickening up the pace to enhance the urban-
ization rate for the registered population and exploring for various public-
private partnership (PPP) models in infrastructure and public utilities.

“Subtraction” refers to the elimination of ineffective supply, obsolete
productivity as well as institutional barriers restraining economic agents
from active engagement and unnecessary government intervention of cor-
porate activities, thereby stimulating the dynamism of enterprises as micro-
agents. At present, efforts in de-capacity and de-inventory should continue,
building on the basis of preliminary success in these areas. Discriminatory
institutional environment placing private capital at a disadvantaged posi-
tion should be reversed while regulations and practices impeding single
market and fair play should be abolished, so as to eliminate institutional
discrimination against private capital in its access to industries. Investment
scope should be broadened for private capital by implementing measures
to relieve tax burdens for enterprises and raise the taxation threshold for
small, medium-sized and micro enterprises. Optimizing the development
pattern of state-owned enterprises also depends on “subtraction” with the
following key tasks identified: stripping non-core businesses with poor
market competitiveness and low profitability which are not serving public
benefit; eliminating “zombie enterprises” among SOEs and building up
the scale, quality and competitiveness of SOEs by lean management and
core capacity building.

“Multiplication” refers to shaping an innovation-driven development
model in all aspects, with innovative development ranking first among the
five development concepts proposed in the 13th Five-Year Plan and
“innovation-driven” as a major indicator of economic and social develop-
ment during the 13th Five-Year Plan period. In general, innovation as a
driving force will impact all dimensions of transforming the economic
growth model and produce a multiplier effect in industrial upgrading and
economic growth quality improvement. The success of “multiplication”
will depend on three pillars: first, building an innovation input mechanism
in society with institutional innovation playing a steering role, while
improving the national innovation system; second, reviewing the income
distribution system with more incentives for those possessing science and
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technology expertise, thus inspiring various stakeholders to innovate;
third, allowing capital markets to function as a catalyst in translating inno-
vation findings into application, deepening the reform of capital markets
and shaping a capital market environment that encourages innovation and
entrepreneurship, quickening the pace of transformation of scientific and
technological achievements, thereby achieving a healthy development of
innovation with application of science and technology. In general, as
China strides toward the bar of high-income countries, the “multiplica-
tion effect” of innovation as a driving force would play a decisive role.

“Division” refers to the reduction of resource consumption, pollution
and emissions per unit of GDP. For example, saving energy and water
while cutting emissions of waste water, exhaust gas, solid waste and CO,,
essentially aiming to achieve green development and building capacity for
sustainable development. An overview of the implementation of the 11th
and 12th Five-Year Plans shows that targets related to natural resources
and the environment have been by and large achieved; while 10 among 25
targets during the 13th Five-Year Plan period are under the category of
natural resources and environment, all of them being obligatory, indicat-
ing that green development is promoted to a new height of overall national
development. Success in “division” depends on both stronger social
awareness of green development, the facilitation of which being integrated
in every link of production and daily life, and the establishment of a set of
strict “division” standards of energy saving, consumption reduction and
emission cut as the baseline in production, which is to be conscientiously
implemented without compromise. Additionally, guiding policies such as
green finance (the strict implementation of green standard in government
procurement) encourage green production by enterprises and green con-
sumption by citizens. In general, the success of “division” is to facilitate
green development, which influences every dimension in improving the
quality of China’s economic growth and helps to consolidate the founda-
tion of sustainable development, ensuring the steady and sustainable
development of China’s economy.

It has to be pointed out that the application of these four “arithmetic
fundamentals” in various fields are not isolated from one another; on the
contrary, policy portfolios incorporating “addition, subtraction, multipli-
cation and division” should be developed based on actual needs, leverag-
ing on the synergy of different policy measures, adapting to and actively
leading the new normal of economy. These policy portfolios include: (1)
fully leveraging on “multiplication” for “addition”, for example, boosting
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the development of new industries and business models with technologi-
cal innovation, of which the currently thriving “platform economy” is a
typical example. (2) “Subtraction” based on the standards of “division”.
For example, “division” standards may be set for energy use, resource
consumption, pollution and emissions of industrial sectors undergoing de-
capacity, eliminating enterprises that fail to comply with the standards. (3)
“Multiplication”-enabled “division”, that is, promoting energy saving,
consumption reduction and emission cut among enterprises through tech-
nological innovation.

In addition, continuing with supply-side structural reform is not a risk-
free move, especially considering the release of internal risks such as social
risk triggered by unemployment due to restructuring in certain industrial
sectors and financial risk due to various structural factors. In the mean-
time, changes in external economic environment (for instance, the impact
of de-globalization on world trade growth) may also put pressure on
China’s efforts to stabilize its economic growth and to optimize its struc-
ture, which may be regarded as external risks. Apart from active preven-
tion and early identification of these internal and external risks, proactive
countermeasures are also needed through macro regulation and control;
that is to say, in pressing ahead with supply-side structural reform, various
measures of massive regulation and control need to be taken, enabling fis-
cal policies, monetary policies, foreign trade policies and investment and
funding policies to play their roles in stabilizing growth and alleviat-
ing risks.

In order to create a favorable social environment for the deepening of
various reform schemes, internal risks such as social risks can be effectively
circumvented and controlled by targeting the weaknesses. De-leveraging
should be continued as a proactive measure to mitigate and prevent finan-
cial risks, which, to some extent, may create conditions for reducing costs.
To tackle external risks, we should provide guidance for Chinese enter-
prises to go global, actively engage in various regional economic organiza-
tions and forums and firmly oppose the trend “de-globalization” in any
disguise. External risk assessment and stress test should be strengthened in
all areas such as international trade, outbound investment, regional eco-
nomic cooperation, foreign exchange reserves and stabilization of
exchange rate to avoid passivity. In a word, with deepening supply-side
structural reform and increasingly sophisticated relationships between sta-
bilizing growth, restructuring and controlling risks, it is necessary to sta-
bilize growth by means of macro regulation and control in order to
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prevent risks deriving from releasing too quickly, which may result in a
more challenging situation of restructuring.

On the whole, the key to deepening supply-side structural reform is to
adapt to the objective trend of China’s economic development, taking the
initiative to adapt to the “new normal” and actively guiding it with policy
portfolios of “addition, subtraction, multiplication and division” as well as
effective containment of various internal and external risks. This will help
facilitate China’s economic restructuring and transformation in economic
growth model, enable its economic transformation and upgrading, with
its growth momentum shifting from investment to consumption and its
leading sector from industry to services, eventually making China’s econ-
omy better in steadiness, quality and sustainability as it moves toward a
more advanced stage of development, enabling it to better fuel the world
economic growth in a sustainable manner.

4.3  SurrLY-SIDE STRUCTURAL REFORM: CHINA’S
PRACTICAL AND THEORETICAL INNOVATION

For the first time in history, “supply-side structural reform” was stated in
The 13th Five-Year Plan for Economic and Social Development of the People’s
Republic of China as the theme of the Five-Year Plan, epitomizing the
three key words—“reform”, “supply-side” and “structural” since the
reform and opening-up while functioning as the backbone for China’s
economy to enter and lead the way of the “new normal”. A statement of
President Xi Jinping explains this reform fully: “the key to supply-side
reform is to liberate and develop productivity, promoting restructuring
through reform, reducing ineffective and low-end supply while expanding
effective and mid-to high-end supply, strengthening the adaptability and
flexibility of the supply structure to changing demands and improving
total factor productivity”. “In terms of political economy, the essence of
supply-side structural reform is to enable China’s supply capacity to satisfy
the people’s constantly rising, upgrading and personalized material, cul-
tural and eco-environmental demands, so that the aim of production in a
socialist economy can be achieved”.3¢ Supply-side structural reform is
essentially the constant adjustment of production relations. It adapts to

3¢ Xi Jinping, Speech on the Workshop of Studying and Implementing the Principles of the
5th Plenary Session of the 19th CPC Central Committee for Key Officials on Provincial and
Ministerial Levels, January 18, 2016, People’s Daily, May 10, 2016.
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productivity while liberating and developing productivity, reflecting both
the fundamental principles of Marxist political economy and China’s prac-
tices and theories in the context of China’s reform and opening-up today.
Primarily an interaction between China’s innovation in practice and in
theory, supply-side structural reform is the guiding theme of the country’s
future economic development and transformation of the development
model, providing a theoretical foundation and a political consensus for the
next step in practical innovation. As it is well said by Mao Zedong: correct
ideas come from nowhere but social practice. Once correct ideas repre-
senting the advanced class are mastered by the mass, they shall transform
into material forces to rebuild the society and revolutionize the world.?”

3 Mao Zedong, Where Do Correct Ideas Come From? Selected Writings of Mao Zedong,
Volume VIII, pp. 320-321, The People’s Publishing House, 1999.
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CHAPTER 5

Looking Ahead: China Becoming a High-
Income Economy

Nearly four decades of reform and opening-up shows that China is one of
the few successful cases of development. First, sustained high growth
became a reality in China. China’s GNP grew by 32.19 times from 1978
to 2016 at constant prices, that is, an annual increase of 9.6%, of which the
annual GDP growth hit 9.9% and 7.8% from 1978 to 2010 (high-speed
growth) and from 2011 to 2016 (moderately high-speed growth) respec-
tively on average.

Second, China has achieved leapfrog development from an extremely
low-income level to upper-high-income. In 1978, China’s GNI per capita
was less than half of the average of low-income countries and ranked close
to the bottom of the world. According to statistics provided by the World
Bank, China ranked 175th among 188 economies with available statistics,
13th from the bottom and amongst the last 6.9%, indicating a typical least
developed country; by 1990, China ranked 178th among 200 economies
with available statistics, 22nd from the bottom and amongst the last
11.0%, by which China basically resolved the subsistence challenge for its
population'; in 2000, China ranked 141st among 207 economies with

IReport of the 14th CPC National Congress pointed out that the subsistence problem has
been basically resolved for 1.1 billion people, as China is striding toward a moderately pros-
perous society. Jiang Zemin: Quickening the Pace of Reform, Opening-up and Modernization
Construction, Aiming for Greater Victories of the Cause of Socialism with Chinese
Characteristics—Report at the 14th CPC National Congress (October 12, 1992).
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available statistics, 66th from the bottom and amongst the last 31.9%,
marking the country’s entrance into the lower-middle-income bracket
with a moderately prosperous socicty shaped in general?; by 2015, China
ranked 96th among 214 economies with available statistics, 44.6% from
the top as the country stepped into the upper-middle-income phase and is
at a critically strategic stage to build a moderately prosperous society in all
aspects. The basic plan for the next step is to enter the high-income phase
and successfully become a high-income country within the next decade
through overcoming the “middle income trap”.

5.1 IncoME GrOUP CLASSIFICATION OF CHINA’S
ProvINCIAL REGIONS

Based on the World Bank statistics, we have conducted an analysis of
countries and regions with population over 1 million from 1995 to 2015
using absolute income method (GNI per capita in US dollars, statistics
based on Atlas method) and relative income method (PPP, international
dollar in 2011), aiming to understand China’s development track from a
low-income to a moderately high-income level from the perspective of
international development. Statistics of 1995, 2005 and 2015 have been
chosen with data samples spanning 20 years.

5.1.1  Absolute Income Method

According to the absolute income method, in 1995, the aggregate popu-
lation of low-income countries (GNI per capita below 765 US dollars)
accounted for 57.0% of the world population; that of lower-middle-
income countries (GNI per capita between 765 and 3035 US dollars)
accounted for 18.2% of the world population; that of upper-middle-
income countries (GNI per capita between 3035 and 8955 US dollars)
accounted for 8.6% of the world population while that of high-income
countries (GNI above 8955 US dollars) accounted for 16.2% of world

2Report of the 16th CPC National Congress pointed out that the people’s livelihood has
basically achieved the historical leap forward from basic subsistence to a moderately prosper-
ous society. Yet the moderate prosperity currently achieved is at a low level, incomplete and
imbalanced. Jiang Zemin: Building a Moderately Prosperous Society in All Aspects and Opening
a New Chapter in the Cause of Socialism with Chinese Characteristics—Report at the 16th CPC
National Congress(November 8, 2002).
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Fig. 5.1 Groups of countries by income 1995 (Atlas method). (Note: The hori-
zontal axis represents the population proportion of countries of various income
levels (ranked according to per capita GDP); the vertical axis represents per capita
GDP (based on Atlas method); income levels indicated by the dotted lines are the
threshold value of income groups—low-income countries, lower-middle-income
countries, upper-middle-income countries and high-income countries. )

population. In 1995, China was categorized as a low-income country with
GNI per capita of 540 US dollars, accounting for 38.4% of the total popu-
lation of low-income countries (see Fig. 5.1).

According to the absolute income method, in 2005, the aggregate
population of low-income countries (GNI per capita below 825 US dol-
lars) accounted for 36.6% of the world population; that of lower-middle-
income countries (GNI per capita between 825 and 3465 US dollars)
accounted for 35.2% of the world population; that of upper-middle-
income countries (GNI per capita between 3465 and 10,725 US dollars)
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Fig. 5.2 Groups of countries by income 2005 (A#/as method). (Note: Indications
of the horizontal axis, vertical axis and dotted lines are identical with Fig. 5.1)

accounted for 8.6% of the world population while that of high-income
countries (GNI above 10,725 US dollars) accounted for 12.5% of world
population (see Fig. 5.2). In 2005, China was categorized as a lower-
middle-income country with GNI per capita of 1760 US dollars, account-
ing for 57.9% of the total population of lower-middle-income countries.
According to the absolute income method, in 2015, the aggregate
population of low-income countries (GNI per capita below 1045 US dol-
lars) accounted for 8.4% of the world population; that of lower-middle-
income countries (GNI per capita between 1045 and 4125 US dollars)
accounted for 40.7% of the world population; that of upper-middle-
income countries (GNI per capita between 4125 and 12,735 US dollars)
accounted for 37.7% of the world population while that of high-income
countries (GNI above 12,735 US dollars) accounted for 16.2% of world
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Fig. 5.3 Groups of countries by income 2015 (A#/asmethod). (Note: Indications
of the horizontal axis, vertical axis and dotted lines are identical with Fig. 5.1)

population (see Fig. 5.3). In 2015, China was categorized as an upper-
middle-income country with GNI per capita of 7930 US dollars, account-
ing for 51.3% of the total population of upper-middle-income countries.

5.1.2  Relative Income Method

Based on the relative income method, in 1995, the aggregate population
of low-income countries (per capita GDP at constant prices of 2011
below 5% of the U.S.) accounted for 9.2% of the world population; that
of middle-income countries (per capita GDP at constant prices of 2011
between 5% and 40% of the U.S.) accounted for 74.2% of the world popu-
lation while that of high-income countries (per capita GDP at constant
prices of 2011 above 40% of the U.S.) accounted for 16.6% of the world
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Fig. 5.4 DPer capita GDP of countries in 1995 relative to that of the U.S. (Note:
The horizontal axis represents the population proportion of countries of various
income levels (ranked in the order of per capita GDP); the vertical axis represents
the percentage of per capita GDP (PPP, in international dollar in 2011) in relation
to the U.S.; the dotted lines correspond to 5% and 40% respectively, representing
the threshold value of low-income countries, middle-income countries and high-
income countries according to the relative income method)

population (see Fig. 5.4). Based on the relative income method, China’s
per capita GDP in 1995 was 6.5% of the U.S., slightly above the 5%
threshold of low-income countries.

Based on the relative income method, in 2005, the aggregate popula-
tion of low-income countries accounted for 11.1% of the world popula-
tion; that of middle-income countries accounted for 72.9% of the world
population while that of high-income countries accounted for 16.0% of
the world population. According to the relative income method, China’s
per capita GDP in 2005 was 11.5% of the U.S., an increase of 5 percentage
points compared to 1995, during which China ranked among
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Fig. 5.5 DPer capita GDP of countries in 2005 relative to that of the U.S.

middle-income countries. Between 1995 and 2005, the convergence coef-
ficient of per capita GDP between China and the U.S. was 5.9% annually
(see Fig. 5.5).

Based on the relative income method, in 2015, the aggregate popula-
tion of low-income countries accounted for 8.9% of the world population;
that of middle-income countries accounted for 72.2% of the world popu-
lation while that of high-income countries accounted for 18.9% of the
world population (see Fig. 5.6). Based on the relative income method,
China’s per capita GDP in 2015 was 25.4% of the U.S., an increase of 13.9
percentage points compared to 2005, indicating that the gap of per capita
GDP significantly narrowed down between China and the U.S. despite
China remaining a middle-income country. Between 2005 and 2015, the
convergence coefficient of per capita GDP between China and the U.S. was
8.2% annually, which was higher than that between 1995 and 2005,
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Fig. 5.6 Per capita GDP of countries in 2015 relative to that of the U.S.

indicating that despite the slowdown in growth of per capita GDP during
this period, China had quickened its pace in catching up with the U.S. in
per capita income.

5.2 A REGION-BY-REGION STATISTICAL ANALYSIS
OF OVERCOMING THE “MIDDLE INCOME TRrRAP” IN CHINA

Showing the most significant regional disparity in the world, China is
referred to as “one China, four worlds (i.e. four income groups)”, which
is part of the basic reality of China. Nevertheless, rather than remaining
static, such a pattern is changing dynamically, constantly leaping toward a
higher level. Therefore, understanding China’s gradual transition from a
low-income country to a high-income one would also require putting this
process in various regional contexts. Based on the amount of US dollars of
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Fig. 5.7 Income groups by region (1995)

per capita GDP (Atlas method) and the threshold of income groups
announced by the World Bank every year, we have illustrated the income
groups that various regions in China belonged to between 1995 and 2015.

In 1995, Shanghai was the only Chinese city in the upper-middle-income
group, while coastal regions in Eastern China, the three provinces of
Northeast, Inner Mongolia, Xinjiang, Hubei and Chongqing reached
lower-middle-income level, and other parts of Central and West China all
belonged to low-income regions (see Fig. 5.7). Therefore, from a holistic
view, China was an economically backward country in 1995 in relative terms.

In 2005, Shanghai, Beijing and Tianjin all crossed over the upper-
middle-income threshold while all other regions except for Guizhou,
which remained in the low-income group, were amongst the lower-
middle-income ranks (see Fig. 5.8). Therefore, in 2005, China worked its
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Fig. 5.8 Income groups by region (2005)

way into the lower-middle-income group on the whole, showing remark-
able improvement as compared to 1995.

In 2015, five regions in China secured their positions in the high-
income group, namely Beijing, Tianjin, Shanghai, Jiangsu and Zhejiang,
while all other regions in China crossed over the upper-middle-income
threshold (see Fig. 5.9). Additionally, per capita GDP of Inner Mongolia,
Liaoning, Fujian, Guangdong and Shandong exceeded 10,000 US dol-
lars, adding up to 507.8 million permanent residents which accounted for
36.9% of the Chinese population (1.3746 billion), equal to the total pop-
ulation of the EU (509.9 million) and 1.58 times of the total population
of the U.S. (321.4 million). The population in the rest of the 21 prov-
inces, municipalities and autonomous regions also entered the upper-
middle-income stage, accounting for less than two-thirds of the population.
This means that over one-third of China, mostly the coastal regions, has
successfully overcome the “middle income trap” and entered high-income
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Fig. 5.9 Income groups by region (2015)

stage, which is expected to ignite the momentum for the entire country to
sail through the middle-income stage and cross the high-income threshold.

Seen from the changes in income groups based on per capita GDP from
1995 to 2015, all regions maintained the momentum of progressing
toward the higher-income group, while no province remained in the low-
income or lower-middle-income stage, which was consistent with the
trend of changing regional disparity in economic development. From the
perspective of regional disparity in economic development, the relative
difference coefficient of per capita GDP saw an increase from 64.0% in
1995 to the peak value of 75.1% in 2004 before a continuous decrease of
up to 43.5% in 2014, reflecting a tendency of continuous convergence
(see Fig. 5.10). This also indicates that overall, relatively backward regions
in China are catching up with relatively developed regions, with economic
development gaps narrowing down and a more balanced development
among regions. If such trend is to continue, economic development across
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Fig. 5.10 Relative difference coefficient of per capita GDP across regions
(1952-2014)

regions in China shall make their way toward the high-income level
together with the overall development of China’s economy, and regions
currently struggling in underdeveloped economy shall gradually earn their
positions in the high-income group.

Such trend is also attributable to the strategy of balanced regional eco-
nomic development implemented in the new millennium. For over a
decade, the masterplan of development of Western China, rejuvenation of
the Northeast, rising of Central China and pioneering role of Eastern
China has taken shape, which, in the context of an increasingly open econ-
omy and more efforts in infrastructure improvement of landlocked
regions, has enabled the development of coastal regions to boost the
development of other regions, with Beijing, Tianjin, Shanghai, Jiangsu
and Zhejiang entering the high-income group while other coastal regions
and Inner Mongolia are ready for the crossover as well. This will drive
other regions currently in the middle- and upper-middle-income groups
to leap into the higher-income bracket, which is comparable to the open-
ing and economic take-off of the eastern region in boosting the opening-
up and soaring economy of the entire country.
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Fig. 5.11 DPer capita GDP of various regions as a percentage of high-income
threshold (%) in 2015. (Note: Based on China’s per capita GDP (international
dollar value) in 2015, the international dollar value of per capita GDP of various
provinces is calculated based on the relative value of per capita GDP against
national per capita GDP; these values of provincial per capita GDP are divided by
the high-income threshold value to calculate the percentage of per capita GDP of
various regions in comparison with the high-income threshold)

Fourthly, a new pattern of “four zones and three strategies” has been
shaped in recent years with China’s design and implementation of three
key strategies, namely the Belt and Road Initiative, the coordinated devel-
opment of Beijing, Tianjin and Hebei and the Yangtze River Economic
Belt. They have invigorated the dynamism of the four zones while build-
ing channels for their connectivity, releasing tremendous momentum for
the integration of zones, regions and countries. These trends will also help
regions in China to overcome the “middle income trap” and step into the
high-income group sooner or later.

Of course, the journey toward the high-income bracket is not a syn-
chronized process for all regions in China. Seen from the percentage of
per capita GDP (PPP, in international dollar, 2011) of various regions in
2015 in comparison with the high-income threshold value (Fig. 5.11),
there exists remarkable regional disparity in the gap between such thresh-
old values, indicating the overall regional characteristics of China in its
efforts to advance toward a high-income country.
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5.3  Forecast AND OQOUTLOOK FOR CHINA’S
OVERCOMING OF THE “MIDDLE INCOME TRAP”

The essential precondition to overcome the “middle income trap” is eco-
nomic growth. Since the 12th Five-Year Plan period, China has been expe-
riencing economic slowdown due to the external impact of the international
financial crisis, especially the subsequent global economic downturn. As
China’s economy steps into the “new normal”? its growth rate shows a
decrease compared to approximately 10% at the turn of the century yet
still maintained a 7.8% growth during the 12th Five-Year Plan period.

The goal of overcoming the “middle income trap” has been clearly
stated in the 13th Five-Year Plan for Economic and Social Development.
To this end, the anticipatory economic growth target is set at above 6.5%
in light of the goal defined at the 18th CPC National Congress (GDP
shall double by 2020 on the basis of 2010), changing growth speed, struc-
tural optimization and changing growth drivers in the context of the “new
normal” of economic development, which is expected to contribute to the
growth of better quality and higher efficiency.

Considering the natural population growth of approximately 0.5%, the
anticipated growth rate of per capita GDP would exceed 6% during the
13th Five-Year Plan period, so an analysis of China’s per capita GDP can
be conducted at different growth scenarios according to the World Bank’s
criteria of income groups (Atlas method). China’s estimated GNI per
capita in 2015 was 7930 US dollars according to the World Bank, and the
following provides three forecasts of the growth rate of China’s GNI per
capita, where the conservative forecast is 5%, the neutral forecast is 6% and
the optimistic forecast is 7%. In all three scenarios, China’s GNI per capita
would range between 10,121 and 11,122 US dollars by 2020, close to the
high-income threshold and between 12,917 and 15,600 US dollars by
2025, crossing the threshold of high-income countries (see Fig. 5.12).*

Based on the Atlas method, we may back-calculate the economic
growth rate required for China’s GNI per capita to reach the high-income
threshold as in 2015 (12,745 US dollars). Figure 5.13 shows the average
growth rates required for China to cross over the high-income threshold
in any year between 2020 and 2025. It is expected that China will enter

#Refer to Angang Hu (2015) for the description of the “New Normal” of economy.
*According to the criteria defined by the World Bank in 2015, income per capita of
12,735 US dollars (based on Atlas method) is the threshold of high-income countries.



5 LOOKING AHEAD: CHINA BECOMING A HIGH-INCOME ECONOMY 193

18000

16000

2015 threashold

/

14000

12000
10000
8000
6000
4000

2000

0
2015 2016 2017 2018 2019 2020 2021 2022 2023 2024 2025

—®— Conservative =@ Neutral -—@= Optimistic

Fig. 5.12 China’s GNI per capita (2010-2025)

12

10.26

8.48
7.23
6.30
5.58
I I 5101

2020 2021 2022 2023 2024 2025

10

[9)]

~

N

o

Fig. 5.13 Average growth required of China to cross the high-income threshold
in various years (2020-2025)



194 S.ZHOU AND A. HU

the high-income group by 2025 provided that the growth rate of per
capita GDP remains above 5% during the 14th Five-Year Plan period. In
addition, as China strides toward the ranks of high-income countries, its
GDP will also overtake that of the U.S. based on the exchange rate
method. It will be another milestone after China’s GDP exceeded that of
the U.S. based on the PPP method in 2014.

Based on the calculation method of relative income, the World Bank
has provided the relative criteria of per capita GDP (PPP, international
dollar in 2011) as compared to the U.S. in purchasing power parity, where
countries whose per capita GDP is below 5% of that of the U.S. are cate-
gorized as low-income countries while those with per capita GDP above
40% of that of the U.S. are recognized as high-income countries. According
to the World Bank database, in 1990, China’s per capita GDP accounted
for 4.11% of that of the U.S., and increased to 8.05% in 2000, 19.29% in
2010 and 25.75% in 2015. In terms of the difference in growth rate of per
capita GDP, China was ahead of the U.S. by an average of 8.45 percentage
points from 2005 to 2015, of which the difference was 6.02 percentage
points from 2010 to 2015. Likewise, three assumptions have been made
for China’s efforts to catch up with the U.S. in per capita GDPD, that is
higher by 5%, 6% and 7% compared to the U.S. between 2016 and 2025,
corresponding to the conservative estimation, neutral estimation and opti-
mistic estimation, respectively. Based on the assumption of the three sce-
narios, China’s per capita GDP (PPP) will exceed 40% of that of the
U.S. by 2022 to 2024, ranking among high-income countries based on
the relative income criteria (Fig. 5.14). In other words, China shall be able
to overcome the “middle income trap” before 2025.

The above forecasts show that China’s per capita GDP will approach
the level of high-income countries as the country celebrates its first cente-
nary (i.e. in 2021), in either absolute or relative terms, indicating that the
13th Five-Year Plan period (2016-2020) is a key stage for China to over-
come the “middle income trap”. The 14th Five-Year Plan period
(2021-2025) is when China shall complete its transformation from a
middle-income country to a high-income one. This leads to the conclu-
sion that the 13th and 14th Five-Year Plan periods are a key phase for
China to overcome the “middle income trap”, which also represents the
core targets and development measures in understanding and implement-
ing both Five-Year Plans.
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Fig. 5.14 China’s per capita GDP relative to the U.S. (2015-2025)

5.4  FoORMATION OF THE CHINESE PATH

In retrospect of China’s modern history, since the Opium War, the coun-
try has undergone over 100 years of humiliation by big powers, internal
unrests and endless sufterings of the people, with neither basic conditions
nor capabilities to explore the Chinese path of development based on the
needs and will of its people. From 1949 to 1978, after three decades of
arduous efforts exploring the Chinese path as an independent nation,
from 1978 to around 2022, dedication and perseverance of two genera-
tions are transforming a country amidst poverty and backwardness into a
country overcoming the “middle income trap” and securing its position
among high-income countries, making the great rejuvenation of the
Chinese nation a reality for the first time.

A review of the world economic development since the 1960s shows
that overcoming the “middle income trap” is indeed a major challenge for
developing countries. As the above analysis indicates, based on nearly four
decades of socialist development since the reform and opening-up, China
sees its socialist institutional system maturing, accommodating China’s
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reality while taking the initiative to address challenges posed by changing
external conditions. China’s development since the founding of the coun-
try in 1949 testifies to its evolution from an underdeveloped country
struggling in the dire fate of poverty and weakness to a socialist power
achieving its goal of building a moderately prosperous society through
hardships in pursuit of socialist modernization. This is a remarkable
achievement not only in the history of the Chinese nation but also in the
development of mankind. Such a brilliant feat is attributable fundamen-
tally to the fact that China has persevered in choosing its development
path on its own initiative based on the country’s reality and people’s desire
for development.

Since the early years after the founding of new China in 1949, the
Communist Party of China has never ceased its exploration for the coun-
try’s unique development path. The first generation of central collective
leadership represented by Mao Zedong were the designers, pioneers and
practitioners of the Chinese path. For example, the people’s congress sys-
tem was established rather than the parliamentary system of the West or
the soviet system of the former Soviet Union; the system of multi-party
cooperation and political consultation under the leadership of the CPC
was created rather than two or multiple parties ruling in turn as seen in the
West or the single-party system in the former Soviet Union; a multi-ethnic
unified country with regional ethnic autonomy in place rather than feder-
alism in the U.S. or the former Soviet Union. The facts since the founding
of new China in 1949 proves that these fundamental political systems are
suitable for China’s reality as a heavily populated country with vast terri-
tory, significant regional differences and rural-urban disparity; they are in
line with the historical path and future trend of development as a unified
and powerful nation featuring both diversity and solidarity.

The trials and practices of the Chinese path are not without frustrations
and setbacks, which have been more attributable to internal determinants
than to external factors. For example, in the late 1950s and early 1960s,
the radical ups and downs in economic development due to the Great
Leap Forward and the three years of natural disasters almost nullified the
good start of the First Five-Year Plan. Subsequently, a decade of havoc of
the Cultural Revolution from 1966 to 1976 inflicted major damages to
the fundamental systems of the country and heavy loss on the Party and
the nation, causing China to miss the golden opportunity to catch up with
developed countries. An overview of the development of the world econ-
omy in the wake of World War II leads to the observation that the period
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between 1950 and 1973 was a golden era of world economic development
with rapid growth recorded in all major developed countries. Although
the growth of China’s per capita GDP during this period was not far from
the world’s average, such growth indicated a major economic underper-
formance considering China’s growth potentials. From a longer historical
perspective, had it not been for these major setbacks, China would have
highly likely already crossed the high-income threshold. The root cause of
such frustrations includes two dimensions: first, an unrealistic path of
development, such as the Great Leap Forward that taught China a hard
lesson; second, failure in grasping the basic contradiction in the country’s
development by emphasizing on “politics as priority” and “class struggle”
while ignoring the basic contradiction between the growing material and
cultural demand of the people and underdeveloped productivity.

As the saying goes, “a fall into the pit, a gain in your wit”, the failure in
Mao Zedong’s late years provided experience and lessons for his successor,
Deng Xiaoping, who was both a participant and practitioner of the Chinese
path initiated by the first generation of leaders and an heir to this path
dedicated to its rectification, exploration and re-innovation. As the chief
designer of China’s reform and opening-up, he was driven by a sense of
urgency as he witnessed the backwardness of China after the Cultural
Revolution; meanwhile, as a victim of this political and social havoc, he
truly understood the dire consequences of damages done to the nation’s
fundamental system and the importance of rebuilding the institutional
system. Refusing to pour new wine into the old wineskins, Deng Xiaoping
objectively commented on Mao Zedong’s historical contribution, safe-
guarding the authority of the Party. Rejecting the doctrine of “two what-
evers”, he re-established the ideological direction to seek truth from facts,
opening up the path of socialist modernization with Chinese characteris-
tics constituting three major factors: modernization, socialism and Chinese
characteristics. Modernization is to initiate change in the underdeveloped
country which, of course, places economic development at the core;
socialism refers to the goal of common prosperity and development for the
wellbeing of all; Chinese characteristics indicate that socialist development
must proceed from China’s reality and that the Chinese path of develop-
ment shall be shaped with an innovative mind.

Since the reform and opening-up, “economic development at the core”
has been at the central position in the basic line of the primary stage of
socialism, which essentially secured China’s stability in development and
enabled the country to survive the trials of international political storm. In
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the late 1980s and early 1990s, a wave of abandoning the socialist path for
the capitalist path engulfed the former Soviet Union and former socialist
countries in Eastern Europe, all of which suffered from economic reces-
sion, significant deterioration of people’s wellbeing to various extents and
even division of the nation. Undoubtedly, such transition was an errone-
ous move and the internal and external political vicissitudes during this
period posed a daunting challenge at China’s stability and development at
the time. However, rather than taking the wrong turn by changing its
nature and abandoning its system, China unswervingly adhered to the
leadership of the Party, and did not retrace its steps to the rigidity and
isolation of the past. Rather, China renewed its efforts in firmly pressing
ahead with the cause of the reform and opening-up, clarifying the direc-
tion for its economic transition and opening a new chapter of building a
socialist market economy.

More than 20 years have passed since the beginning of the 1990s,
almost equivalent to one generation’s time. In retrospect, the significant
indication of China’s firm position at this critical historical moment is self-
explanatory for the country’s development in over two decades that fol-
lowed. It can be safely stated that China would have possibly missed some
major opportunities for development had it not been for the country’s
pursuit of both socialism and market economy with Chinese characteris-
tics. Such conclusion can be easily drawn with reference to what Russia
experienced in the 1990s. With its entry into WTO at the turn of the
century, China took an unprecedented active role in economic globaliza-
tion. By 2013, China had become the world’s biggest trading country in
goods. Moreover, China overtook Japan in becoming the world’s second
largest economy in 2010 (based on exchange rate). If calculated by PPD,
China ranked the biggest economy in 2014, replacing the U.S. The vision
of the first generation of leadership in the early years of new China finally
came true.

The fundamental reason for China’s enormous achievements in build-
ing socialism with Chinese characteristics is that the Party has firmly stood
with the people, incorporating the historical mission of the Party with its
affinity to the people, proactively explored the Chinese path in line with
China’s reality, fundamental interests of the people and the general trends
of global development. China’s practice in development since the reform
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and opening-up is the Chinese path.® In a sense, the secret for China’s feat
since the reform and opening-up is no other but China’s perseverance in
its own course of development, dedicated to an unceasing exploration into
building socialism with Chinese characteristics. From the 13th to the 18th
CPC National Congress, “socialism with Chinese characteristics” has
remained the key phrase in the theme of every report. The targets, tasks
and safeguard mechanisms identified for building socialism in each devel-
opment stage represent not only unrelenting efforts in pursuing the social-
ist path but also stage-specific innovations in the form of socialism in
practice. As President Xi Jinping stated, “this is the correct path found by
the Chinese people after long and arduous cfforts in exploration”.¢

Not only securing China’s development, the Chinese path also consti-
tutes an important pillar in the development of the world, which is
reflected in China’s contributions to the world economy in the wake of
the Southeast Asian financial crisis in 1998 and the global financial crisis
triggered by the U.S. sub-prime mortgage crisis in 2008. The Southeast
Asian financial crisis sweeping across Southeast Asia in 1998 reduced
numerous Southeast Asian countries as well as neighboring countries
including South Korea and Russia into economic recession to various
degrees. Likewise, China’s firm position and pledge that RMB will not
devalue played a key role in stabilizing the economy in East and
Southeast Asia.

Amidst the global financial crisis in 2008, China again became the cor-
nerstone of the stability of the world economy. The global impact of this
economic crisis might be second to none in the post-war world, its scope
and severity comparable to the Great Depression between 1929 and 1933,
with the world economy still not yet fully recovered from this havoc up to
now. Objectively speaking, despite the fact that China was also victimized
by this global financial crisis with symptoms of economic downturn, it still
played a pivotal role in stabilizing the global economic growth. According
to the World Bank statistics, at constant prices in US dollars in 2010, the
annual contribution of China’s economic growth to the world economy
reached 30.5% during the 12th Five-Year Plan period, overtaking the U.S.;
China ascended to the first place in the world with the contribution of

*Deng Xiaoping made the statement of pursuing our own course and building socialism
with Chinese characteristics in the opening address of the 12th CPC National Congress.

©Xi Jinping’s speech at the meeting with foreign delegates attending the Twenty-First
Century Council Beijing Conference on November 2, 2013.
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17.8% for the U.S. and 4.4% for the euro zone during the same period.”
Also, China’s contribution increased by 16.3 percentage points compared
to 14.2% annually during the 10th and 11th Five-Year Plan periods.

President Xi Jinping pointed out at the G20 Saint Petersburg Summit
(the eighth meeting of the G20 heads of state) the impact of China’s
economy on the world economy:

China, with close integration of its economy and the world, more stability
in economic operation, higher quality of growth and more sustainable
growth, is in the interest of the world economy in the long run; China has
the conditions and abilities to achieve a sustainable and sound economic
development and create for other countries an even broader market and
more development space.

In fact, China’s contribution to the world economic growth overtaking
that of the U.S. has already become “normal”. At constant prices in US
dollars in 2010, the GDP of the U.S. in 2015 was 16.6 trillion US dollars
while that of China registered at 8.91 trillion US dollars, that is, the GDP
of U.S. was 1.86 times of China’s GDP which indicates that as long as
China’s economic growth is above 1.86 times of the U.S., China’s contri-
bution to the world economic growth would overtake the U.S. The long-
term trend of economic growth of the U.S. shows that over 2.5% growth
would be deemed impressive. Despite the forecast of further slowdown in
China’s future economic growth, in the next 15 years, that is by 2030,
there is still a high probability that China’s average economic growth
would exceed 5%, meaning that it would be normal for China’s contribu-
tion to the world economic growth to overtake that of the U.S., which
would be of significant impact on world economic landscape. In this sense,
the Chinese path is of global significance.

It goes without saying that China will continue confronting various
challenges in pursuing the Chinese path ahead, as the path is exactly
shaped and improved by taking on such challenges. Nevertheless, it would
be unwise to hold the Chinese path in suspicion or even allege that China
is about to collapse. For over two decades, the scaremongering forecast of
the collapse of China has never ceased in the international community, yet
such cry-wolf assertations would not change their nature of pseudo-
preposition. Likewise, the theory that China has fallen into the “middle

7During the 12th Five-Year Plan period, in terms of annual contribution rate, the contri-
bution rates of China’s economic growth respectively reached 28.6%, 31.7%, 32.5%, 29.7%
and 30.0% from 2011 to 2015; while that of the U.S. economic growth were respectively
11.8%, 20.4%, 15.2%, 19.6% and 21.9% during the same period.
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income trap” has been looming over the international arena, which is as
much of a pseudo-preposition as the previous assertation. Be it the “pov-
erty trap” when China was struggling as a low-income country, or the
“middle income trap” encountered in the middle-income stage or even
the “high income trap” in the future when China ranks among high-
income countries, development is always accompanied by challenges while
progress is never without traps, yet China has successfully overcome each
trap in its journey from extremely-low-income to low-income level, then
to lower-middle-income and upper-middle-income level, eventually cross-
ing the high-income threshold. With three decades of reform and open-
ing-up, both the CPC central committee and the general public are
growing in rationality, maturity and wisdom, therefore China will by no
means stray into the “middle income trap”.

The next step in China’s development is to achieve high-income level
and gradually attain the goal of common prosperity.® Despite the consider-
able gap between China and developed countries in the Western hemi-
sphere as well as Japan in terms of economic development level when
China leaps over the “middle income trap”, China is on track to maintain
the high speed in catching up with developed countries provided that its
economic transformation proves successful and that an innovation-driven
development model is in place. Take South Korea as an example, the
country’s per capita GDP exceeded 40% of that of the U.S. in 1994 for the
first time (PPP, international dollar in 2011), followed by its membership
in OECD in 1996 when its per capita GDP was around 44% of that of the
U.S., which may be regarded as a milestone of South Korea to preliminar-
ily make it as a moderately developed country. In 2015, South Korea’s per
capita GDP increased to 65.2% of that of the U.S., by which the country
fully deserved its position as a moderately developed country. This also
shows that South Korea maintained a considerably high speed in catching
up with the U.S. after crossing the threshold of high-income countries.
Therefore, if China’s per capita GDP reaches 5% of annual growth between
2016 and 2030, by the year 2030, it will be on par with South Korea in
per capita GDP in 2007 and 2008 (approximately 28,200 US dollars). In
this sense, it is highly possible that China will, on the whole, rank among
moderately developed countries between 2030 and 2040, fulfilling the
third step of Deng Xiaoping’s “three-step strategy” ahead of time.

8Hu Angang, Yan Yilong, Wei Xing: China in 2030: Towards Common Prosperity, Beijing,
China Renmin University Press, 2011.
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5.5  THE GLOBAL SIGNIFICANCE OF CHINA’S
OVERCOMING OF THE “MIDDLE INCOME TRAP”

In September 2000, the Millennium Development Goals (MDG) were
announced by the United Nations, covering global development goals in
eight areas. Jiang Zemin, Chinese president at the time, pointed out at the
United Nations Millennium Summit that “the economic globalization
that we need is one that features win-win, equality, fairness and co-
existence among all countries, and the key to promoting common devel-
opment of mankind is to establish a new international economic and social
order characterized by justice and rationality”. From 2000 to 2015, China
actively responded to the initiative of MDGs and successively mapped out
and implemented the 10th, 11th and 12th Five-Year Plans, achieving not
only key economic and social development goals in China but also MDGs,
and becoming the top performer in MDG fulfillment in the developing
world with excellent achievements. Meanwhile, China has also actively
engaged in South-South cooperation, assisting over 120 developing coun-
tries in MDG implementation, which has been unanimously recognized
by the international community. During this period, China also completed
its journey from a low-income country to an upper-middle-income one,
driving the total population of upper-middle-income countries up to
2.594 billion.

In September 2015, 193 member countries of the United Nations offi-
cially approved the Sustainable Development Goals (SDG) on the UN
Sustainable Development Summit held at the UN headquarters in
New York. Sustainable Development Goals aim at thoroughly addressing
development issues in social, economic and ecological dimensions by tak-
ing comprehensive measures from 2015 to 2030, gearing toward sustain-
able development. President Xi Jinping gave a speech titled Towards a
Mutually Beneficinl Parvtnership for Swustainable Development at the
Summit, encouraging the international community to step up cooperation
in the joint implementation of the Post-2015 Development Agenda, with
an aim to achieve a win-win outcome. To this end, President Xi Jinping
made the following four proposals: to build up capacity for development,
improve the international environment for development, optimize the
partnership for development and to strengthen the coordination mecha-
nisms for development. Meanwhile, he announced to the international
community that China will continue to strike a balance between justice
and its own interests by putting justice before such interests, contributing
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China’s strength to realize the sustainable development goals.” China has
incorporated the 17 sustainable development goals into the 13th Five-
Year Plan in order to drive the implementation of these goals. It is antici-
pated that with China ranking among high-income countries by 2025,
China will make greater contributions to sustainable development pro-
posed by the UN. We believe that China’s striding toward a high-income
country shall produce the following positive impact on world development.

First, China as a high-income country will dramatically enhance the
current global economic landscape, thus producing positive impact on
shaping a more reasonable and equitable international political and eco-
nomic order. From a global perspective, the population in low-income,
middle-income and high-income countries respectively totaled at 8.9%,
72.2% and 19.9% (relative income method) in 2015, representing an
olive-shaped pattern of demographical distribution. Apart from those in
the Western hemisphere, countries that genuinely ascended from middle-
income to high-income level or joining the “developed world club” were
very few in number, while most countries stumbled into the “middle
income trap” to varying degrees and were unable to overcome it, which is
exactly why Robert Zoellick, former president of the World Bank, pointed
out that China’s experience in the transition from a lower-middle-income
society to a high-income one is of reference value for other middle-income
cconomies.’® China’s entrance into a high-income society from the
middle-income group will bring significant changes to the pattern of
demographical distribution of low-income, middle-income and high-
income countries in the world. By that time, the total population of high-
income countries will exceed approximately 40% of the world population,
which will be a major contribution to world development as such

?Including the following: China will establish an assistance fund for South-South coopera-
tion, with an initial pledge of 2 billion US dollars to support developing countries in their
implementation of the Post-2015 Development Agenda; China will continue to increase
investment in the least-developed countries, aiming to attain a level of 12 billion US dollars
by 2030; China will write oft the debt on outstanding intergovernmental interest-free loans
due by the end of 2015 owed by designated least-developed countries, landlocked develop-
ing countries, and small island developing countries; China will establish an international
development knowledge center for studying and exchanging between countries on the theo-
ries and practice of development best-suited to their respective national conditions; China
will propose a discussion on establishing a global energy internet to facilitate efforts to meet
global power demand with clean and green alternatives.

19Xinhuanet, September 13, 2010, Beijing.
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transformation is conducive to building an international governance sys-
tem better suited for the appeals and demands of the vast developing world.

Besides, a high-income China will not only benefit the wellbeing of the
Chinese people but also bring positive impact on the economic develop-
ment of other countries through China’s foreign trade and outbound
direct investment. Evolving into a high-income country on the whole,
China will gradually become the world’s largest importer, generating trade
and employment opportunities for developing countries and emerging
economies. Calculated on the current dollar, China’s import value of
goods and services accounted for merely 0.88% of the world’s import, fol-
lowed by increases to 2.83% in 2000, 7.49% in 2010 and 9.87% in 2015,
making China the second largest importer of goods and services after the
U.S. (whose import value of goods and services accounted for 13.44% of
the world’s total). In particular, China has become the engine for world
trade growth in the aftermath of the global financial crisis in 2008.

Between 2010 and 2015, the nominal growth of China’s import of
goods and services calculated on current dollar registered at 10.9%, higher
than that of the U.S. (8.7%) and the world average (8.3%). It has to be
pointed out that China harbors enormous potential for import. In 2015,
the average percentage of import in goods and services in GDP was 25.8%
globally, yet only 18.6% in China. With China’s economic transition from
an investment-driven growth to a consumption-driven growth, it is
expected that China will become the world’s No.1 importer of goods and
services with total import exceeding 4 trillion US dollars.!!

Furthermore, China is a major player in direct outward investment,
with outward FDI reaching 145.7 billion US dollars in 2015 and the accu-
mulated outward investment amounting to 1.0979 trillion US dollars in
total, its share in accumulated global outward FDI increasing from 0.4%
to 4.4%.1? It is predicted that China’s total outward FDI will range from 3
to 5 trillion US dollars between 2016 and 2025. Especially with the imple-
mentation of the Belt and Road Initiative, China will become the most
important source of FDI for the developing world. Both the trend of
international trade and the momentum of FDI show that China will be a

"' China’s GDP growth in US dollars is assumed to be 6% between 2016 and 2025, and
import is estimated to account for 20% of GDP by 2025.

2Data source: Ministry of Commerce, PRC, National Bureau of Statistics, State
Administration of Foreign Exchange, 2016, 2015 Statistical Bulletin of China’s Outward
Foreign Direct Investment, China Statistics Press.
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powerhouse for world economic and trade growth as it becomes a high-
income country, creating enormous job opportunities for its trading part-
ners and investment destinations.

Thirdly, China will contribute Chinese strength and Chinese wisdom to
the world’s green development as it evolves into a high-income country.
As the biggest developing country and the most influential emerging
economy in the world, China should not neglect its national conditions as
well as the global trend and follow the path of “black development™ tradi-
tionally pursued by Western countries in their industrialization; instead,
China must seek its own path of green development in line with the global
trend of green industrialization. Since the 11th Five-Year Plan, China’s
green development strategy has evolved in clarity, with the green develop-
ment concept and path with Chinese characteristics explicitly stated in the
13th Five-Year Plan. In June 2007, the Chinese government formulated
China’s National Climate Change Programme, which was the first national
plan specializing in combatting climate change in the developing world.
Since then, China’s top leadership over two terms (Hu Jintao and Xi
Jinping) successively expanded China’s position and commitment in tack-
ling climate change.!?

Regarding China’s participation in the global governance of climate
change, from Copenhagen Climate Change Conference to the Paris
Conference, China is a key driver in the global governance of climate
change, perhaps even playing an indispensable and pivotal role. In particu-
lar, China’s active efforts represented a major contribution to reaching the
Paris Climate Agreement at Paris Climate Change Conference in December
2015. In June 2016, China published Enbanced Actions on Climate
Change:  China’s  Intended  Nationally Determined  Contributions,

B3In September 2009, President Hu Jintao stated China’s position concerning climate
change for the first time at the UN Climate Change Summit, pledging that China will step
up efforts to conserve energy and improve energy efficiency and strive to reduce carbon
dioxide emissions per unit of gross domestic product (GDP) by a considerable margin by
2020 from the 2005 level. In November of the same year at the executive meeting of the
State Council, the proposal was made to reduce carbon dioxide emissions per unit of GDP
by 40% to 45% from the 2005 level, which is incorporated in the mid- to long-term plan of
national economic and social development. On November 12, 2014, President Xi Jinping
and Barack Obama, then President of U.S., signed U.S.-China Joint Announcement on
Climate Change, stating the two countries’ respective post-2020 actions on climate change,
in which China intends to achieve the peaking of CO, emissions around 2030 and to make
best efforts to peak early and intends to increase the share of non-fossil fuels in primary
energy consumption to around 20% by 2030.
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establishing the goals of nationally determined actions up to 2030: to
achieve the peak of carbon dioxide emissions around 2030 and make best
efforts to peak early; to lower carbon dioxide emissions per unit of GDP
by 60% to 65% from the 2005 level; to increase the share of non-fossil fuels
in primary energy consumption to around 20%; and to increase the forest
stock by around 4.5 billion cubic meters from the 2005 level, thus making
another remarkable contribution to the global governance of climate
change after mapping out the intended action plan by 2020 at the 2009
Copenhagen Climate Change Conference.

Moreover, China announced its contribution of 20 billion RMB to ini-
tiate the “China Climate Change Fund for South-South Cooperation” in
order to assist other developing countries with capacity building in climate
change finance. Currently, taking proactive steps to address climate change
is identified as a key strategy for China’s national development, with press-
ing ahead with the low-carbon development strategy being prioritized on
China’s development agenda and pinpointed as a major binding target in
the Five-Year Plan. Therefore, it can be concluded that as the world’s big-
gest emerging economy, China has become an initiator, innovator and
forerunner of global governance of climate change and global green devel-
opment. China’s implementation of the green development strategy has
not only carved out a new path of leap-frog development for China but
also demonstrates worldwide significance by providing reference and
inspirations for the development of other developing countries. In con-
trast, the future trend of climate change policies of the U.S. may consti-
tute the biggest uncertainty in the global governance of climate change.
For instance, Donald Trump signed an executive order of “energy inde-
pendence” at the onset of his presidency which contained multiple articles
on the restriction of clean energy, even to the extent of repealing the cli-
mate policies inaugurated by the Obama administration.

Fourthly, China will become a major innovator as it strides toward the
high-income group and produce significant spillover effect on world
development. Currently, the strategy of innovation-driven development
has been placed at the top of China’s development agenda, and China has
developed multiple action plans for innovation-driven development to
boost the transition from “Made in China” to “Created in China”. By the
time China ranks among high-income countries, it will have become the
global center of technological innovation and a pioneering innovator in a
multitude of high-tech areas. While shaping itself into an innovative coun-
try, China will play a proactive role in promoting international coopera-
tion in technological innovation for global progress in science and
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technology. It must be pointed out that all major innovation projects
planned by China pursue the wellbeing of mankind and sustainable devel-
opment of the world as their goals, an embodiment of the mission of
advancement in science and technology—serve all.*

Fifthly, while pursuing its target of becoming a high-income country,
China will continue to promote common prosperity and the development
of mankind on top of eradicating poverty by 2020, which is not only an
embodiment of China’s efforts in facilitating shared development but also
an important example for developing countries to achieve development
for the benefit of all. UNDP statistics show that China’s Human
Development Index (HDI) in 1980 was at a lower-medium level of 0.423.
But China has become a high HDI country with the figure rising to
0.719 in 2014. This indicates that China, though not yet a high-income
country, ranks high in human development. It is expected that by 2025,
China’s HDI will exceed 0.80, of which over two thirds will be contrib-
uted by education and health indicators. Undoubtedly, the Chinese expe-
rience in advancing human development is of referential value for the vast
developing world. During the last two decades (1995-2015), China has
made two leaps: from a low-income country to a lower-middle-income
one and from a lower-middle-income country to an upper-middle-income
one. Moreover, China also crossed the threshold for high human develop-
ment level. By 2020, China will have built a moderately prosperous soci-
ety in all respects and thoroughly eradicated poverty. China shall rank
among high-income countries and attain a higher level of human develop-
ment by 2025, contributing Chinese strength and Chinese wisdom to
world economic growth, global green and innovation-driven development
as well as win-win development of the world for the wellbeing of all.

“In National plan on Scientific and Technological Innovation During the 13th Five-Year
Plan, key core technologies including core electronic devices, high-end generic chips, funda-
mental software, integrated circuit equipment, broadband mobile communication, CNC
machine tools, oil and gas development, nuclear power, water pollution abatement, GMO,
research and development of new pharmaceutical products, prevention and control of con-
tagious discases are listed as National Science and Technology Major Projects; acro-engines
and gas turbines, deep sea space stations, quantum communication and quantum comput-
ing, brain science and brain-like intelligence technology, national cyberspace security, deep
space probing and in-orbit services and maintenance systems for spacecraft are listed as Major
Science and Technology Projects; independent innovation in seeds, clean and efficient use of
coal, smart grid, integrated space and terrestrial information network (ISTIN), big data,
intelligent manufacturing and robots, R&D and application of key new materials, compre-
hensive environmental management of Beijing, Tianjin and Hebei, healthcare, and so on are
listed as major projects.
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The achievements made and to be made by China show that on the
basis of safeguarding the country’s independence, ensuring political stabil-
ity, proceeding from basic national conditions and adhering to indepen-
dent development, China has not only achieved four decades of high
economic growth but has also continuously enhanced people’s livelihood
through improving the socialist market economic system with Chinese
characteristics and strategic guidance of national development planning,
releasing the innovation potentials of market players while actively engag-
ing in economic globalization. Through continuous fine-tuning of the
social policy system featuring inclusive development, the achievements of
economic development are intended to benefit all members of society,
reflecting shared development. Through improving the institutions and
mechanisms of sustainable development, the country’s development is by
and large steered on the track of green development. Through imple-
menting the rule of law in all respects, comprehensively strengthening
Party discipline and improving the democratic system with Chinese char-
acteristics, constant progress is made in the country’s governance capacity
and governance system, thereby realizing the target of political develop-
ment, which in turn will become the cornerstone for economic develop-
ment and social stability.

China’s success in overcoming the “middle income trap” and in becom-
ing the world’s biggest high-income country would not only make a piv-
otal and positive difference in the wellbeing of nearly 1.4 billion Chinese
population but also have a far-reaching impact and profound significance
for world development, since it will more than double the population in
high-income countries from the current 1.187 billion (16.6% of the world
population) to 2.637 billion, with an increase of 1.45 billion by 2030.
More importantly, China will never seek hegemony even when it becomes
a high-income country and the largest economy in the world; instead, it
shall facilitate “win-win development” and “shared development” of
China and the rest of the world through expansions in foreign trade, out-
ward FDI, development assistance and aid and so on.

As the biggest developing country in the world, China has explored a
path of development with Chinese characteristics since the reform and
opening-up,® completing the process of transformation from a country

1> The State Council Information Office of the People’s Republic of China issued the white
paper The Right to Development: China’s Philosophy, Practice and Contribution, December 1,
2016, Xinhua News Agency, December 1, 2016, Beijing.
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with the largest population living in absolute poverty to the world’s big-
gest upper-middle-income country, that is the largest moderately prosper-
ous society on track to rank among high-income countries by successfully
overcoming the “middle income trap”. China’s development shows that
the development path with Chinese characteristics is visibly different from
the development model in the West. Its path of development has not only
broken free from blind faith in the “Western model” but is also a transcen-
dence from such model characterized by democracy and neo-liberalist
economy paraded in the West. What China has undergone in the past has
set an example for the rest of the world, and it is well expected that China
will make even more profound and positive changes to world development
in its ongoing efforts toward a high-income country, becoming a power-
house for global sustainable development.
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EPILOGUE

The proposal, debate, development and theorization of any academic con-
cept requires time, experience, research, and all the more, tests through
long-term social practice. From 2007 when the concept of the “middle
income trap” was officially brought up by the World Bank to 2016 when
“redoubling the efforts to overcome the middle income trap” was identi-
fied as a strategic goal of national development during the 13th Five-Year
Plan period, China has undergone the process from intensified practice to
deepened awareness in the transition from a planned economy to a market
economy.

Personally, I also have gone through a journey of rethinking, repeated
discussion and meticulous and deliberate research over a period of almost
eight years, and this book is exactly the on-site record and genuine por-
trayal of this process. The following is a brief introduction of how this
concept was proposed, how analysis has been carried out through investi-
gation and study and how a solution is found to tackle this worldwide
challenge, enabling China to overcome the “middle income trap” and
smoothly march toward a high-income level characterized by common
prosperity.

“Preparedness ensures success while unpreparedness spells failure”. In
March 2002, Wang Shaoguang, Hu Angang and Ding Yuanzhu published
Social Instability Behind a Prospering Ecomomy on Strategy and
Management. We believe that China was again ushered into a period of
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instability at the turn of the century, which was prominently evident in the
world’s largest economic restructuring and the unprecedented over-
whelming tides of unemployment, the world’s most glaring urban-rural
and regional divide, one of the fastest growing Gini coefficient and the
most extensive eco-environmental damage in the world. We also argue
that a prospering economy does not necessarily or automatically produce
social stability. In retrospect of China’s history, it is observed that severe
social crises tend to occur during periods of economic prosperity; while
experience of many developing countries indicate that unfair and inequi-
table growth usually triggers economic stagnation, recession or even col-
lapse due to social crisis. Our analysis shows that inequitable distribution
of social wealth is one of the major roots of instability; therefore, curbing
such inequitable distribution and rectifying social injustice have tran-
scended the scope of social ethics to become political issues involving
social stability and legitimacy of the government. In fact, this is the biggest
development challenge and dilemma confronting China as it moved into
the twenty-first century and crossed the lower-middle-income threshold,
though not named the “middle income trap” at the time. Aiming at
addressing this challenge, in 2003, in The Second Transformation: On
China’s Institutional Building (Tsinghua University Press, 2003) written
by Hu Angang, Wang Shaoguang and Zhou Jianming, it is argued that the
essential purpose of institutional building for a country is to achieve “good
governance” and to ensure the realization of fundamental interests and
development goals of the country, which includes national security and
territorial integrity, economic development and economic stability, social
justice and human security, clean politics and social stability, ecological
balance and environmental protection. This article has garnered massive
attention in Chinese academia.!

In 2004, the important proposition of avoiding the “middle income
trap” was made by the CPC Central Committee for the first time, with the
creative notion of a scientific outlook on development proposed as a coun-
termeasure. Wen Jiabao, then premier of the State Council, clearly stated
at a workshop for key officials at provincial and ministerial levels that
“China’s per capita GDP has reached 1000 US dollars, which, according
to the development plan and calculated on the current exchange rate, will
reach 3000 US dollars by 2020. This marks a pivotal stage in the
modernization process and a key phase heralding profound changes in

I'This article has been cited nearly 500 times up to now (see CNKI).
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economic and social structures. As is indicated by the courses of develop-
ment in many other countries, two possible scenarios may occur during
this phase: if the process is wisely managed, economic and social develop-
ment will continue, eventually realizing industrialization and moderniza-
tion; on the contrary, if it is poorly managed, wealth polarization, soaring
unemployment, gaping rural-urban and regional disparity, aggravating
social contradictions and worsening ecological environment will ensue,
leading to painful and prolonged economic and social stagnation, or even
social upheavals and retrogression.? Obviously, the latter scenario is a typi-
cal indication of the “middle income trap”. Highly aware of the issues at
stake, the CPC Central Committee innovatively proposed the notion of a
“people-oriented” scientific outlook on development, firmly pursuing
coordinated and sustainable development in all respects, making overall
plans and preparations and addressing various contradictions and chal-
lenges. Only by doing this can China avoid the latter scenario and make
the former one a reality.

In December 2008, when conducting research and survey in
Guangdong Province, I was invited to organize the Guangdong Learning
Forum? at the Provincial CPC Committee Center, where I gave a lecture
titled Transformation of Development Model of Guangdong and Addressing
the Financial Crisis. | made it clear from the very beginning that a specific
economic development model tends to take shape as reform and develop-
ment enter a new historical stage, possibly resulting in “path-dependent”
and “path-locked” phenomena, which, if not addressed with timely and
proactive initiatives, may constitute barriers for future reform and devel-
opment and a fall into the “middle income trap” of economic develop-
ment. For Guangdong Province that is right in the middle-income stage,*
the key to overcoming the “middle income trap” is to shift from a tradi-
tional economic development model to a modernized one. I also shared
my observation that the leapfrog development of Guangdong Province
would spearhead the entire country to overcome the “middle income

2Wen Jiabao: Enbance the Awareness, Reach a Common Understanding, Firmly Build and
Implement the Scientific Outlook on Development—Speech on the Workshop on Building and
Implementing the Scientific Outlook on Development for Key Officinls on Provincial and
Ministerinl Levels (February 21, 2004 ). Xinhuanet, February 29, 2004, Beijing.

3Wang Yang, then secretary of CPC Committee of Guangdong Province, and Huang
Huahua, then provincial governor, were among the attendees.

*Per capita GDP of Guangdong was 5400 US dollars in 2008 (according to RMB/USD
exchange rate in 2008), within the middle-income range.
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trap”. This lecture was greeted with tremendous enthusiasm among senior
officials of Guangdong Province. I later submitted a proposal (of approxi-
mately 26,000 words) to the officials of the central government in the
form of Report on National Conditions (December 19, 2008), which was
not published.

In retrospect, my observation at the time was quite visionary. The eco-
nomic model of Guangdong Province was thoroughly remolded after
2008, making it a forerunner in innovation-driven development in China.
In 2015, Guangdong Province with a population of approximately 100
million was the first in China to join the three “ten-thousand clubs” at the
same time: per capita GDP exceeding 10,000 US dollars (per capita GDP
registered at 67,503 RMB, i.e. 10,838 US dollars), soon to cross the
threshold of the high-income development stage; GDP exceeding 1 tril-
lion US dollars (regional GDP reached 7.281255 trillion RMB, i.e. 1.1961
trillion US dollars), accounting for 10.8% of China’s GDP and 1.67% of
the world, equivalent to the world’s 16th largest economy; total trade in
goods exceeding 1 trillion US dollars (1.1658 trillion US dollars), account-
ing for 3.51% of the world’s total (33.248 trillion US dollars), ahecad of
South Korea (ranking 8th), Netherland (ranking 7th), France (ranking
6th) and U.K. (ranking 5th).

This research and survey in Guangdong marks the start of our study on
how China shall overcome the “middle income trap”, yet the scope is not
limited to Guangdong Province. In fact, our study targets the entire coun-
try from the very beginning and is blended with the research on formulat-
ing the five-year plans, adhering to the subject of “measures and approaches
for China to address the “middle income trap”.®

When the 12th Five-Year Plan was just beginning to be developed,
China underwent its transition from the lower-middle-income stage to the
upper-middle income stage. The 12th Five-Year Plan clearly indicated the
need to “take scientific development as the theme and accelerating trans-
formation of economic growth as the priority”. This fundamental strategic
adjustment holds the key for China to avoid falling into the “middle
income trap”.

China is currently in a critical stage striding toward the high-income
group. In 2015, Tianjin, Beijing, Shanghai and Jiangsu all crossed the
high-income threshold (12,700 US dollars or above in per capita GDP),

Hu Angang: How Does China Overcome the Middle Income Trap, Contemporary
Economics, Volume 15, 2010.
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while Zhejiang (12,466 US dollars), Inner Mongolia (11,547 US dollars),
Fujian (10,913 US dollars), Guangdong (10,838 US dollars), Liaoning
(10,467 US dollars) and Shandong (10,305 US dollars) exceeded
10,000 US dollars in per capita GDP. The total GDP in the above ten
provinces, municipalities and autonomous regions added up to 38.60 tril-
lion yuan, accounting for 57.0% of China’s GDP, their resident population
adding up to 510.8 million, which constitutes 37.1% of the Chinese popu-
lation, equivalent to the total EU population and 1.64 times of the US
population. In fact, these provinces in the coastal regions have successively
leaped over the “middle income trap”, hence leading other regions across
the country in avoiding the trap, just like beating a path out of poverty in
the past. Therefore, we argue that the “middle income trap is a pseudo-
proposition for China”.

The year 2016 marked the beginning of the 13th Five-Year Plan, where
“endeavoring to overcome the middle-income trap” was proposed for the
first time in history. Our research shows that the five major development
concepts established by the CPC Central Committee are both the core
development concepts in overcoming the “middle income trap” and the
five major development approaches for the successful accomplishment of
this task. The 13th and 14th Five-Year Plan periods are the key phase in
leaping over the “middle income trap”, which will not be plain sailing.
The research findings presented in this book suggest that China will suc-
cessfully overcome the trap and become a high-income country featuring
common prosperity between 2020 and 2025, achieving the first centen-
nial goal as planned and laying a more solid foundation for the second
centennial goal.

Traps may be encountered at any stage of development: poverty trap in
the low-income stage, inevitable “middle income trap” in the middle-
income stage and “high income trap” even in the high-income phase.
From an international perspective, answers may vary to the question “why
the probability of successful transition from middle-income to high-
income is lower than that from low-income to middle-income:”, and dif-
ferent viewpoints exist. My observation is that the “middle income trap”
is more of a political trap than an economic one. As early as 25 years ago,
the Soviet Union and Eastern European countries already earned their
positions in the middle-income range; however, they never managed to
avoid the political trap as middle-income countries and achieve high-
income status in the wake of political upheavals. Some middle-income
countries in the Middle East over a decade ago are now struggling in
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warfare after the Arab Spring, entailed by endless sufferings of their people
who had to flee as refugees. For instance, as early as 2007, Libya’s per
capita GDP had exceeded 10,000 US dollars, which peaked in 2010 at
12,250 US dollars. Mired in the interventions from the West and the sub-
sequent outbreak of civil wars, Libya’s per capita GDP dived to 4660 US
dollars in 2011 with the collapse of the Kaddafi regime, slowly regaining
its momentum but only to 7820 US dollars in 2014.

These failures show that political stability is the prerequisite in creating
a favorable environment for economic development and addressing the
“middle income trap”, that is to say, peace and order are the biggest
national product for public welfare, which, similar to the invisible and
intangible clean air, is indispensable yet cannot be self-provided by indi-
viduals, hence should be valued, treasured and protected by all. This is
why peace and order are deemed the overarching product for public wel-
fare. It lies with the fundamental interests of all people, so individual inter-
est must give way to collective interest, and personal principles are
subordinate to public principles of the country. China, with a population
of over one billion, is a country with shared interests, destiny and develop-
ment, rising or falling together.

Then, who is the provider of national product for public welfare in
today’s China? The answer is the CPC and the Chinese government, for
whom this is the main responsibility and task. It is exactly on the basis of
such overarching national product for public welfare that China managed
to attain remarkable development, crossing over the “poverty trap” char-
acteristic of an impoverished country and again successfully overcoming
the “middle income trap”, bringing wellbeing and prosperity to the 1.3
billion population and realizing the Chinese dream of great rejuvenation.
Will China be able to leap over the trap? How to make it happen? What
are the approaches and measures to be implemented? This is a practical as
well as a theoretical question. Engaged in research projects at the Institute
for Contemporary China Studies of Tsinghua University, my colleagues
and I have internally published multiple Reports on China Studies with
policy influence and many monographs in journals with academic influ-
ence since 2008. Supply-side Structural Reform—Adapting to and Leading
China’s  Economic New Normal (Journal of Tsinghua University,
Philosophy and Social Sciences, Vol. 2, 2016) published by Hu Angang,
Zhou Shaojie and Ren Hao has been cited 210 times and downloaded
over 30,000 times, producing prominent academic influence. In addition,
the above-mentioned questions are studied on a deeper level and answered
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in a more systematic and comprehensive approach in China: Successfully
Overcoming the “Middle Income Trap” authored by Zhou Shaojie and Hu
Angang, providing background and policy recommendations as China
prepares to embark on a journey toward the high-income range with com-
mon prosperity. Post-doctorate researcher Lu Yufeng and PhD candidate
Ren Hao also participated in the research project on tackling the “middle
income trap”, and Ren Hao undertook data calculation in this research.

President Xi Jinping stated that “for China, the middle income trap is
bound to be crossed, and the question is when it will happen and how to
better move forward after that. We have confidence in balancing reform,
development and stability as well as steady growth, structure adjustment,
improvement of people’s livelihood and promotion of reform, thereby
advancing China’s economy in a steady and sustainable manner”.¢ This is
a profound question presented by the era, and of the era.

Taking China’s success in overcoming the “middle income trap” as the
theme, this book consists of five chapters: Chap. 1 defines the “middle
income trap” in terms of both the absolute and relative criteria; Chap. 2
introduces how China successfully addressed the “poverty trap”, which
lays an important foundation for China to leap over the “middle income
trap”; Chap. 3 touched upon various development challenges during the
middle-income stage and favorable conditions for China to overcome the
trap; Chap. 4 provides an analysis of how China can cross over the “middle
income trap”, with five major development concepts addressing this multi-
dimensional trap and Supply-side structural reform as the key to tackling
the “middle income trap”; Chap. 5 looks into China’s future development
as the country navigates over the trap and moves toward a high-income
country with common prosperity in all dimensions.

Practice is the touchstone of truth; likewise, practice in the Chinese
society shall test the knowledge and value of this book on China’s reality
and decision-making. We shall continue with follow-up studies as this
topic is highly complicated with many unpredictable factors in future
development. Even after China crosses the threshold of high-income
countries, the challenge of the “high income trap” would also ensue,
which calls for forward-looking and professional research and abiding

°Xi Jinping, Speech at the Dialogue between Asia-Pacific Economic Cooperation (APEC)
Leaders and APEC Business Advisory Council (ABAC) Representatives (November 10,
2014), People’s Daily, November 11, 2014.
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commitment to the notion of “knowledge for the people, and for the ser-
vice of the country”.

In a nutshell, practice knows no boundary, and so do knowledge,
research and innovation.

At Tsinghua University Hu Angang
July 7,2017



	Praise for China: Surpassing the“Middle Income Trap”
	Contents
	List of Figures
	List of Tables
	Chapter 1: What Is the “Middle Income Trap”?
	1.1 Proposition of the “Middle Income Trap”
	1.2 Definition of the “Middle Income Trap”
	1.2.1 Absolute Criteria
	1.2.2 Relative Criteria

	1.3 Overcoming the “Middle Income Trap”: A Comparison of East Asia and Latin America
	1.3.1 A Comparative Analysis of Countries and Regions in Asia in Overcoming the “Middle Income Trap”
	1.3.2 Latin American Countries Ensnared by the “Middle Income Trap”
	1.3.3 A Comparison of the Two Groups of Countries

	1.4 Why Does the “Middle Income Trap” Emerge?

	Chapter 2: How Did China Overcome the “Poverty Trap”?
	2.1 The Analytical Framework of Multidimensional Poverty
	2.2 Stagnant Development in China’s Contemporary History Plunged the Country into Poverty
	2.3 Achievements in Development During China’s Planned Economy Era
	2.4 Economic Development and Poverty Reduction
	2.4.1 Rural Economic Reform and Poverty Reduction
	2.4.2 SOE Reform and Development of Private Sector Economy

	2.5 Poverty Alleviation and Development Serve as a Powerful Tool for Overcoming the “Poverty Trap”
	2.5.1 Poverty Alleviation Policies During Different Development Stages
	2.5.2 Performance Evaluation of China’s Poverty Alleviation Efforts

	2.6 The Global Effect of China’s Poverty Alleviation Efforts

	Chapter 3: Will China Fall into the “Middle Income Trap”?
	3.1 Development Challenges During the Middle-Income Stage
	3.1.1 The Challenge in the Transformation of the Economic Growth Model
	3.1.2 The Environmental Resource Challenge
	3.1.3 Challenge of an Aging Population
	3.1.4 The Income Gap Challenge
	3.1.5 The Social Stability Challenge
	3.1.6 Political Development and Political Stability

	3.2 Favorable Conditions for China to Overcome the “Middle Income Trap”
	3.2.1 Steady Transition of the Economic System and Maturing of Macroeconomic Management
	3.2.2 Continual Improvement in National Capacity for Strategic Planning
	3.2.3 Modernized Infrastructure Provides Essential Support for Economic Development
	3.2.4 China Already Fulfills the Essential Preconditions for Innovation-Driven Development
	3.2.5 China’s Capacity for Green Development Continues to Grow
	3.2.6 China Actively Participates in Globalization and Global Governance
	3.2.7 The Superiority of the Socialist System Provides the Political Foundation for Overcoming the “Middle Income Trap”
	3.2.8 Summary


	Chapter 4: How Can China Overcome the “Middle Income Trap”?
	4.1 Breaking Out of the Middle-Income Trap Through the “Five Development Concepts”
	4.1.1 Avoiding the Total Factor Productivity Trap Through Innovation-Driven Development
	4.1.2 Avoiding the Urbanization Trap Through Coordinated Development
	4.1.3 Avoiding the Ecological Environment Trap Through Green Development
	4.1.4 Avoiding the Dependency Trap Through Open Development
	4.1.5 Avoiding the Inequity Trap Through Shared Development

	4.2 Supply-Side Structural Reform Is the Key to Overcoming the “Middle Income Trap”
	4.2.1 The Three Rationale Behind Supply-Side Structural Reform
	4.2.2 Supply-Side Structural Reform Ushers in China’s New Normal
	4.2.3 How to Promote Supply-Side Structural Reform: The Formula

	4.3 Supply-Side Structural Reform: China’s Practical and Theoretical Innovation

	Chapter 5: Looking Ahead: China Becoming a High-Income Economy
	5.1 Income Group Classification of China’s Provincial Regions
	5.1.1 Absolute Income Method
	5.1.2 Relative Income Method

	5.2 A Region-by-Region Statistical Analysis of Overcoming the “Middle Income Trap” in China
	5.3 Forecast and Outlook for China’s Overcoming of the “Middle Income Trap”
	5.4 Formation of the Chinese Path
	5.5 The Global Significance of China’s Overcoming of the “Middle Income Trap”

	Epilogue

