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Introduction

To mark 40 years of reform and development in China (1978-2018), this book
brings together the work of many of the world’s leading scholars on the Chinese
economy. In 31 separate contributions, they reflect and present views on policy
reform, economic growth and structural change over four fateful decades. These
were years in which China moved from being a poor, backward country to achieving
living standards above the world average and now approaching those of the high-
income countries. Over these four decades, China moved from near economic
isolation to be the world’s largest trading economy.

China’s economic reform and opening to the international economy began with the
decisions of the third plenary meeting of the eleventh Central Committee of the
Communist Party of China (CPC) in 1978. To mark the twentieth anniversary of
reform, two of the authors (Ross Garnaut and Ligang Song) organised a conference
at The Australian National University, the papers from which were published in
1999 by Asia Pacific Press as China: Twenty years of economic reform.

There was great interest in the conference and the book, and we repeated the
proceedings two years later, and then every year thereafter. We adopted the bracing
practice of having the book published by ANU Press each year for release on the
eve of the conference. This meant it could be discussed in a timely way when we
were all together. From 2007, we were joined in the enterprise by the Chinese
Academy of Social Sciences, with a Chinese-language version of the book published
by China’s Social Sciences Academic Press (SSAP) and released in a separate seminar
in China every year since then. ANU Press jointly published the Update books
with the Brookings Institution Press and launched the books in Washington for
three years in 2008, 2009 and 2010. Since 2010, the University of Melbourne has
joined in a three-way collaboration, and we have added a Melbourne conference to
the schedule each year. We thank other colleagues who joined us in co-editing the
Update books throughout these years. They are Wing Thye Woo (2008 and 2009),
Jane Golley (2010 and 2011), Huw McKay (2012) and Lauren Johnston (2015,
2016 and 2017). ANU Press has been a pioneer of online publications, and the
China Update book series has reached wide readership globally through its open-

aCcCess system.

So, a Chinese and international network of scholars of the Chinese economy has
been examining closely and publishing on Chinese economic reform, development
and structural change for 20 years.
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Over the two decades, we have published important contributions drawn from the
latest authoritative research from leading economists in China, Australia, the United
States and other countries. Many of these authors have joined us in this fortieth
anniversary issue of the book.

The contributors to this volume discuss, from differing perspectives, the origins,
content, consequences and future of reform. The 31 chapters explore what has
happened in the transformation of the Chinese economy and how that has
affected the world economy. They discuss an unfinished agenda for reform. They
draw lessons for the future from the experience of the four preceding decades.
They begin to sketch what the world can expect in China’s fifth decade of reform
and development.

Part one contains eight chapters providing general interpretations of the reform
experience by deeply experienced and well-known scholars who have been closely
engaged in analysing, interpreting and explaining the Chinese experience of reform
for all of its 40 years (Gregory C. Chow, Dwight H. Perkins, Ross Garnaut), for
most of those years (Cai Fang, Ligang Song, Liu Wei, Yang Yao and Justin Yifu
Lin and Zhongkai Shen) or through periods as a senior World Bank official in
China (David Dollar and Bert Hofman). Each looks at the history through a
personal lens. Inevitably, there is some overlap in the matters covered. We think
the different interpretations of similar issues enrich the whole. For example, on
the most fundamental of historical questions, Chow presents reasons why Chinas
circumstances made reform inevitable in 1978, while Garnaut emphasises the role
of human agency—the decisions taken by leaders at critical times that shaped
subsequent developments.

Part two contains 11 chapters on reform and development relating to major economic
issues, policy instruments or institutions. Each of the authors is an authority on
the issues covered—Xiaolu Wang on macroeconomic development, Guonan
Ma, Ivan Roberts and Gerard Kelly on growth and restructuring, Zhang Jun on
price system reform, Fan Gang, Guangrong Ma and Xiaolu Wang on the process
of marketisation, Christine Wong on the fiscal system, Cai Fang on demographic
change, Yiping Huang and Xun Wang on banking reform, Yongding Yu on foreign
exchange reform, Nicholas Lardy on private sector development, Ligang Song on
the experience of state-owned enterprise (SOE) reform and Barry Naughton on the
remaining agenda for SOE reform.

Part three contains four chapters on how the relationship between rural (at first
mainly agricultural) and urban China has developed through the reform period, by
scholars who are recognised for their work over several decades on the subject: Bob
Gregory and Xin Meng on migration, Shouying Liu on land reform, Biliang Hu and
Kunling Zhang on urbanisation and Jikun Huang and Scott Rozelle on agriculture.
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Part four contains two chapters describing the most evident and perhaps most
consequential changes from China’s new model of growth, adopted and partially
implemented in the fourth decade of reform: ZhongXiang Zhang on energy,
highlighting the transition to low-carbon technologies, and Jiahua Pan on
climate change.

Part five presents five chapters on different aspects of China’s deepening interaction
with the global economy over the past four decades: Peter Drysdale and Samuel
Hardwick broadly on integration into the international economy, Kunwang Li and
Wei Jiang on trade, Chunlai Chen on inbound investment and Bijun Wang and
Kailin Gao on outbound investment, and Wing Thye Woo on the evolving China’s
external economic disputes with the United States and possible solutions.

We are aware that the whole is an eclectic treatment of the complex reality of
Chinese reform and development over the past 40 years. Most readers will want to
dip into chapters covering matters in which they are particularly interested rather
than reading the whole volume from cover to cover. We are confident there is much
of interest to people everywhere who are interested in the whole human experience
of modern economic development, as well as in the remarkable manifestation of
the phenomenon over the past four decades in the world’s most populous country.

Ross Garnaut, University of Melbourne
Ligang Song, The Australian National University
Cai Fang, The Chinese Academy of Social Sciences

Melbourne, Canberra and Beijing, 19 July 2018






1. 40 years of China’s reform and
development: How reform captured
China’s demographic dividend

Cai Fang, Ross Garnaut and Ligang Song'

China’s reform, opening-up and resultant economic growth in the past 40 years provide
a new constellation of experience we can study to understand the nature of modern
economic growth. This chapter describes the process of reform and opening-up of the
economy, and its nexus to accelerated economic growth. It describes and provides some
data on the experience of trade and growth over the past 40 years. It sketches some of
the main elements of reform, changes in incentives that have driven economic growth,
changes in economic structure that have followed and the rising role of China in the
global economy. It highlights new challenges that China faces after 40 years of reform.

Introduction

The eleventh Central Committee of the Communist Party of China (CPC) held its
third plenum from 18 to 22 December 1978. This meeting reestablished an older
CPC ideological line of ‘seeking truth from facts’. It decided to shift the focus from
political movement to economic development. This laid the foundation for reform
and opening-up.

In the winter of the same year, Xiaogang, one of the poorest villages in Fengyang
county in Anhui province, abandoned its collective brigade production structure
and became the pioneer for contracting collectively owned land to households. Such
a practice—later known as the household responsibility system (HRS)—spread
nationwide in the early 1980s and replaced the people’s commune system that had
existed for a quarter of a century. This was the first break in the planned economy.

China initiated the change from central planning to mainly market exchange
simultaneously with opening up to international trade and investment. Domestic
economic development and participation in economic globalisation have marched

forward hand in hand.?

1 We thank Xiaoying Wang for her help in assembling the data for most of the figures used in this chapter.
2 The International Monetary Fund (IMF 2006: 4) considered 1979 the start year for China’s economic take-off.
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Deng Xiaoping was a source of, sponsor within the party for and, for two decades,
the protector of China’s reform and opening-up policy. In July 1979, under Deng’s
influence, the central government decided to establish ‘special export zones’,
later called special economic zones (SEZs), in Shenzhen, Zhuhai and Shantou
in Guangdong province and Xiamen in Fujian province. This signalled the start
of China’s opening to the outside world.

This experiment was extended to 14 large cities in coastal areas in 1984, the newly
established province of Hainan in 1988, and a host of cities along the Yangtze River
and interior border cities in the early 1990s. These domestic steps to open to the
international economy were extended to global institutions with China’s application
to resume the status of a contracting party to the General Agreement on Tariffs and
Trade (GATT) in 1986 and its accession to the World Trade Organization (WTO)
in 2001.

China’s reforms are 40 years old. The Master said: ‘At 40, I perceived truth and
doubts ceased.” A wealth of empirical materials accumulated over 40 years confirms
the wisdom of internationally oriented market reform and helps us to draw theory
from experience to guide future reform.

China’s reform and opening-up is in the process of delivering to 1.4 billion Chinese
people the fruits of the most consequential socioeconomic change and institutional
innovation in human history. If it is able to maintain momentum in reform at
a more challenging time, it is likely to deliver high-income status to the Chinese
people by the early 2020s—more than doubling the number of people living in
countries with that status (Figures 1.1 and 1.2).

China’s reform and opening-up has both universal and unique features.

This chapter secks to answer the following questions: How and why did China
miss the opportunity of catching up with the developed countries during its
planned economy era? How was China’s economic growth enhanced by removal
of institutional constraints, factor accumulation and improvements in resource
allocation? At the current stage of China’s development, with upper-middle
incomes, what new approaches are required for Chinas growth engine to gain new
momentum, and to drive China into the ranks of the high-income countries?

3 This is an oft-recounted quotation in Confucian Analects; the English translation is quoted from Jin (2005: 4).
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Missed opportunity of convergence
in the planning era

In 1980, China ranked near the lowest in the world in gross national income per
capita. It ranked much higher in terms of major human capital indices, and about
the middle for average years of schooling for the population aged 25 and older and
for life expectancy at birth (Cai 2015a: 40).

Although per capita income was very low, the capital stock and rate of capital
accumulation were much higher, and China had demonstrated strong capacity to
mobilise capital. In the period 1953-78, the average investment rate was 29.5 per
cent—significantly higher than the world average and most developing economies
(Lin et al. 2003: 71-4).

The planned economy lacked the necessary institutional conditions for efhcient
resource allocation and work incentives. Cross-nation studies and China’s experience
show that rejection of the market mechanism under planning causes inefhiciency in
resource allocation. Lack of autonomy in business decisions and lack of incentives
depress work effort.

Through the planning period, high rates of capital accumulation and rapid increases
in the labour force did not lead to commensurate rates of economic growth because
productivity performance was low. Resource misallocation distorted the industrial
structure. Appropriate technology was not applied in economic activity.

Through the early years of the People’s Republic of China and the planning system,
beginning in the early 1950s, China moved from the demographic combination of
a high birth rate, high mortality rate and low population growth to one of a high
birth rate, low mortality rate and high population growth. The latter state, with
rapid growth of the population and labour force, has often been part of a process of
economic involution.* The result has been a dual economy characterised by a labour
surplus in agriculture (Lewis 1954).

In the late 1960s, fertility began to decline, bringing down population growth.
Population conditions more conducive to economic growth—with a potential
demographic dividend—emerged. The accumulated labour surplus provided
potential comparative advantage in the production of labour-intensive goods and
services. The demographic dividend would magnify the benefits. Linked with open
international trade, this could have spurred high-speed economic growth.

4 Economic history shows that near the end of the Malthusian poverty trap as a stage of development, many countries
began to experience a process of economic involution characterised by accumulation of massive surplus labour in
agriculture, followed by entry to the stage of dual-economy development conceptualised by Lewis (1954).
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This opportunity was not taken, because a comparative advantage—defying rather
than a comparative advantage—following strategy was adopted.’

China sought to promote industrialisation and to catch up with the advanced
countries by mobilising resources and allocating them through central planning
without international trade.

China’s planned system had three elements: the macropolicy environment,
planned resource allocation and micromanagement institutions (Lin et al. 2003).
The development strategy gave impetus to industrialisation, but the economic
system that emerged had severe defects.

The macropolicy environment gave priority to heavy industry in the hope of
speeding up capital accumulation and industrialisation. The industrial structure
deviated far from China’s comparative advantage and a disproportionate part of
output was allocated to investment rather than to consumption.

The highly centralised planning system denied a role for markets. It was suitable for
implementing the economic plan, but led to an imbalance between the supply of
and demand for products and a failure to allocate resources to their most valuable
uses. Total factor productivity (TFP) declined and dragged down economic growth.

Micromanagement institutions characterised by nationalisation of industry and
collectivisation of agriculture were arranged to carry out the national plan
and match the planning system. Lacking operational autonomy and work incentives,
the production units—state-owned enterprises (SOEs) and people’s communes—
operated extremely inefficiently. This contributed to the decline in TFP.

The Chinese economy in the planning period was almost completely isolated from
the world economy. In 1978, the share of exports plus imports in gross domestic
product (GDP) was only 9.7 per cent. Primary products (agricultural products and
raw materials) contributed more than half of the low level of exports. There was no
direct investment. Maddison (2007: 102) estimates the annual average growth rate
of GDP in the period 195278 was 4.4 per cent in purchasing power parity (PPP)
terms. This was below the average for developing countries.

Spence (2011: Pt 1) argues that the global economy started an era of convergence
about 1950. Since the 1950s, a number of initially poor economies have caught up
with the developed countries. Maddison’s data show that in the period 1952-78,
the annual GDP growth rate was 4.3 per cent in the rich countries, 4.9 per cent in
‘others’ and 4.6 per cent for the world average.

5 For the definition of the two contrasting strategies, see Lin and Wang (2010); for analysis of the adoption of the
Chinese strategy in the late 1950s, see Lin et al. (2003).
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China’s relative performance was worse in per capita terms, because its population
growth was higher. In 1952, China’s per capita GDP was US$538 in 1990 prices.
This was 8.7 per cent of the average of the rich countries, 46.5 per cent of the
‘others’ and 23.8 per cent of the world average. By 1978, China’s per capita GDP
(US$978 at constant price) had fallen as a percentage of each of those three groups,
to 6.8 per cent, 42.1 per cent and 22.1 per cent, respectively.

We can conclude that in the first three decades of the People’s Republic, China
not only missed the chance to catch up with the developed countries, but also fell

further behind the rest of the world.
Let us examine how the planned economy led to inefficient resource allocation.

In 1952, 82.5 per cent of the labour force worked in agriculture. That was potentially
a source of surplus labour for modern economic development.

In the mid-1960s, the population dependency ratio—the ratio of the working aged
to the dependent population—began to fall, overwhelmingly from the decline
in the proportion of people younger than working age. From this time, China
enjoyed a demographic dividend that theoretically could have been translated into
accelerated economic growth.

The Lewis model and its application to developing countries (Lewis 1954; Cai
2016) show that an abundant labour force not only delivers labour supply, but
also helps to maintain a high savings rate, avoids diminishing returns to capital and
raises allocative efficiency as labour is transferred from agriculture to other sectors.
The planning model stopped China from enjoying all these benefits. The share of
agricultural labour was still 74.5 per cent in 1977.

Zhu (2012) has developed a lower estimate than Maddison of average GDP growth:
2.97 per cent in the period 1952-78. The labour force grew at 3.63 per cent, and
increases in capital stock and human capital made large positive contributions.
The decline in TFP dragged growth down by 72 per cent from what it would
otherwise have been.

The ‘Great Leap Forward’ and the Cultural Revolution were the most disastrous
episodes during the planning period. We can presume that losses during these
catastrophes contributed much of the underperformance of the planning period,
although the extent of the contribution is difficult to estimate. Kwan and Chow
(1996) attempt an estimate.
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Impact of reform and opening-up

Adequate capital accumulation and efficient allocation of physical and human
capital are prerequisites for successful economic development. Reform of a planned
economic system to provide these prerequisites requires at least three conditions
to be met. First, the reform should bring benefits to at least one major group of
participants, to provide political support. Second, these benefits cannot be at the
expense of any other substantial groups in society—that is, the reform has to deliver
a ‘Pareto improvement’. Third, the reform should start in a key area to transmit its
momentum to other areas of the system.

The early reforms in rural China characterised by the introduction of the HRS
and the abolition of the people’s communes met these conditions rather perfectly.
The HRS was at first accepted for individual cases and, as early as the late 1970s,
was piloted in some poor, remote areas and eventually encouraged nationwide by
the central government. By the end of 1984, all production brigades and 98 per cent
of households in rural China had adopted the HRS. The people’s commune system
was officially abolished at this time. This reform immediately improved incentives
for agricultural production by granting farmers autonomy over operations and
rights to profits from more efficient use of their land and labour, which gave them
incentives to raise productivity.

In the period 1978—84—the years of transition from the people’s communes to the
HRS—grain yield per unit area increased by 42.8 per cent, total output of grain
increased by 33.6 per cent and real agricultural value added increased by 52.6 per
cent. Lin (1992) shows that 46.9 per cent of the increase in agricultural output
can be attributed to the HRS. The jump in agricultural production mitigated the
shortage of urban supply and gradually laid the foundations for the abolition of the
rationing system in the early 1990s.

In the same period, the nominal average income of farm households increased by
166 per cent. The number of rural residents living in absolute poverty dropped from
250 million to 128 million, with the poverty line rising from RMB100 to RMB200
(Cai 2015a: 4).

Figure 1.3 presents the data as to how the share of the population in poverty has
been falling consistently through the reform period.

Similar reforms on a different timetable and with greater difficulty were implemented
in urban areas. A system of bonuses for employees was introduced in SOEs in 1978,
which aimed to align incentives for employees with enterprise performance. This
was followed by the state granting autonomy to and sharing profits with enterprises.

11
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SOE reform as the core of urban reform has had several threads (Garnaut et al.
2006). One related to making SOEs viable market players, and began with the
expansion of enterprises autonomy, building up to corporatisation. Granting
autonomy to enterprises began with pilot programs in some cities in the late 1970s.
It was quickly extended to more regions, and then to the whole country in the
early 1980s. Simplification of government controls on enterprises and delegation of
authority followed through the 1980s. SOEs achieved management autonomy on
setting wages and bonuses, hiring and firing workers, purchasing and selling goods
and services, pricing products and utilising their own cash flows for investment.

Experiments were conducted with a variety of management forms, including
managers’ responsibility, enterprise contracts, asset leasing and shareholding systems.
In the late 1990s, a more radical measure was introduced: ‘grasping the large, letting
go of the small’. This involved corporatising large SOEs based on modern enterprise
management principles and privatising small and medium-sized enterprises.

A second thread involved redefining the relationship between SOEs and government.
Early reform in this area featured the state sharing profits with enterprises through
a host of measures aimed at introducing market discipline and accountability.

In 1988, the State Council established the State-owned Assets Administration
Bureau, which was renamed the State-owned Assets Supervision and

Administration Commission (SASAC) in 2003. SASAC, on behalf of the state, is
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responsible for supervising the central government’s nonfinancial state enterprises.
Similar organisations were established at the local level to supervise state assets
owned by local governments.

The third thread was the introduction and then encouragement of nonstate enterprises
(Garnaut et al. 2001). Property rights and governance structures were reformed to
allow a wider range of nonstate enterprises. Competition between enterprises with
different kinds of ownership and the introduction of mixed ownership of enterprises
helped to increase the efficiency of SOEs.

There is now considerable competition between enterprises with different forms
of ownership. In 2015, of the revenue from businesses with annual revenue of
RMB20 million or more, only 4.1 per cent was generated by those registered as SOEs.
The rest was generated by enterprises with 29 other kinds of ownership, including
private individuals and partnerships, limited liability corporations, foreign-funded
enterprises and joint ventures between Chinese and foreign enterprises.

The gradual introduction of profit-based incentives for business units in and outside
agriculture has increased the importance of getting prices right. Having prices
reflect true economic value is necessary for efficient resource allocation in a market
economy. Enterprise reform therefore requires effective markets for setting prices for
factors of production, goods and services. Transitions in markets for capital, labour,
goods and services were all achieved through a ‘double-track approach’. For a while,
market and state-determined prices existed alongside each other. Over time, the role
of market prices expanded and that of planned prices declined.

Reforms in other areas have been, by and large, carried out around these main
threads. Problems arising from the process of reform and development have been
dealt with pragmatically as they have arisen.

The overall direction is for the roles of central and local governments to be gradually
transformed from direct involvement in economic activities to promoting equity
and broadly based development through providing basic public services. Around
this general direction of change, there has been a tendency for local governments to
compete fervidly with one another in pursuing growth of GDP and public revenue.

This last characteristic of entrepreneurial government, while running against the
general objectives of reform, has provided powerful impetus to economic growth.
It has also led to overinvolvement of government in directly allocating resources,
which has impeded the role of market forces (Chu and Song 2015). Since the
beginning of the second decade of the twenty-first century, the Chinese Government
has asserted a stronger commitment to providing public goods, including basic
education, social protection, market regulations and macroeconomic policies, rather
than directly participating in business activity.

13
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China’s opening up to the international economy has proceeded in parallel with
domestic reform. China has benefited in many ways from expanding imports
and exports (Figure 1.4), attracting foreign investment, investing overseas and
participating in global governance. Interaction with the international economy
has helped Chinese enterprises to adopt advanced technologies and management
and, more generally, to become more competitive through exposure to world-class
competition. It has allowed China to translate the demographic dividend into
massive gains from trade.
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Figure 1.4 China’s export share of GDP, 1978-2017
Source: IMF (2018).

Impact of demographic dividend

The demographic dividend emerges when growth in the working-age population
exceeds that of the dependent population. Figure 1.5 shows that, in China, the
population window of opportunity coincided with the first three-and-a-half decades
of reform and opening-up. The demographic dividend began to withdraw a few
years ago.

The low and declining dependency ratio, while it persisted, contributed to China’s
distinctive high growth rate beyond the direct influence of a high rate of growth in
the labour force. It also contributed to the high savings rate. The abundant supply
of labour from the countryside delays the onset of diminishing returns to capital
and, by so doing, makes capital accumulation a main engine of economic growth.
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Figure 1.5 Changing trend of age structure and population window
of opportunity
Source: UN DESA (2015).

Through most of China’s reform period, returns to capital remained extraordinarily
high (Bai etal. 2006). After the Lewis turning point characterised by labour shortage
and wage inflation,® returns to capital have rapidly diminished (Lewis 1954; Bai and
Zhang 2014).

An abundant supply of labour has been widely recognised as a favourable factor for
rapid growth of a developing country when it is catching up with the global frontiers.
Less well understood is that improvement of human capital in the less-developed
countries is greatly assisted by a favourable age structure of the population. This
increases the availability of education—expressed as years of schooling—for the
average new entrant to the labour market (see Cai et al. 2016).

The World Bank (1998) estimated the contribution of labour inputs to GDP
growth—measured in terms of both quantity and quality—to be 17 per cent. Cai
and Zhao (2012) estimated the labour contribution to be 8 per cent and human
capital 4 per cent. Whalley and Zhao (2010) estimated the direct and indirect
contribution of human capital to be as high as 38 per cent.

Labour mobility from lower to higher productivity uses—between rural and urban
areas, among sectors and among regions—contributes significantly to TFP growth
by increasing allocative efficiency. Cai (2017) found that labour productivity

6 For discussions on China’s arrival at the Lewis turning point, see Cai (2015b).
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growth in the period 1978-2015 can be decomposed into 55.1 per cent from
improved performance within each sector (primary, secondary and tertiary), with
the balance from intersectoral movement of labour.

The World Bank (1998) divided TFP growth in China into increased intersectoral
efficiency and a residual. It found that the former—namely, productivity growth
resulting from labour movement from lower productivity sectors (agriculture and
SOEjs) to higher productivity sectors (nonagricultural sectors and newly established
enterprises)—contributed 16 per cent of the GDP growth in the period 1978-95. Cai
and Wang (1999) found that the labour transfer from agricultural to nonagricultural
sectors constituted the majority of TFP growth and 21 per cent of per capita GDP
growth in the period 1978-98 (Figure 1.6).
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Figure 1.6 China’s GDP growth decomposition, 1978-2017
Source: The Conference Board (2018).

Some scholars have taken the dependency ratio as a proxy variable to estimate the
demographic dividend’s contribution to China’s economic growth. Wang and Mason
(2008) estimated the dependency ratio contributed 15 per cent of economic growth
in the period 1982-2000, while Cai and Zhao (2012) estimated it contributed
27 per cent in the same period.
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These empirical findings suggest that the outstanding performance of the Chinese
economy has been the result of reform and opening-up cashing in on advantageous
demographic and other underlying conditions. Cai and Lu (2013) estimated
that the potential GDP growth rate was 9.7 per cent in the period 1979-95 and
10.4 per cent in 1997-2010.

Cai (2017) estimated that while total employment in rural and urban areas increased
from 402 million in 1978 to 775 million in 2015, the share of agricultural labour
dropped from 69.6 per cent to 18.3 per cent.

Strong employment growth spreads the improvement in living standards. Despite
a widening income gap in most of the reform period, three effects have helped to
disperse the results of reform, opening-up and growth, and so helped to win the
legitimacy of that reform and opening-up.

First is the increase in employment. The expansion of labour-intensive industries
created numerous jobs outside agriculture. In the period 1978-2015, while GDP
and per capita GDP in real terms increased by 29 and 20 times, respectively, real
consumption of rural and urban Chinese households, on average, increased by
16 times. For many years, the improvement of people’s living standards owed more
to increased nonagricultural employment than to higher wages.

For example, Cai et al. (2009: 220) estimate that in the period 1997-2004 the
number of migrant workers—defined as rural labourers who worked in cities for six
months or longer—increased from less than 40 million to over 100 million. While
there was no significant increase in the real wage rate, total wages grew at an annual
rate of 14.9 per cent in real terms. As a result, the share of wages in rural households’
income increased from 24.6 per cent to 34 per cent.

Second is the more recent increase in the wage rate (Garnaut and Huang 20006).
Since the Chinese economy entered the Lewis turning point, or period,” some time
from 2004, the wages of ordinary workers have increased rapidly. In the period
2003-16, the average wage of migrant workers in real terms grew at a rate of 10.1
per cent. As a consequence, after 2009, the Gini coefficient of residents’ income and
the income gap between rural and urban households both fell steadily.

Third is the effect of redistribution policy. Coinciding with the arrival of the Lewis
turning point, China’s central and local governments have intensified redistributive
policies. These include strengthening the poverty alleviation program in rural areas,
expanding the coverage and equalising the provision of public services, raising
mandatory minimum wages and relaxing household registration control over
population migration (Cai 2016).

7 Garnaut (2013) has noted that in China, as a large and differentiated country, the Lewis turning point would
not come at a single point in time, but emerge through the economy over a period.
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New development stage and unfinished tasks

In the past 40 years, China has gone a long way towards two important systemic
transitions—from a planned to a market economy, and from a dual economy to
neoclassical growth. China has also undergone a rapid demographic transition, from

high to low fertility.

Economic reform and opening-up to the world economy have created an
institutional environment in which a demographic dividend has been translated
into extraordinary economic growth (Table 1.1). Reforms of incentive mechanisms,
enterprise governance, price determination, resource allocation systems, foreign
trade and investment and the macropolicy environment have contributed differently
at each stage of development.

Table 1.1 Summary of growth sources and their trends

Growth factors | How they worked Features and implications

Capital Low dependency ratio conducive to Unsustainable; as labour becomes

accumulation high savings; unlimited supply of labour | scarce, return on capital begins
prevents diminishing return on capital diminishing

Quantity of Population structure guarantees labour | Unsustainable; demographic dividend

labour supply, which turns into comparative disappears as economy passes Lewis
advantage in labour-intensive turning point
manufacturing

Human capital Education expansion and mass labour Education expansion eventually slows,
entry improves quality of stock of calling for enhancing its quality and
workers equality

TFP Increase from improvement of incentives | Increasingly challenging and important
and resource allocation system to sustain growth; requires new

sources of increase

TFP, of which: Reallocative efficiency of resources Dominant in early stage of

resource through labour mobility from agriculture | development; diminishes after Lewis

reallocation to industrial sectors turning point

TFP, of which: Utilisation of advantage of As gap narrows, technological

technology backwardness through absorbing progress increasingly relies on
foreign technology and management independent innovation

Population factor | Widely defined demographic dividend Diminishes as China ages; second
is manifested in all factors driving rapid | dividend available from removing
growth remaining barriers to movement

Source: Authors’ summary.

For a certain period, investment and net exports rather than consumption
contributed disproportionately to economic growth in China (Figure 1.7).
Sustaining strong growth now requires consumption to play a more important
role in driving expansion of the economy. Progress has been made in recent years:
increases in total household and government consumption now exceed increases in
investment (Figure 1.8).
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If China is to graduate from upper—middle-income to high-income status, its growth
needs to shift from reliance on increases in labour and capital supply to reliance on
productivity enhancement. This requires more effective markets—and reforms that
are inherently difficult.

As summarised in Table 1.1, after the Chinese economy entered the Lewis turning
point—characterised by a labour shortage and rising wages—the demographic
dividend diminished rapidly. All of the elements that drove rapid growth in the first
quarter-century of reform became weaker. The potential growth rate was bound to

19



20

China’s 40 Years of Reform and Development: 1978-2018

decline. A labour shortage means that wages grow faster than productivity. The rapid
increase in the capital-labour ratio leads to a sharp decline in return to investment.
The shrinkage of new entrants to the labour market slows the improvement of
human capital. The deceleration of labour movement from agriculture to other
sectors removes a source of rapid improvement in allocative efficiency, leading to

a sharp fall in TFP growth.

All of these considerations lower China’s potential growth rate by a considerable
amount.

Cai and Lu (2013) estimate that China’s potential growth rate has fallen from about
10 per cent per annum prior to 2010 to 7.6 per cent in the period of the twelfth
five-year plan (2011-15) and 6.2 per cent in the thirteenth five-year-plan period
(2016-20). Nevertheless, Cai and Lu (2016) suggest that the decline of China’s
potential growth rate will be smooth and slow and, until 2050, will remain higher
than 3 per cent. The slowdown in the actual growth rate has so far followed this
trajectory.

Growth theories and the lessons of experience show us that growth slows in the
transition from dual-economy development with potential for catching-up with
advanced economies to neoclassical growth at the global technological frontier
(Eichengreen et al. 2013; Barro 2016). However, the pace at which potential growth
falls and the extent to which it deviates from the potential growth rate differ across
countries (Eichengreen et al. 2011).

China will not be exempt from the iron law of regression to the mean in the long
run (Pritchett and Summers 2014). However, by deepening reform and upgrading
its industrial structure, China can prevent its potential growth rate from falling
too fast, find its way out of the ‘middle-income trap’ and accomplish its goal
of modernisation.

Deeper reform is essential to spur on future economic growth. The difference

between reform and status quo outcomes is dramatically large (Cheremukhim et
al. 2015).

One reason the maintenance of productivity growth through deeper reform is now
more difficult than in earlier decades is that it is now harder to find improvements
that benefit one substantial group in society without hurting others. It is harder
now to find Pareto improvements of the kind associated with the introduction

of the HRS.

This raises new challenges. First, reform now faces resistance and interference
from vested interests. Second, in the course of the ‘creative destruction’ necessary
for tapping new sources of growth, some workers will lose established jobs and
some enterprises will disappear. There will be perceptions of a public interest case
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for slowing reform—the product of what Corden (1974) called the conservative
social welfare function. To meet those challenges, the reform dividend—the added
economic value from new reform measures—should be made available to the losers
of reform. This converts a Pareto improvement into a Kaldor—Hicks improvement

(Scitovsky 1941).8

Successful reform to maintain growth in these circumstances requires political
wisdom and determination. The required policy measures include redefining fiscal
expenditure responsibilities between central and local governments, strengthening
social protection for unemployed workers and disadvantaged families and more
generally compensating the losers from reform.

There is some opportunity for allocative gains from moving people from agricultural
and other rural employment into employment with higher productivity in the towns,
through removing artificial barriers to relocation. This, too, faces resistance from
established urban residents. Again, wisdom and determination from government are
required to unlock a reform dividend.

Future TFP growth will have to come, to a considerable extent, from innovation,
involving Schumpeterian ‘creative destruction’. Studies suggest that in developed
countries, allocative efficiency relating to the entry, expansion, contraction and exit
of firms within narrowly defined sectors can contribute one-third to one-half of
national productivity growth (Foster et al. 2008). To make such a mechanism work
in China requires deepening reforms to increase competition, break monopolies,
encourage entrepreneurial activities and strengthen social protection.

The road ahead will be harder in some important respects than the road already
travelled. The difference between continuing along the road and staying still is the
difference between China joining the ranks of the high-income countries and being
caught in a middle-income trap (Armstrong and Westland 2016).
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2. 40 years of Chinese economic
reform and development and the
challenge of 50

Ross Garnaut

On 22 December 1978, the eleventh Central Committee of the Communist Party
of China (CPC) completed its third plenary meeting.

There was no contemporary recognition in the West of itssignificance. The twentieth,
thirtieth and now fortieth anniversaries have received far more attention. In the
intervening years, China and its relations with the international community have
been transformed.

We published the first of this series of books about the Chinese reforms and
economy on the twentieth anniversary, 20 years ago. China’s economy had expanded
by five times over the intervening two decades, and its foreign trade by 12 times.
Consumption levels had greatly increased for nearly half of the world’s people in
poverty. From being an isolated, autarchic economy, China through the 1990s
absorbed about half of the foreign direct investment (FDI) flows to developing
economies. From having no trade or investment ties with Taiwan and South Korea,
by the 1990s, China was the first or second largest export destination of one and the
third largest of the other.

Even greater had been the transformation of the Chinese mind. Tens of millions
of Chinese were by then part of an international community of ideas and information.
With the expanded role of the market had come a substantial widening in the sphere
of personal freedom—to travel and to communicate with others.

Changes of this dimension and at this extraordinary speed are unsettling and
potentially destabilising. Yet for all the disruption of change, and the many new
problems it had generated, most Chinese welcomed the transformation over the first
two decades. Certainly, the large increase in living standards was appreciated enough
to provide a base for continuity in political leadership and institutions despite the
immense stress and dislocation.

The pace of change has been maintained over the second 20 years of the reform
period. The economy in 2017 was 5.3 times larger than in 1998, and international
trade 12.6 times. The information networks in which ordinary citizens participate
within and beyond China have expanded beyond the wildest imagination of
20 years ago. This is partly the march of global technology and partly the movement
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of Chinese people to the global frontiers of knowledge and technology—somewhat
constrained by the authorities’ restrictions on the use of those new technologies.
More than 140 million Chinese now have passports for travel abroad and 751 million
communicate with each other and outsiders through the internet.

The tensions over growing income and wealth inequality at the first and second
decadal anniversaries have continued, and have been joined by concerns about
deteriorating environmental conditions affecting the health of many people across
the country. The abuse of office for personal enrichment has been a continuing and
increasing source of resentment, eventually growing into a threat to the stability
of Communist Party rule. The correction of growing inequality, environmental
deterioration and corruption has become a central policy objective. The elimination
of poverty is now a policy goal. Rapidly rising living standards for ordinary people
as labour became scarce and state policy focused on distributional issues provided
a salve to social tensions from the later years of the third decade of reform.

Now, approaching the fortieth anniversary, China has become such a large economy
that changes in the rate or character of its growth affect people everywhere, generating
tensions in China’s external relations and feeding back into domestic political and
economic realities in complex ways. China is now large enough to be consequential
to the developed countries’ ways of relating to each other and the developing world,
and to ideas and norms relating to domestic political organisation everywhere.

Ideas and policy in the first 20 years

When Deng Xiaoping and his supporters took decisive control of the Central
Committee of the CPC 40 years ago, they brought to an end what Deng himself
once described to former Australian prime minister Bob Hawke in my presence as
two years of indecisive economic strategy and policy after the death of Mao Zedong
in 1976. During those two years, policies embodying pragmatic acceptance of
a large role for domestic and international market exchange were in contest with
Maoist commitments to local and national autarchy, central planning, state-owned
enterprises (SOEs) in the cities and people’s communes in the countryside.

Deng and his supporters were victims of the Cultural Revolution. The reaction
against the anarchy of that decade was their political launching pad. They had been
the managers of the early periods of Communist Party success, in the 1950s before
the ‘Great Leap Forward’ and in the brief interlude between the recognition of
failure of that first lethal experiment in unworldly application of Maoist theory and
the anarchy of the second. They harked back to earlier success, when markets had
been allowed to play substantial roles at least in the countryside, within a system in
which central planning was supported by a firm administrative order.
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The reformist leaders of December 1978 were aware that the world had changed from
the earlier days of partial success. They were aware of China’s military vulnerability,
as an economically weak and technologically backward society. They were deeply
conscious that China shared the world’s longest border with an apparently
economically successful, technologically advanced and politically expansionist
authoritarian state, the world’s second military superpower. Some of them were
aware as well that their rivals from the Chinese civil war across the Taiwan Strait,
their compatriots in colonial Hong Kong and their Cold War enemies in South
Korea were enjoying sustained economic success that raised deeply challenging
questions about China’s own continuing backwardness.

It was China’s strategic vulnerability that had caused and allowed premier Zhou Enlai
to champion the modernisation of industry, agriculture, science and technology and
national defence in the early 1970s, after the armed clashes along the border with
Russia in Heilongjiang. The intensification of the Sino—Soviet conflict and China’s
‘four modernisations” provided the context for diplomatic rapprochement with the
United States and for Deng Xiaoping’s temporary rehabilitation as vice-premier in
the early 1970s. China’s national policy lurched dangerously as competing ideas and
political forces struggled to take control of the tiller of state. The ultimate directions
were strongly influenced by the arrest by the People’s Liberation Army (PLA) of the
‘Gang of Four’ after the death of Mao.

Important steps were taken to create a base for future growth in this period of
indecisive policy. The awesome denial of formal education during the Cultural
Revolution ended, with the return of competitive entry into the great universities
in 1977. China’s state enterprises experimented with the purchase of productive
new technologies from abroad, but there were crosscurrents and countercurrents,
continued ideological contests over high policy and uncertainty as subordinate
leaders watched for the emergence of a clear national direction.

Since December 1978 there has been no turning back.

It is not that Deng and his colleagues obtained endorsement for an elaborate,
comprehensive new economic policy or plan. There was no blueprint for China’s
economic reform and internationalisation—even less than there had been in Taiwan
and South Korea at the beginning of their sustained, rapid growth 15 years earlier.

But after the 1978 plenum, there was acceptance in China that domestic and
international exchange through markets was a necessary and acceptable component
of a national development strategy. There was pragmatic acceptance that institutions
and policies that raised national economic output had a valid place in China—
summed up in Deng’s rehabilitation of an early Maoist exhortation to ‘seek truth
from facts’.
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The new political environment after 1978 saw foreign trade, FDI and the utilisation
of external technological cooperation and capital in all forms become acceptable
elements of national policy. Local experiments with new forms of organisation of
agricultural production were allowed, leading, within a few years, to the virtually
complete replacement of the people’s communes with the immensely more
productive household responsibility system (HRS). Markets became important for
exchange for the rapidly expanding agricultural output.

The strands were drawn together in the 1987 CPC congress’s acceptance of general
secretary Zhao Ziyang’s characterisation of China as a backward country in the
‘primary stage of socialismy’, in which the first national objective had to be the
strengthening of the national economy.

The absence of a comprehensive reform strategy, the eclecticism of economic policy
and the gradualism of change were heavily criticised by foreign observers through
the first two decades—and sometimes still are today. But the absence of a blueprint
was an inevitable consequence of China’s circumstances, and in practice a virtue.

This was because there was no conceptual basis for a market-oriented economy.
A few leaders, and a few intellectuals around the edges of policy, had absorbed some
understanding of internationally oriented growth in Japan, South Korea, Taiwan,
Hong Kong and Singapore. But the main understanding grew out of experience
with the new patterns of economic development themselves, through observations
of the operation of markets within China and increasing contact with foreign
experience and ideas.

Nor was there an ideological basis in the early years for articulation of a model
of development based on the operation of markets, deeply integrated into the
international economy. Deng Xiaoping’s political control of the CPC and the PLA
was strong but not unconditional. It was built partly on others’ confidence that he
stood firmly for continued Communist Party political dominance and commitment
to some undefined minimum core of socialist principles and objectives.

The absence of a blueprint was a virtue because any theoretical model of reform of
the centrally planned economy in China would have been deeply flawed. The rapid
unwinding of a centrally planned economy, dominated by SOEs in the cities and
communes in the countryside, is fraught with risk of massive dislocation—a reality
that was imperfectly understood before the unhappy later experience of Eastern Europe
and the former Soviet Union. Some of the great strengths of the Chinese economy in
the era of reform came as a surprise to Chinese and foreign observers alike and would
have been given an inadequate place in a development blueprint built on the received
theory and experience of others. First among the surprises was the extraordinary
dynamism of industrial production in the township and village enterprises (TVEs)
that grew from the remnants of the disintegrating people’s communes.
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Deng used to describe economic reform in China as ‘crossing the river by feeling the
stones’ at each step. Hu Yaobang described reform in a letter to Bob Hawke as an
experiment without precedent. In the uncertain months following the dismissal of
Hu from the office of general secretary of the CPC in January 1987, Deng alluded
uncharacteristically to the Chinese classics in a conversation with the secretary
general of Japan’s Liberal Democratic Party, Noboru Takeshita. He compared the
path of reform with the mission of Guan Yu, who had to cross five passes and cut
down six generals to achieve his noble objective.'

These metaphors contain important insights. Chinese reform required
transformations in ideology, in ideas about economic development and policy, in
law and regulatory systems and in economic institutions. Above all, it required the
accumulation of new knowledge and wisdom in a billion Chinese minds, as people
learned to do new things in an economic and social world that was fundamentally

changed.

These transformations in ideology, ideas, policy, law, institutions, knowledge and
experience occurred concurrently, reinforcing each other, and each created problems
for others when it ran into trouble.

It took great courage and faith in some abstract and thinly formed ideas for the
Chinese collective leadership to wade into the river of reform—and a clear
understanding that the maintenance of the status quo in centrally planned China
in the aftermath of the Cultural Revolution meant continued backwardness,
vulnerability and eventually instability in a rapidly developing East Asia and
changing world.

On establishing his preeminence in the exercise of political power, Deng identified
two effective agents for reform: Hu as general secretary, for reform of the CPC, and
Zhao as premier, for reform of state institutions and policy. As general secretary, Hu
led the task of replacing the huge cadre of beneficiaries of the Cultural Revolution
with people able to lead and support reform. Zhao was the leader of the practical
business of policy reform. Each made extraordinary contributions of leadership
and intellect, managing change on a scale and at a pace that were unique in
human experience. Each was informed by experience to the view that successful
economic reform and development would require a widening of the scope for open
discussion of policy, for dissent within the limits set by the imperatives of continued
undisputed Communist Party rule and for reform of the political system to make
policy somewhat more open to pressures from the rapidly changing society beyond
the central leadership. Deng eventually came to doubt the will and the capacity

1 When Takeshita visited The Australian National University in November 1998, I reminded him of the 1987
conversation, which was reported at the time in the Chinese press. He remembered it more for Deng Xiaoping’s
imprecision in the numbers and details of economic policy than for his classical allusion!
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of each to secure and enforce the authority of the CPC, causing the dismissal of
Hu in January 1987 after student demonstrations in Shanghai and of Zhao, then
CPC general secretary, in the crisis over the management of unrest in Beijing in

May 1989.

General secretary Jiang Zemin and other successors to Hu and Zhao after the
leadership crisis of 1987-89—selected by Deng and, until his death in 1997,
sustained by him—placed a higher premium on stability. They defined and
narrowed the boundaries of discussion of political system change—in the end,
without diminishing commitment to internationally oriented market reform.
Deng’s legacy of both internationally oriented economic reform and strong state
political control has persisted and gathered stronger support under other leaders in
the two decades since his death—the latter most decisively under General Secretary
Xi Jinping since 2012.

In the early years of reform, courage and faith, and a clear view of the futility
of standing still, were required in the leadership of all state institutions. In the
great universities, ageing professors—some with pre-revolutionary experience
of academic institutions in the West—were called back from the disgrace of the
Cultural Revolution to the massive and depressing replacement of half a generation
lost to disciplined education. Some leaders of pre-revolutionary business who had
opted to make their lives in the mainland, and who had mostly been rewarded by
humiliation in the years before reform, accepted invitations to lead market-oriented
new state businesses as examples for the huge and cumbersome enterprises that had
grown within the framework of central planning.

In one of the boldest of early reform decisions, in the first decade, many tens of
thousands of young people were sent or allowed to go abroad as students—to
America, Australia, Japan, Europe and Hong Kong. They became channels for
information and agents of change when they returned to live and work or, more
commonly, when they returned to visit or simply kept in touch with home. They
were later overwhelmed numerically by private students going abroad. Student
exchanges have educated large numbers of Chinese and foreigners about their shared
and differentiated human experience.

The conceptual gap that had to be bridged in the course of reform was immense,
extending into every corner of economic policy.

To take one corner, the idea that a country can maximise the value of its production
and incomes through open trade, relying on imports for goods and services in which
the economy has comparative disadvantage, is not intuitively obvious to Chinese any
more than to anyone else. Even where policymakers accept the logic of comparative
advantage, its full reflection in policy is resisted by vested interests which expect
to be damaged by it. In China, the usual resistance to specialisation according
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to comparative advantage was reinforced by the heavy emphasis on autarchy in
communist central planning, by the special Maoist exhortation to ‘self-reliance’ and
by the overlay of security concerns about dependence on foreign trade. Inside and
outside China there were doubts about the capacity and willingness of the rest of the
world to adjust to much higher levels of Chinese exports.

The acceptance of the idea that there are gains in specialisation according to
comparative advantage came slowly, and each major sector of the economy became
a battleground over acceptance. The idea gained enough ground for policy change to
allow the beginnings of rapid expansion of exports of labour-intensive manufactures
alongside rapid growth in imports of a range of capital-intensive and technologically
sophisticated manufactured goods and of industrial raw materials. The gains
from trade then made their own eloquent case for going further. An important
milestone was Zhao Ziyang’s articulation of a coastal economic strategy in early
1988, under which coastal China would expand its export-oriented manufacturing
base, building on its relative abundance of labour and drawing raw materials from
international markets.

The understanding of comparative advantage and the gains from trade was
assimilated into Chinese development policy so thoroughly that official and
academic China at the fourth decadal anniversary of reform have become sources of
education on Ricardian theory and practice. As US President Donald Trump denies
the advantages of international specialisation according to comparative advantage,
President Xi, at Davos in early 2017 and at Boao in early 2018, explains the shared
interest in open trade. Professor Lin Yifu’s Center for New Structural Economics
at Peking University has become a source of knowledge on comparative advantage,
influencing development planning to good effect in some African countries (Lin and
Wang 2017).

Reform in the first decade was constrained by the legacy of CPC ideology—
specifically, the elements of ideology associated variously with Marx, Lenin, Stalin
and Mao. The ideological legacy of Mao turned out to be the least constraining
for economic reform, once the CPC had delivered its verdict that Mao was
70 per cent right and 30 per cent wrong. On the legacy of Marx, the theoretical
distance of classical Marxism from the practical decisions of state, and its denial
of the possibility of socialism in a backward country, weakened the constraint it
placed on reform. Some intellectual gymnastics were required in the mid-1980s to
render the operation of a labour market consistent with the labour theory of value.
What then remained was a commitment to avoid the extremes of income inequality
that the Chinese leadership associated with capitalist developing countries, and
a view that the state should continue to own the largest enterprises in key economic
sectors and guide development elsewhere to some extent. The Leninist legacy of
firm Communist Party control through ‘democratic centralism’ remained a cardinal
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principle of Deng’s. It has never been successfully challenged. It remains a premise
of the leadership at the fortieth anniversary. The Stalinist legacy of central planning
had little continuing ideological resonance after the early 1990s.

Beyond ideology and policy, there were immense problems of a highly practical kind,
especially in reforming the system of central planning. The practical challenge was
how to build the regulatory system, the institutions and the human knowledge and
skills to implement reform policy and to make the partially reformed system work.
Among the most difficult tasks was the building of an institutional framework to
implement monetary policy and therefore macroeconomic stabilisation indirectly, as
is necessary in a market economy. Through the first 15 years of reform, weaknesses in
this area had generated a cycle of growth, inflation and balance of payments pressure
that seemed to be widening over time (Garnaut and Ma 1993). The apparent
‘soft landing’ after the inflationary boom of 1993-95 was suggestive of progress that
has since been sustained—with the large role of costly direct controls on investment
during that episode a feature of subsequent stabilisation crisis management as well.

By the mid-1990s, it was clear to the Chinese Government that sustained, stable
growth required fundamental reform of SOEs. Partial success in this allowed
stronger enforcement of hard budget constraints after the Asian Financial Crisis.

The decadal crises

Reform in China has not and could never have been a smooth process. There have
been challenges at every step, some bumps in the road, detours and dead ends.
Through an accident of numbers, the challenges reached a climax at the first three
decadal anniversaries. While the fortieth anniversary approaches with apparent
relative stability in domestic economic and political conditions, the growing
challenge of China’s relations with the developed countries, especially the United
States, may make these times the most difficult of all.

At the tenth anniversary, acute problems of managing demand in the partially
reformed economy and the inefficiencies and arbitrage opportunities of dual
pricing manifested as elite and popular anxiety about inflation, corruption and the
directions of economic reform. Bob Hawke and Chinese premier Li Peng met in
Canberra late in 1988. I was one of a few people present at a small dinner at Hawke’s
residence. The two leaders discussed the itinerary for a reciprocal visit in the new
year. Hawke, seeking ground for cordial interpersonal communication, expressed
his pleasure in anticipation of playing tennis with former vice-premier Wan Li and
golf with general secretary Zhao. “Why would you want to spend time with them?’
Premier Li responded, alerting us to the high political temperature.
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The political cauldron boiled over as huge numbers of students and others poured
into Tiananmen Square in Beijing to express their grief at the death of former general
secretary Hu Yaobang in April 1989, lingered in increasing numbers and attracted
others to their weakly bounded discussion of China’s political landscape. The upper
echelons of the CPC divided over the appropriate response. Division was resolved
by Deng reaching from outside the formal structures to secure military action.

The unrest within the community and division within the party leadership had
economic consequences as well as economic origins. Economic growth in 1989
and 1990 was by far the slowest in the reform era, contributing to a Western Pacific
recession in 1990 and 1991. As Chinese rates of growth soared from 1991, the effect
on others’ recovery from recession was emphatic.

The two years after the political crisis of 1989 saw profound uncertainty over
the direction of reform—the only time in 40 years in which it was possible that
the increasing use of markets and deepening integration into the international
economy might be reversed. Uncertainty was brought to an end by Deng’s tour of
southern China in 1992 and his exhortation to deepen reform and interaction with
global markets.

The next half-dozen years saw rapid expansion of the role of the nonstate and
especially the private sectors (Garnaut et al. 2001), massive increases in foreign
trade and investment and the establishment of mechanisms for monetary and fiscal
management that, with deft application, moderated what had been dangerous
cyclical variations in demand and economic activity.

Itis a sign of the greatly expanded role of international trade and payments that crises
at the twentieth and thirtieth anniversaries mainly involved China’s interaction with
the external economy rather than domestic tensions.

The twentieth anniversary saw China grappling with the consequences of the Asian
Financial Crisis. The crisis began in July 1997 with immense speculative capital
outflow from, and then currency depreciation in, Thailand. It quickly spread into
deep recession and currency depreciation across all of South-East Asia and South
Korea, with a slump in activity and large yen depreciation in Japan (McLeod and
Garnaut 1998).

China experienced a sharp downturn in exports and speculation that it would join
its neighbours in currency depreciation. Its response had two parts. One was to
defy the regional trend and fix the renminbi exchange rate against the US dollar.
The second was to offset the downward pressure on domestic employment and
incomes with the largest Keynesian fiscal and monetary expansion the world had
ever known. The response was motivated mainly by imperatives of domestic stability
but was also seen at home and abroad as being helpful to stabilisation of activity and
exchange rates elsewhere in East Asia. It was a risky strategy: net exports fell sharply,
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the trade and current accounts went into deficit and there was speculation against
the renminbi and Hong Kong dollar. The fiscal expansion, fixed exchange rate and
consequent increase in the current account deficit could not have been sustained
indefinitely. In the event, the strategy was validated before it had reached its time
limit by recovery in the rest of the East Asian economy, to which Chinese strategy
made a substantial contribution.

The Chinese macroeconomic response to the Asian Financial Crisis was brilliantly
successful, but it left a deeply problematic legacy of structural change. Monetary and
fiscal expansion was administered through public institutions—SOEs and national,
provincial and municipal governments. This cut across the rapid expansion of the
relative role of private enterprise and, more generally, the increase in market-directed
relative to state-directed activity, which had accumulated great momentum through

the 1990s.

The restoration of a larger state role was one of two sculptors of a new pattern
of growth through the first decade of the twenty-first century. The other was
Chinese membership of the World Trade Organization (WTO). The long and
sometimes tortuous path to Chinese membership had commenced in 1986 with
a request for Australian technical support for the Ministry of Foreign Trade and
Technical Cooperation. Momentum was broken by international reaction to the
political conflagration of 1989. Discussion of Chinas WTO entry was mired in
controversy through the 1990s as the developed countries felt their way through
their own responses to China becoming a major player in the global economic
system (Garnaut and Huang 2001).

The strands finally came together at the Asia-Pacific Economic Cooperation (APEC)
leaders’ meeting in Shanghai that preceded the WTO ministerial meeting in Doha
in late 2001. Asia-Pacific heads of government saw the admission to the WTO
of what was soon to be the world’s second largest economy and the launching of
a new round of multilateral trade negotiations as acts of international solidarity in
the immediate aftermath of the 11 September 2001 terrorist attacks in the United
States.

The entry of China was the most important development in the life of the newly
formed WTO. Inside China, it locked in commitment to deep integration into the
global trading system and the domestic institutional changes that were necessary to
that end. Externally, it constrained the clamour for arbitrary protectionist responses
to China’s emergence through the early twenty-first century as the world’s largest
trading economy. The other product of late 2001 solidarity, the Doha Round,
on the other hand, was bound in shallows and miseries.
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The expanded role of the state and deeper integration into the international
trading system framed a remarkable period of Chinese growth led by investment
and exports. The investment share of economic activity—disproportionately and
increasingly concentrated in infrastructure and heavy industry—rose to the highest
ever, anywhere. Alongside infrastructure, much investment was concentrated in an
increasingly diverse and sophisticated export sector. An even larger savings share
supported high investment, so that the trade surplus rose to one-tenth of gross

domestic product (GDP) in 2007.

Double-digit economic growth was supported by large-scale migration of labour
from the countryside and wages that grew more slowly than total economic
output. Rapid economic growth and slower increases in wages raised the profit
share of economic activity. This supported the increasing savings, which, in turn,
underpinned extraordinary levels of investment.

This remarkable period of investment and export-led growth made China, by late
in the twenty-first century’s first decade, the world’s largest exporter and trader, the
second largest economy by any method of measurement and by far the world’s largest
source of surplus savings for international investment. The flow of surplus Chinese
savings into US Government securities supported imbalances of historic dimension
in the US economy—massive budget, trade and current account deficits funded by
capital inflow. They allowed the US Government to pursue for a while reductions
in tax rates and increases in military expenditure without large increases in domestic
interest rates. There is a sense in which the availability of Chinese savings to support
US deficits enabled the persistence and increase in imbalances that helped to make
the US vulnerable to financial crisis.

The strong growth of the early twenty-first century had its downside. Rapid increases
in lending from and to SOEs led to deterioration in credit quality and manifold risks
in the financial sector. Growing inequality within China sparked political disquiet.
The unprecedentedly rapid expansion of coal-based heavy industry made China the
consumer of half the world’s coal and overwhelmingly the largest global emitter of
greenhouse gases driving climate change. There was growing awareness of the costs
for Chinese health and longevity of deterioration of air and other environmental
quality (Chen et al. 2013).

Rising Chinese exports and trade surpluses were accepted in the developed countries
with adjustment costs and some pressures for restriction, but ultimately with relative
ease through the debt-funded expansion to 2008. The political context changed
with the economic conditions after the Global Financial Crisis (GFC) of 2008.
Protectionist pressures strengthened and resistance weakened, most importantly in
the United States.
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The financial risks after the response to the Asian Financial Crisis attracted urgent
attention. Refinancing of the banks—successfully and at considerable budgetary
expense—was a strong focus of premier Zhu Rongji’s in the first years of the new
century.

From early in the twenty-first century, there were calls from some economists for
a new approach to economic growth. This was reflected in new official statements
on development strategy, led by president Hu Jintao and premier Wen Jiabao. The
new approach would be built on higher growth in consumption and lower growth
in savings and investment, an expanded role for services in expenditure and output,
greater reliance on domestic relative to export demand, reduced inequality in incomes
and wealth and reduced pressure on the domestic and global environment. An early
expression of the new goals was the introduction of a broadly based expansion of
social security, education and health programs to raise living standards for rural and
low-income urban residents (see Wong, this volume).

About the same time, a historic turning point in the real economy began to exert
immense pressure in many of the directions required for the suggested new approach
to development. In 2005, there were signs in some coastal cities that easy availability
of surplus labour from the countryside at low wages was coming to an end (Garnaut
and Huang 2006). The 2006 book in this series was entitled 7he Turning Point
in China’s Economic Development (Garnaut and Song 2006). It made the call that
China was approaching a Lewisian turning point, in which continued strong
growth in the modern sector of the economy would lead to rapidly rising real wages
in both the towns and the countryside. This was followed by productive research
into the implications of the end of surplus labour at the Chinese Academy of Social
Sciences and Peking University (Cai and Huang 2013), and gradual incorporation
of understanding of the importance of these labour market developments into
a new model of growth. Growth in wages and the labour share of income during
and beyond the turning period would contribute to reduced income inequality,
higher consumption relative to savings and investment, lower export growth and
trade surpluses and a lower rate of growth of polluting emissions. Discussion of and
innovations in policy emphasised changes in taxation and government expenditure
to support reduced inequality. There was also focus on upgrading of skills and
innovation to build a more sophisticated economy as labour-intensive activities
became less competitive. There was discussion of market and direct interventions
to reduce the negative impact of Chinese growth on domestic and international
environmental amenity.

The thirtieth anniversary of reform came as the world grappled with the GFC in
2008. In the months that followed the collapse of Lehman Brothers in the United
States in September 2008, Chinese manufactured exports to North America and
Europe fell sharply. Twenty million migrant workers in coastal cities were sent back
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to the countryside well in advance of the normal exodus for the Chinese Spring
Festival. China was again vulnerable to a downward spiral in economic activity and
exports (Garnaut with Llewellyn-Smith 2009: 109-10).

The G20 heads of government meeting in Washington, DC, in November 2008
agreed on concerted implementation of expansionary policies. The Chinese response
to the onset of the GFC had been immediate and immense, and was extended after
the G20 summit. Keynesian monetary and fiscal expansion was implemented on
a much larger scale than during the Asian Financial Crisis a decade earlier. By late
2009, the downward spiral in activity at home had been reversed and rapid growth
in Chinese imports was supporting recovery in the rest of the world.

As in the aftermath of the Asian Financial Crisis, the macroeconomic response to
external financial crisis was prompt, large and brilliantly successful. For a few years
from 2009, investment and output increased as rapidly on average as in the early
twenty-first century. The return of strong economic growth restored labour scarcity
and pressure for increased wages. Again, there was another side—similar to that of
the stimulus in response to the Asian Financial Crisis a decade before. Again, the
manner of implementing monetary and fiscal expansion reinforced the roles of state
institutions and put on hold policy innovation to build a new model of growth.

By 2011, confidence in restored growth allowed resumption of focus on structural
change. The party and the state returned to implementation of the new model of
economic growth that had been forming in economists’ and leaders’ minds in the
years before the GFC. The new leadership around Xi Jinping that took office in
2012 declared commitment to greater equity in income and wealth distribution,
domestic and international environmental amenity and a more flexible and market-
oriented economic system.

The 2013 book in this series announced the arrival of a ‘new model for growth and
development’ (Garnaut etal. 2013). Subsequent books have reviewed progress so far.
The early scorecard shows much reorientation of demand from exports to domestic
expenditure. It reveals some modest progress in shifting demand from investment
to domestic consumption and reversing the increase in inequality. Net exports and
the current account surplus fell quickly and by large amounts. The scorecard shows
considerable progress on changing the relationship between economic growth and
pressure on the global environment; since 2013, more than the whole of the increase
in electricity use has come from generation with zero greenhouse gas emissions. There
has been some progress in changing the relationship between economic growth and
pressure on the domestic environment, especially in Beijing and the great cities of
coastal China. Progress so far on institutional reform to support higher productivity
through the transition from an upper-middle to a high-income country is harder

to find.
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China’s progress with the new model of growth will be tested by international
prog g y
developments. The interaction of increasing trade tensions with the political and
geostrategic consequences of China’s rapid growth and concurrent weakness in the
US political system could, in extreme circumstances, build mutually reinforcin

p Y y g
pressures for withdrawal from open trade into a fourth decadal crisis. It is likely,
and not an extreme circumstance, that rising geopolitical and geostrategic tensions
will introduce potential for conflict to disrupt economic development over the fifth
decade of reform.

The immediate risk is from protectionism in developed countries and Chinas and
other countries’ responses to it. The scale and speed of China’s trade expansion
inevitably places pressure on the economic structure in other countries. Chinese
export growth forces contraction in directly competing industries abroad. This kind
of adjustment pressure accounts for much of the growing contemporary negative
commentary on China’s participation in international trade.

Resistance to structural change can take the form of political demands for
restrictions on trade with a large, rapidly growing partner. Political systems are
especially vulnerable to such pressures in times of high unemployment or low
income growth—the circumstances of the developed democracies since the GFC.

These demands in the developed countries for protection against growing Chinese
exports have had to be managed alongside declining support for ‘globalisation’ more
generally. This, too, is a response to stagnation in the incomes of ordinary citizens—
apparent in the United States since the eclipse, from the 1970s and early 1980s, of
the dominant and successful post-1932 New Deal social-democratic approach to
economic policy. The stagnation of workers’ incomes was exacerbated in the United

States and extended through most of the developed world by the GFC.

The reaction against globalisation is not directed specifically against China, but
provides fertile ground for protectionist reaction against Chinese trade expansion.

Here, the most important case is the United States since the election of Donald
Trump to the presidency.

As Corden and Garnaut (forthcoming) have set out in a recent paper, the Trump
administration has implemented two major initiatives in economic policy:
expanding the budget deficit to pay for cuts in corporate and personal income tax
and increasing (or threatening to increase) barriers against imports (with the threats
greatest against countries with which the United States has bilateral trade deficits—
first of all, China). These initiatives are meant to do two main things: to increase
growth in the US economy as a whole, and especially to increase employment and
the incomes of manufacturing workers in rust-belt states, which swung towards
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Trump in the 2016 presidential elections; and to reduce US trade deficits with the
world as a whole, and especially with countries, first of all China, with which the US
has large bilateral deficits.

Trump’s policy changes come at a time of near full employment, after a long, slow
but reasonably steady increase in US economic activity and employment after
expansionary policies were adopted to offset the effects of the GFC.

The Trump policies are unlikely to achieve their objectives, and may have perverse
effects. For good or ill, the economy operates within reasonably well understood
laws that are not changed by forceful political assertion of a contrary reality.

The two policy initiatives together are likely to increase the US trade deficit in total
and with each major trading partner. They are unlikely to increase total employment.
They may (or may not) increase employment and incomes in industries specifically
earmarked for increased protection. They are certain to reduce employment
and incomes in other industries producing tradable goods and services—such
as manufacturing beyond the industries receiving increases in protection.

It may be a dangerous time when the President sees the evidence of increase rather
than reduction in the trade deficit, and the disappointing outcomes on employment
in manufacturing and other export- and import-competing industries taken a whole.

Partner countries are adversely affected by an increase in American protection.
Corden and Garnaut (forthcoming) have worked through the implications of their
various possible responses. Foreign governments may choose not to react. They may
choose to reduce their own trade barriers, either to persuade President Trump that
he should now desist from his increases in protection or to increase gains from trade
to offset losses from the change in US policy. They may retaliate by raising their own
trade barriers, in the hope of forcing a reversal of American policy—or simply to
persuade domestic political constituencies that they are ‘standing up’ to American
pressure.

If other countries reduce their own protection, they will offset—perhaps more than
offset—the losses from the increase in US protection. If their reactions persuade
the Trump administration to desist, so much the better. This is the best response
to the change in US policy from the point of view of economic welfare in China
and other partner countries, and obviously for welfare in the United States and the
world as a whole.

Doing nothing is second best. At least the costs of increased US protection will not
be compounded by reduced gains from trade as a result of one’s own decisions.
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The worst outcome for the partner countries, the United States and the world as
a whole is retaliation that leads to an increase in protection. This compounds the
loss from the American action—in the retaliating countries and in the United States
and the world as a whole.

Whatever the response of other countries, the outcomes from President Trump’s
policies may cause him to take the failed policies further. There is potential for large
problems.

China handled the second and third decadal crises in ways that avoided long-term
destabilisation of its development effort and helped to avoid unnecessary exacerbation
of instability in the rest of the world. It has an opportunity to avoid destabilisation
at the fourth decadal anniversary as well. The best way to minimise the chances
of destabilisation is to avoid retaliation for any increase in US protection. China
will do well if it gives substance to the rhetoric of President Xi at Davos in early
2017 and more explicitly at Boao in early 2018, and of Prime Minister Li Keqiang
in Jakarta in May 2018, and takes this opportunity for accelerated liberalisation
of trade at home and leadership of a new round of liberalisation in Asia.

Where is growth going and when will it end?

The experience of East Asia since the middle of the twentieth century, of China
in 40 years of reform and of other countries in the past few decades tells us that
sustained, rapid economic growth is no ‘miracle’. Rather, it is a normal part of the
human condition in a poor country that meets a number of conditions for growth.

Rapid growth is easier to sustain in its early decades than to initiate, until successful
development has taken a country into upper-middle incomes where China is now—
the threshold of entry into high-income status. The period immediately after the
turning point of economic development in a densely populated country—when
labour becomes scarce and wages rise rapidly—is a harvest time of political support
for outward-looking growth: rising incomes are more effective in allaying doubts
and undermining resistance to change when they are a current reality rather than
a hope and a promise. Continued growth in incomes becomes more challenging
after upper-middle incomes have been reached, requiring greater sophistication in
economic institutions including markets, and making stronger demands on high
levels of education, information and innovation (Armstrong and Westland 2016).

Nevertheless, the new experiences of East Asia and the older experience of
industrialisation in the West tell us that growth and modernisation do not proceed in
logarithmic straight lines. However, there is a strong tendency for them to continue
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until the world’s economic frontiers are approached. At any level of development,
but especially from upper-middle incomes, growth momentum can be broken
temporarily or permanently by adverse developments of several kinds.

Booms and manias, followed by economic collapse, are ever-present risks of market
economies and sometimes result in major lurches in policy that block a return to
growth. The risk of financial crisis following a boom and bust in asset prices in
China grows with diversification of financial intermediation away from large state
institutions and the expansion of new kinds of financial intermediation that may be
imperfectly understood by the regulatory authorities.

Poor policy, resulting from weakness in economic analysis or political manifestations
of resistance to change, can block the continual reallocation of resources to more
productive uses.

A failure of economic and political institutions to adjust to the changing structure
and aspirations of the community as incomes rise can undermine social and political
cohesion around the objective of growth.

Noting these risks to the continuation of strong growth, I said in my contribution to
the book that marked 20 years of reform that it was more likely than not that ideas
about policy, policy itself, institutions and the knowledge of Chinese people would
evolve with the experience of rapid growth in ways that would sustain it (Garnaut
1999). The rapid growth that was concentrated among a few hundred million
people in the coastal provinces would spread inland as regulatory and infrastructural
barriers to internal trade were removed. It was unlikely, I said, and at odds with the
experience of others, that there would be no setback to rapid growth—no recessionary
end to a market mania, no large misjudgement of macroeconomic policy, no failure
of leadership nerve or judgement on continued market or necessary political reform.

But the experience of the reform period suggested, I wrote, that it is more likely
than not that the average growth of the first two decades would be sustained for
several decades more. Output would double and double again over the next two
decades. By the fortieth anniversary, I said, the several hundred million people in
the dynamic coastal provinces would enjoy living standards broadly at the level
of Taiwan at the end of the twentieth century.

Economic growth in China would not end in global famine, as had been famously
contended (Brown 2000). Global markets could handle the growing demand for
food that rising incomes in China would generate.
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It would not end in national environmental catastrophe. Rising incomes would bring
both the will and the economic capacity to do something about the environmental
degeneration that was associated with urbanisation and industrialisation in China.
China’s sustained, rapid growth raised larger, global environmental issues, but not

just for China.

In two decades, I said 20 years ago, China would face a huge challenge of demographic
transition, when the one-child family was entering middle age and the number
of young workers was shrinking. This would be much on the minds of leaders in
the nineteenth CPC congress in 2017, as a threat to the longer-term dynamism of
Chinese society and the economy.

But, I wrote, 2018 would be an unlikely end point for the growth process that began
with reform. The modernisation of the vast inland of China would be in its early
years. It was more likely that Chinese society—aware as never before of the pain and
costs of growth—would choose to push ahead. It would be a natural and in no way
miraculous outcome if the growth of Chinas first two decades of reform continued
until most of China’s people enjoyed living standards and productivity levels close
to those in the world’s most advanced economies.

Now, at the fortieth anniversary, we can see that what seemed most likely 20 years
ago has come to pass.

What is most likely for the next decade?

Economic growth cannot be taken for granted, but it seems to me that the
conventional economic threats to growth are less daunting now than at any of the
first three decadal anniversaries.

Protectionism in the developed countries is an immediate threat, but, as we have
seen, the avoidance of the most damaging outcomes can be influenced, if not
completely secured, by China’s choice.

The biggest risks for the decade ahead lie in the possibility of mismanagement by
China and other major states of adjustment to Chinas emergence as the world’s
largest economy and, by many measures, its most powerful state.

We are not yet accustomed to China assuming the relative weight in the world
economy that will emerge over the next decade or so.

The most recent data from the International Monetary Fund (IMF 2018) calculate
China’s share of global GDP measured in purchasing power at 18.7 per cent,
compared with 15.1 per cent for the United States. The differential between Chinese
and American growth has narrowed in recent years. A reasonable assessment
might suggest a differential between Chinese and US growth rates averaging near
3 percentage points on average from now through the 2020s. The realisation of such
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an outcome would take Chinese purchasing power to roughly double that of the
United States by 2030. There are downside risks to both US and Chinese growth,

which would widen or narrow the differential if realised for one but not the other.

While purchasing power measures provide more realistic comparisons of the size of
economies, for some purposes, especially related to influence in the international
economy, conventional national accounts data converted at current exchange rates
provide a more useful measure. This is a more volatile measure—for example,
causing the size of the US economy to rise in the circumstances immediately ahead
of us, with loose budgets, high interest rates and a strong US dollar. The size of the
US economy by the national accounts measure would go into reverse in the period
of dollar weakness that is likely to follow the debt-funded expansion.

By the national accounts measure, the World Bank (2017) estimates that the US
economy was two-thirds larger than China’s in 2016. Mechanical application of the
3 percentage point differential in growth rates would see the Chinese economy reach
the size of the United States” around the fifth decadal anniversary.

This national accounts calculation does not consider one important additional
factor. Purchasing power estimates of output systematically exceed national
accounts calculations in developing countries for a good reason: wages are lower in
the developing country, so the same nontradable goods and services are valued more
highly in the developed country with higher wages. Once a developing country
has passed the Lewisian turning point in economic development, labour incomes
rise more rapidly than GDP. This leads to the reduction and eventually removal of
the difference between comparisons based respectively on purchasing power and
national accounts measurements. The national accounts measures of relative size
converge over time towards the purchasing power estimates.

The result is that a developing country’s GDP measured by national accounts catches
up with a developed country’s more rapidly than you would expect from mechanical
application of a specified growth rate differential to current measures of relative
size. China has passed the labour market turning point. Over the past 15 years,
a substantial part of the difference between national accounts and purchasing power
measures of GDP has disappeared. Purchasing power measures valued, on average,
each unit of Chinese output five times higher than national accounts measures in the
early 1990s. Today, purchasing power measures value each unit of Chinese output
only two times higher. The difference between purchasing power and national
accounts measures will continue to shrink as Chinese wages increase more rapidly
than GDP. There will be convergence towards the purchasing power measures as
Chinese incomes converge towards the levels of the developed countries. By the
fifth decadal anniversary of reform, the continuation of the supposed differential
between US and Chinese growth rates will see the Chinese economy about twice as
large as the United States’ by purchasing power, and moving towards twice as large
when differences are measured by national accounts data.
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The rise of Chinese average incomes into the range of the developed countries takes
us into unknown territory in relation to the capacity of established Chinese domestic
political institutions to manage the stresses of structural change.

Virtually all of the one-seventh of humanity living in countries with high average
incomes now live within representative and competitive democratic political systems.
Is this because there are powerful social forces requiring democratic political systems
for effective management of high-income societies? Or is it a product of a particular
history of development, which leaves open the possibility of stable economic and
political management by the government of a one-party state after the country has
entered the ranks of high-income countries?

China’s average incomes are more likely than not to enter the range of the high-
income countries by the standard definitions of the World Bank in the early 2020s.
If there were no large change in the Chinese system of government, this would
fundamentally change what had seemed to many to be an immutable association
between high-income countries and competitive democratic political systems.
A majority of the people living within high-income countries would then be
governed by the Communist Party of China.

China’ssocial and economic change over the past four decades hasled to many political
changes, although not a fundamental change in the Leninist political superstructure.
Going forward, the great relative size of China means there will inevitably be a new
and different type of interaction and competition between the Chinese and other
political systems. There will be argument about whether government for the people
is possible without representative government by the people. There will be more
searching questions asked about the quality of government delivered by established
competitive democratic political systems.

There is a positive element to this: competition for hearts and minds can strengthen
focus on governing for the people in competitive democracies and communist party
systems alike. But, without careful structuring of the terms of competition, it is likely
to lead to suspicion and disruption, causing a failure of international cooperation
at a time when it is essential for global peace and development.

My own view is that domestic order, good government and sustained development
in China and the competitive democracies alike require explicit understanding of
the terms of competitive engagement. They require mutual acceptance of differences
in political systems. They require acceptance in each country that others will seek to
insulate their own political systems from external political influence across national
borders. They require acceptance that the competition between political systems may
lead to different structures across high-income countries. Disruption is likely unless
there is broadly based acceptance that the outcomes from contests over political
systems in each country are to be determined by domestic processes within each.
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Success in China and in the high-income countries as China moves towards the
fifth decadal anniversary requires an explicit or implicit twenty-first-century grand
understanding of these issues.

The contemporary international system has been built around the reality that

the United States has been overwhelmingly the dominant global power since
World War II.

China’s economic weight will not be so overwhelming that it can exercise hegemonic
power over the whole of the rest of the world even if it is twice the economic size
of the United States. There will be other great centres of economic, political and
strategic influence—most obviously, the European Union and India. Members of
another tier outside the big four will be important, eventually with Indonesia having
large influence, and with Russia, Japan and the post-Brexit United Kingdom as
older powers in decline but retaining influence for some time. The second tier of
powers will have more leverage in the emerging multipolar world than in the bipolar
world after World War II or the unipolar decade immediately after the collapse
of the Soviet Union.

The emerging structure of power in the international system has large implications
for the political culture of international cooperation. International cooperation
will be difficult, so we will need to economise on its use. Decisions will be better
located at the regional and national levels except where there are strong reasons for
effective action to require global agreement. Providing reasons for countries to act
in ways that are consistent with the international interest will become increasingly
important for effective international cooperation. Defining and measuring shared
interests and sharing knowledge of the compatibility of national and global interests
will be crucial. Concerted unilateral action in support of shared goals will be an
increasingly important means to global ends, including on trade, climate change,
global macroeconomic stability and global development.

Explicit agreement among the great powers will continue to be crucial for peace.

Will Chinese economic growth continue through to and beyond the fiftieth
anniversary of reform? That will be determined by the answer to two other questions.
Will the Chinese political system change enough to provide effective domestic
political management when its citizens have joined the world’s high-income people?
Will the international community find ways to make the international system work
cooperatively when China is overwhelmingly the world’s largest economy?
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3. Reflections on 40 years
of China’s reforms

Bert Hofman'

In December 2018, it will be 40 years since Deng Xiaoping kicked off China’s
reforms with his famous speech calling on citizens to ‘Emancipate the mind, seek
the truth from facts and unite as one in looking to the future’, which concluded the
1978 Central Economic Work Conference and set the stage for the third plenum
of the eleventh Central Committee of the Communist Party of China (CPC).
The speech brilliantly used Mao Zedong’s own thoughts to depart from Maoism,
rejected the ‘two whatevers’ of Mao’s successor, Hua Guofeng (“Whatever Mao said,
whatever Mao did’), and triggered decades of reforms that would bring China to
where it is now—the second-largest economy in the world and one of the few that
will soon® have made the journey from low-income to high-income country.

This fortieth anniversary is a good time to reflect on China’s reforms. Understanding
China’s reforms is important first and foremost for getting the historical record
right, and this record is still shifting despite the many volumes that have already
been devoted to the topic. Understanding China’s past reforms and, with them, the
basis for China’s success is also important for China’s future reforms; understanding
the path travelled, the circumstances under which historical decisions were made
and what their effects were on the course of China’s economy will inform decision-
makers on where to go next. Third, reflections on China’s reforms are increasingly
important for the rest of the world. Because of China’s economic success, more and
more countries see China as an example to emulate, a model of development that
could help them move from rags to riches within a generation.

With the nineteenth National Congress of the CPC last October, for the first
time, as far as I know, China now also sees itself as such an example. One excerpt
from General Secretary Xi Jinping’s speech in particular signifies a departure from
China’s past ambitions and aspirations. In discussing the success of China, and by
implication the Communist Party, Xi stated:

It means that the path, the theory, the system, and the culture of socialism with
Chinese characteristics have kept developing, blazing a new trail for other developing
countries to achieve modernization. It offers a new option for other countries and

1 This chapter reflects the personal opinions of the author and should in no way be attributed to the World Bank,
its executive board or its member countries. An earlier version of this chapter was presented at Fudan University.

2 By about 2024, in our estimates, or even sooner, if the renminbi appreciates more rapidly in real terms than
anticipated.
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nations who want to speed up their development while preserving their independence;
and it offers Chinese wisdom and a Chinese approach to solving the problems facing
mankind. (Xi 2017)

In some ways, Chinas reforms followed many of the prescriptions mainstream
economists would recommend (Figure 3.1). The country opened up for trade
and foreign investment, gradually liberalised prices, diversified ownership,
strengthened property rights and kept inflation under control. Continued (relative)
macroeconomic stability allowed high savings to be turned into high investment
and rapid urbanisation, which in turn triggered rapid structural transformation
and productivity growth. But this simplifies and obfuscates the essence of China’s
reforms: it was the unique way in which China went about reforming its system that
makes the country’s reform experience of interest.

China’s gradual, experimental method of reform of its economic system, especially
in the early days, was in sharp contrast with the reforms in Eastern Europe and
the former Soviet Union. Although they were often compared, China and other
transitional countries were simply too different in terms of their initial economic
conditions, political development and external environment to make comparison
of much use. Similarly, comparison with much of the Latin American reforms
seems out of place; the likes of Brazil, Mexico and Argentina were far closer to
a market-based system than China in 1978, and their reforms—Iliberalisation and
macroeconomic stability—were of a different order of complexity to Chinas. The
policy prescription for Latin America was therefore focused on these issues, and
the “Washington consensus’, which summarised the policy prescription for those
countries, was never meant to be a growth or development model. Contrasting
Chinas development approach with that of the Washington consensus therefore
makes little sense.

At the onset of reforms, China was among the poorest nations on earth and
a predominantly rural, agricultural country. China had barely 25 years of history
of central planning, which had been marred by the failure of the Great Leap
Forward and the political disruptions during the Cultural Revolution. The country
was neither integrated into the world economy nor a member of the Council for
Mutual Economic Assistance (Comecon). Internally—in part due to Mao’s “Third
Front’, which required individual regions to be able to survive economic isolation
in case of a war—industry was inefficient, but also far less concentrated than in
Eastern Europe and the former Soviet Union. When central planning was relaxed,
competition among regions and their enterprises became possible, and economic
oligarchy was avoided. Gradual reforms meant that the physical and human capital
built under socialism did not become obsolete as a consequence of a transition
shock. Perhaps most importantly, although major political reforms of the party and
state were implemented over time, the state and the ruling party remained intact
throughout, so China could focus on its economic and social transitions.
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In contrast, most other transitional countries were middle-income, highly urbanised
and industrialised and had experienced more than 40 years and sometimes 70 years
of collectivisation and state planning. They were highly specialised in production
structure and integrated into the Comecon, with heavy concentration of industry
in often monopolistic enterprises. The gradual reforms initiated in the system—first
in Hungary and later in the Soviet Union—had met with only limited success,
especially in the latter. Reforms started under conditions of large macroeconomic
imbalances and a large monetary overhang, so price liberalisation led to an almost
immediate and disruptive jump in inflation, which eroded people’s savings.

The biggest difference with China was undoubtedly the collapse of political systems
throughout much of the former Soviet Union and Eastern Europe. This collapse
made a gradual transition of the economic system virtually impossible for most.
For some, notably countries in Eastern Europe, a new institutional framework was
swiftly found in the form of the European Union, to which most have now acceded.
This adoption of a ready-made economic system eliminated the need for a search
for institutions that would fit the individual country. Though perhaps less than
fully suited for the middle-income transitional countries, the EU framework offered
stability and a clearly specified reform path. As a result, the transitional recession for
those that aspired to accede to the European Union was short, and most are now
thriving high-income countries.

How did China reform?

Gradual reforms

Reforms in China developed only gradually, starting in rural areas with the household
responsibility system and township and village enterprises (TVEs) and some initial
steps to open up the economy to foreign trade and investment, which only started
to play a significant role in the 1990s (Table 3.1). Gradual also were the moves on
the financial sector and state-owned enterprise (SOE) reform, which were much
discussed throughout the 1980s, but gained momentum only in the mid-1990s.
‘Crossing the river by feeling the stones’ became China’s mode of economic reform,
implementing partial reforms in an experimental manner, often starting in a few
regions and expanding them on proven success. Only with the 1993 ‘Decisions
of the CPC Central Committee on Some Issues Concerning the Establishment of
aSocialist Market Economic Structure’ did a broader overall strategy emerge. Yet, this,
too, was implemented gradually and experimentally rather than comprehensively.
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Table 3.1 Major reform steps in China, 1978-2017

Year

Reform step

1978

Deng Xiaoping’s speech at the Central Party Work Conference, ‘Emancipate the mind, seek
the truth from facts and unite as one in looking to the future’

1978

Communiqué of the third Central Committee of the CPC, eleventh National Congress of the
CPC, confirming ‘four modernisations’ as the major goal for reforms

1979

‘Open door’ policy initiated; foreign trade and investment reforms begin; law on joint venture
companies passed

1979

Limited official encouragement of the household responsibility system informally initiated in 1976

1979

Three specialised banks separated from the People’s Bank (the central bank)

1980

First four special economic zones created

1980

‘Eating from separate kitchens’ reforms in intergovernmental fiscal relations

1984

Socialist commodity economy endorsed at the third plenum of the twelfth National Congress
of the CPC

1984

Individual enterprises with fewer than eight employees officially allowed

1984

Tax-for-profit reforms for SOEs

1986

Provisional bankruptcy law passed for SOEs

1986

CPC approves comprehensive ‘Economic System Reform Implementation Plan’

1987

Contract responsibility system introduced to SOEs

1989

Retrenchment policy; halt on reforms

1990

Stock exchanges open in Shenzhen and Shanghai

1992

Deng Xiaoping’s ‘tour through the south’ reignites reforms

1993

16-point program introduced to fight inflation

1993

Decision of the third plenum of the fourteenth National Congress of the CPC to establish a
‘socialist market economy’, paving the way for fiscal, financial and SOE reforms

1994

Renminbi convertible for current account transactions announced

1994

Tax-sharing system reforms introduced

1994

Policy banks established; commercialisation of banking system announced

1995

Central Bank Law, Banking Law and Budget Law enacted

1995

Fifth plenum of the thirteenth National Congress of the CPC confirms SOE reform plans to
‘grasp the big, let go of the small’

1996

China in compliance with International Monetary Fund Article VIII (current account
convertibility)

1999

Urban housing reforms initiated; almost all housing stock privatised

1999

Government reforms consolidate industry-related ministries and institutes

2001

China accedes to World Trade Organization

2001

Tenth five-year plan emphasises efficiency, structural change and industrial upgrading

2003

State Commission for the Restructuring of the Economic System merged with the State
Planning Commission to create the National Development and Reform Commission (NDRC)

2003

Third plenum of the sixteenth National Congress of the CPC decision to ‘perfect’ the socialist
market economy

2004

Chinese constitution amended to guarantee private property rights
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Year | Reform step

2005 | Construction Bank and Bank of China initial public offerings

2006 | Sixth plenum of the sixteenth National Congress of the CPC establishes the goal of creating
a ‘harmonious society’

2006 | Medium-term plan for science and technology approved

2008 | Stimulus program launched in reaction to the bankruptcy of Lehman Brothers and the Global
Financial Crisis (GFC)

2013 | Twelfth five-year plan launched, emphasising rebalancing and avoiding the middle-income trap

2014 | Third plenum of the eighteenth National Congress of the CPC decides on ‘Decisive Role of the
Market in Resource Allocation, Adherence to the Basis Economic System (Dominance of SOEs)’

2015 | Fourth plenum of the eighteenth National Congress of the CPC decides on rule of law with
Chinese characteristics

2016 | Thirteenth five-year plan launched, emphasising innovation and productivity as drivers of growth

2017 | Nineteenth National Congress of the CPC defines ‘new era’ and China’s long-term goals for
socialist modernisation

Sources: Hofman and Wu (2009); Gewirtz (2017); Bottelier (2018); Government of China official
documents and publications.

There were several reasons for this gradual approach. First, gradualism was a means
to circumvent political resistance to reform (Wu 2005). While the Cultural
Revolution’s political ideology of class struggle had been put to rest after Mao’s death,
many in the Communist Party retained a deep suspicion of the market and instead
trusted the ‘administrative’ system (including the party) more. Gewirtz (2017)
provides a lively account of these ideological battles in the early days of reform and
how foreign advisors (including from the World Bank) played a role in this. Second,
gradual, experimental reform was a pragmatic approach in a heavily distorted
environment in which ‘first best’ solutions were unlikely to apply. Experimental
reforms, confined to specific regions or sectors, allowed the authorities to gather
information on the effects of reforms that could not be anticipated. They were also
necessary to develop and test the administrative procedures and complementary
policies needed to implement the reforms. With proven success, the experiment
could be expanded to other regions and sectors. Third, experimental reform may
have suited the Chinese culture well as a means to avoid loss of face; if something
did not work, it could be abandoned as an experiment, rather than considered
a policy failure. China’s gradual strategy reinforced the credibility of reform over
time. By undertaking reforms one step at a time, and starting with those most
likely to deliver results, the government built up its reputation for delivering on
reform. With every successful reform, the likelihood that the next one would also be
a success undoubtedly increased. It also gradually built up the experience and skills
for the design and implementation of reforms. Thus, by gradually reforming, China
built up its ‘reform’ capital.
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Decentralisation and incentives

Decentralisation to local government became a powerful tool for progress within
the confines of central political guidance. Provincial and local governments received
increasing authority over investment approvals and fiscal resources and policies.
Provinces, municipalities and counties were allowed, and even encouraged, to
experiment with reforms in specific areas, and successful experiments then became
official policy and were quickly adopted throughout the country. In a way, by
decentralising, China turned the country into a laboratory for reforms. The fiscal
system and the political organisation within the CPC were key in aligning subnational
government incentives with those of the centre. The fiscal reforms introduced in
1980, which became known as ‘eating from separate kitchens’, formed a de facto
tax contracting system, with high revenue retention rates for local governments—in
particular, for those that were set for growth. For instance, Guangdong province
only had to pay a lump sum in revenues to the central government and could retain
100 per cent of the rest. This distributed the benefits of reforms to a large part of
the population as well as to local government and party officials, who therefore
had strong incentives to pursue growth and promote a market economy (Qian and
Weingast 1997). Competition among local governments also served as an effective
check on government power, even in the absence of formal controls of such powers.

Within the Communist Party, the personnel promotion system was based largely
on achieving growth. The dominant criteria for promotion were growth itself,
creation of employment, attraction of foreign direct investment (FDI), control
of social unrest and achievement of birth control targets. Four of these five were
closely aligned with GDP growth. Experience in the regions also counted heavily
in the promotion to higher-level party posts, which provided the most talented
with the incentives to gain that experience and to demonstrate their capacity to
reform and spur growth. The entrepreneurial role of local government officials
also compensated for the lack of the formal institutions of a market economy and
ensured the alignment of investors’ and local officials’ interests. Taken together, this
environment provided a strong incentive for growth. A disadvantage was imperfect
macroeconomic control and repeated bouts of inflation driven by local government
loosening of investment and credit controls. Further, these conditions gave rise to
local protectionism, which threatened to undermine China’s unified market and
competition among domestic firms. It also encouraged corruption among officials
as the dividing line between official roles and private interests became increasingly
vague. While in the first decades of reforms corruption was controlled by harsh
punishment, in the decade leading up to Xi Jinping’s anticorruption campaign,
corruption became a major political and economic challenge.
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Pragmatism and transitional institutions

Chinas approach to reform provided room for the country’s own particular
institutions to emerge, which suited the country’s purposes well at any given point
on its reform path. The ‘dual track’ system for growing out of the planned economy
was preeminent among all transitional institutions. It allowed a continuation of
the planning system at planned prices, which avoided a collapse in production,
but at the margin, the system allowed an unplanned economy to emerge. This also
provided the information needed to gradually reform planned prices in such a way
that, by the time of the abolition of most material planning in the mid-1990s,
prices within and outside the plan had been largely aligned. Similarly, the de facto
fiscal contracting system installed after 1980 gave subnational governments strong
incentives for growth by leaving much of the incremental revenue in the provinces.
Local officials’ growing control over resources provided them with the incentives to
pursue reforms and attract the investments needed to promote growth. The price,
however, was a growing loss of macroeconomic control and, when inflation became
the dominant concern in the early 1990s, the system was replaced with a more
mainstream tax-sharing system, although not without a considerable political
struggle led by then vice-premier Zhu Rongji.

Perhaps the most successful example of a transitional institution was the TVE—
an enterprise form that operated outside the plan, but was owned and to some
extent managed by local governments across rural China. Born out of the collective
production brigades, these enterprises were highly successful in expanding production
and creating employment, even though their ownership form was far from the
private ownership that standard theory predicted would work best. However, as
argued by Qian and Wu (2005), in an environment where private property was
in many circles frowned on and barely protected by law, creating an ownership
form that aligned the interests of local government with those of the enterprise was
crucial for its development and survival. Although perhaps not the most efficient
ownership form imaginable, it was a feasible one—one that was more efficient than
the prevailing SOEs—and as such it increased the efficiency of the economy as
a whole. As protection of property rights improved, the success of the TVEs started
to falter and, in the past two decades, they have been overtaken by private and
foreign-invested companies as the main source of growth and job creation.

China used its distinctive land policies to accelerate the country’s development.
Since the 1950s, land has been owned by the state in urban areas and by collectives
in rural areas. Decentralising user rights to households in rural areas triggered sharp
productivity increases in agriculture, which made rapid industrialisation possible.
In urban areas, land value increases and conversion of rural to urban land played an
important role in financing rapid urbanisation and infrastructure construction. By
the early 1990s, lack of infrastructure had become a bottleneck for growth. Starting
in large cities, urban development and infrastructure companies (UDICs) became
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part of the solution. Often capitalised by land user rights from local governments,
UDICs were able to borrow funds to develop the infrastructure needed to expand
cities for industrial and residential use. The increase in value of the land thus
unlocked accrued to the UDICs, and they could use it to pay off their debt. UDICs
were a practical means to allow local governments to borrow—something that had
been banned in the 1995 Budget Law. By the second decade of this century, this
mechanism of land-based finance had run out of steam and the disadvantages of
the system started to outweigh the advantages. Local governments’ overreliance
on land revenue had led to excessive land conversion, inefficient city design, debt
accumulation and social unrest among those communities whose land had been
expropriated. Thus, the 2014 revision of the Budget Law opened up formal channels
for local government borrowing, while gradually closing the off-balance sheet route.

Institutionalisation of reforms

The study and formulation of reforms and new policies—which is of importance to
other countries that aspire to reform—was itself institutionalised in China. Starting
with the China Academy of Social Sciences in the early days of reform—the only
place in which the study of “Western’ economics had continued throughout the
Cultural Revolution—a variety of think tanks sprang up to study and promote
reform. Among the most influential was the Development Research Center (DRC)
of the State Council, a policy research organisation directly under the Cabinet,
which provided a continuing stream of inputs for reforms. In recent years, the DRC
has been a partner of the World Bank, among others, in the China 2030 (2013) and
Urban China (2014) studies. Today, the Center for Knowledge for International
Development under the DRC, founded in 2017, is tasked with studying China’s
reform experience to make it accessible and digestible for other countries. Another
highly influential body was the Systems Reform Commission (SRC) (formally, the
State Commission for the Reform of the Economic System), whose task was to
propose reforms in the system. The DRC and SRC, while government organisations,
were set up to provide China’s leadership with options for reforms in the economic
system and in economic policy. Not burdened by institutional interests like many
traditional government departments, these organisations became the source of many
of the reforms undertaken in the 1980s and 1990s.

Where next?

It is helpful to analytically distinguish three phases of reforms: market-seeking reforms,
roughly from 1978 to 1993; market-building reforms, from 1993 to about 2003; and
market-enhancing reforms, from about 2003 onwards (Figure 3.2). This division is to
some extent arbitrary, and the timing of the phases is not exact. Nevertheless, such
a division captures the distinct policy directions taken in each of the phases.
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In the first phase, there was a genuine search for the right economic institutions
for China. As argued above, in part driven by politics, experimentation and
decentralised initiatives, China was searching for ways to allow more of the market
into its system. Informed by reforms in Eastern Europe under communism, Chinas
reforms concentrated largely on microeconomics, to some extent with a neglect of
macroeconomics—and the highly volatile growth rate in the 1980s bears witness to
that. After the retrenchment policy, Deng Xiaoping’s tour through southern China
made it clear that market reforms were there to stay.
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Figure 3.2 Phases of reform

Sources: Wind Database; Hofman and Wu (2009); Gewirtz (2017); Bottelier (2018); various official
documents and publications of the Chinese Government.

The decisions of the third plenum of the fourteenth National Congress of the CPC
in 1993 triggered the second phase by laying out a comprehensive plan to build the
institutions for a market-driven economy, including a modern tax system, enterprise
reforms and a financial system that separated policy banks from commercial banking.
The start of serious SOE reforms in the mid-1990s allowed those commercial banks
to become commercial, the credit plan was abolished in 1995 and housing and
(urban) social security reforms followed. Entry to the World Trade Organization
(WTO) in 2001 not only served as a lever for domestic reforms, but also ensured
much greater competition on the goods market. The slashing of import tariffs made
China far more competitive in exports, as well as a viable platform for final assembly
of much of the Asia-based exports hitherto produced elsewhere. The unification of
the exchange rate at highly competitive levels in 1995 helped boost China’s ‘great
leap outward’ and its emergence as a major exporting power.
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The inclusion of private property rights in the Chinese constitution in 2004
concluded the market-building phase. This phase—the Zhu Rongji years, if you
will—can be seen as one in which the state retreated and left increasing room for the
market. Perhaps the best indicator of this was the explosion of private investment,
which increased its share in the economy from less than 2 per cent in 1992 to some
15 per cent by 2003 (although some of this was due to a reclassification of collective
enterprises as private). The share of private enterprises in industrial production rose
from less than one-third in 1995 to 72 per cent in 2003 (Hofman and Wu 2009:
Table 2; Lardy 2014: Ch. 3). In 1999, the Chinese Government also consolidated
all industry-related ministries into the Ministry of Commerce and the Ministry of
Industry and Information Technology.

Since then, reforms have focused on enhancing the market. The first of the two main
ingredients of this is a gradual expansion of the social safety net (pensions, health
care, welfare)—notably, after the ‘harmonious society’ became the goal of state
policy in 2006. Second, we have seen a return of industrial policy, as noted by Ling
and Naughton (2016). As these authors argued, ‘techno-industrial policy’ never
left, but had been on the defensive after 1978, only to reemerge after Zhu Rongji
left office. Perhaps to signify a new phase, the SRC, which played a key role in
the reforms shifting from plan to market, was merged with the State Development
Planning Commission in 2003 to form the National Development and Reform
Commission (NDRC).

With the publication of the ‘Medium-Term Plan for Science and Technology and
initiation of the ‘16 megaprojects’ (both in 2006), industrial policy has returned
to the forefront of the government’s agenda. This has since been amplified with
the fifth plenum of the fourteenth National Congress (on productivity and
innovation), the thirteenth five-year plan and the ‘Made in China 2025’ strategy
(in 2015). This return to prominence for industrial policy was supercharged by the
GFC, which China countered with a large domestic stimulus, and which provided
ample resources for central and local governments to pursue those policies. State
banks and SOEs were called on to serve as instruments to implement this policy.
Although the third plenum of the eighteenth National Congress in 2014 declared
the market should play a ‘decisive role’ in the allocation of production factors, it also
pledged adherence to the ‘basic economic systeny’, with public ownership playing
a dominant role in the economy.

The new era

The nineteenth National Congress and President Xi’s report confirm these policy
directions: market-based allocation, a dominant role for public ownership and
a strong emphasis on industrial policy and science and technology to achieve the
goals of the ‘first phase of the new era’ (2020-35)—namely, socialist modernisation.
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Interestingly, socialist modernisation was also what Deng Xiaoping envisioned when
he set out on his reform program in 1978. Deng spoke of the four modernisations’
of industry, agriculture, national defence and science and technology, the idea of
which went back to Zhou Enlai, who first formulated this concept in the 1950s;
it became policy in 1963, but was disrupted by the Cultural Revolution.

With ‘socialism with Chinese characteristics for the new era’, China seems to have
found its own distinctive economic system, with markets and state ownership
existing side by side and with industrial policy guiding the market. No doubt,
the GFC contributed to the idea that a Western-style market economy was not the
panacea for China’s economic development, and that China had to develop its own
economic system. China’s current economic system has its own complexities and
issues—both internal to China and in the international arena.

Domestically, there is tension between the central government’s vision and industrial
policies and their decentralised implementation. Once an engine of growth and
institutional innovation, decentralised policy implementation has increasingly led
to waste and overcapacity, as local governments pursue their own industrial policies
and support their own enterprises at the expense of others—foreign and domestic
alike. The government reorganisation announced at the 2018 National Congress
promises increased central control over government policies and more limited space
for local governments to pursue their own course, and is an attempt to resolve this
tension. Changes in competition and budget policies further limit this space, while
the government’s anticorruption policies have reduced incentives for local officials
to pursue their traditional entrepreneurial role. At the same time, the government’s
‘mass entrepreneurship’ policies shift that entrepreneurial role further to the
market—with a stronger role for the CPC in private enterprises to balance this.

Internationally, China’s mixed system encounters increasing resistance. Aside
from geopolitical considerations, recent trade tensions reflect the unease of many
Organisation for Economic Co-operation and Development (OECD) countries
with China’s model. They see China’s state-led and state-supported enterprises as
unfair competition for their enterprises in trade and investment. Aside from trade
measures, these countries increasingly call for reciprocity in investment restrictions,
and are enhancing their restrictions on acquisition by foreign interests of enterprises
with key technologies. These measures could undermine the international system
that has much benefited China in the past, and which China’s leaders have strongly
supported in recent years against a rising tide of protectionism.

It is too early to tell how well ‘socialism with Chinese characteristics for the new era’
will serve China in achieving its two centennial goals, how the balance between the
state and the market will shape up in the years to come and how China’s industrial
policies will remain compatible with the existing international economic system.
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Irrespective of the outcomes, those who believed that by ‘crossing the river’ China
would reach a familiar bank on the other side—a market economy not that different
from the many varieties found in OECD countries—need to think again.
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4. GDP and the new concept of
development: Understanding China’s
changing concept of development

in regards to GDP after the reform
and opening-up

Wei Liu

Over the past 40 years of Chinas reform and opening-up, understanding of
development has continued to deepen, with more scientific measures incorporated.
China’s transformative understanding of gross domestic product (GDP) is reflective
of the change in views and concepts of development.

Introduction of GDP and China’s original
GDP denial

GDP is the most important indicator for the scale and growth of the economy
of a country or region. It is a comprehensive measure of the value of the flow and
stock of national economic activities.

Before World War II, measuring growth was a challenge. After the war, statistical
measurement and empirical analysis of economic activities grew rapidly.
The compilation of national economic statistics evolved into a national economic
accounting system that comprehensively measured the flow and stock of aggregate
national economic activity. GDP is the core measure in this system. The well-
known United Nations System of National Accounts (SNA) has become the
international standard for measuring economic activity. Keynesian and subsequent
macroeconomics and economic growth theories were developed through
its application.’

Before its reform and opening-up, China had long followed the theory and
practice of the former Soviet Union. Despite significant differences between the
conditions in China and the Soviet Union after Stalin in the late 1950s, China’s

1 From the 1920s, Simon Kuznets' research on the measurement of national income and economic growth,
and research on the national economic accounts system chaired by Richard Stone in the 1940s, promoted the
development of traditional statistical research into the national income accounting system. As a result, Kuznets
won the Nobel Prize for Economics in 1971 and Stone won in 1984.
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understanding of ‘industry’ and its national economic accounting still followed
the Soviet system. China established an accounting system that was different from
the Wests GDP accounting system, and was instead built on Soviet theorists
traditional understanding of Marx’s labour theory of value and reproduction theory.
It did not recognise nonmaterial output in the service and tertiary sectors. As the
representative of economic theory in the former Soviet Union, Wassily Leontief’s
early chessboard balance sheet research was later developed into the famous input
industry table, as well as analytical methodology.?

China had adopted a Soviet-style statistical accounting system based on gross
industrial and agricultural production and other material products. Additional
reasons for negating the value and significance of GDP were more deeply rooted.
During the decade of the Cultural Revolution, when ‘productivity theory’ was
criticised and class struggle was preeminent, China ignored the development of
its economy, leading to the estrangement from the concept of GDP. When China
ignored the importance of economic development gauged by the importance of
national income statistics and resource allocation accounting, it was only natural
that the significance of economic growth and economic development would be
downplayed. The denial of GDP and the national accounting system was essentially
a reflection of the off-centre ideology that neglected productivity and development.
During China’s long economic closure to the rest of the world, there was little
access to economic growth comparisons with other nations and measuring its
own economic activities with the internationally accepted national accounting
system was difficult. The deeper systematic reason for the denial of GDP was that
the GDP accounting system reflected market-based resource allocation. It was
neither possible nor necessary to adopt the GDP accounting system for a centrally
planned economy.

Recognition of GDP as an economic
measure amid sustained rapid growth of the
Chinese economy

At the beginning of Chinas reform and opening-up, the most pronounced
developmental challenge the country faced was the elimination of poverty. With
the deepening of Chinas understanding of the primary stage of socialism and the
clarification of the Communist Party’s position, consensus was reached to promote
development and lift China out of poverty.

2 Leontief won the Nobel Prize for Economics in 1973.
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On 4 October 1979, the chief architect of China’s reform and opening-up, Deng
Xiaoping, for the first time used the gross national product (GNP) indicator to
define China’s economic growth target, in a speech at the meeting of the first
secretaries of the Communist Party of China (CPC) from all levels of government.
Deng asked: ‘Can we reach GNP per capita of over $1,000 [US dollars] by the end

of this century?” He continued:

Not long ago, I said that when our per capita GNP reached that figure, we will be
in a much better position and able to provide more support to the poor countries of
the Third World. We cannot do so now. China’s per capita GNP is probably below
[US]$300, so it is hard for us to increase it even 200 or 300 per cent. We shall have
to work as hard as we did before. Even lowering the previous goal and fulfilling the
lower targets, we shall still spare no effort to promote economic development and we
will do every aspect of our work effectively. (Deng 1984)

This was the first time in the 30 years since the founding of the People’s Republic
of China that Chinese leaders used GNP indicators to set out development goals.?

Japanese prime minister Masahiro Ohira later asked Deng how China perceived
its future modernisation targets. Deng used GNP as the basic measure in his reply,
saying that from the end of the 1970s to 2000, China’s total economic output
should quadruple, with GNP per capita reaching US$800—1,000. He emphasised
the hard work it would take to achieve this.* This opened up a grand plan for
growth and development with GDP (GNP) as the core growth indicator and
a goal of quadrupling GDP in China over 20 years (Liu and Cai 2006). From
the national development and growth plan to the economic plans for all provinces
and cities, GDP growth became the core planning and assessment indicator. The
Chinese Government made plans to expedite the economic growth rate, and local
governments began to compete with each other to achieve higher GDP growth.
In practice, China met the target of quadrupling GDP at constant prices compared
with 1980 three years ahead of schedule, in 1997. The government then proposed
quadrupling GDP again, by 2020 from 2000, and achieved its goal of doubling
2000 GDP three years ahead of schedule, in 2007. From 2010 to the end of 2017,
GDP increased at an average rate of 9.5 per cent per annum. China’s share of global
GDP increased from 1.8 per cent to about 15 per cent, ranking it second in the
world. In 2017, China contributed more than 30 per cent of global economic
growth. China’s GDP per capita has jumped from more than US$250 to more

3 GDP and GNP are essentially the same accounting systems. As statistical indicators, the gap between the two
comes mainly from the ‘income of foreign factors’: GDP is calculated based on the ‘national boundary principle’
and GNP is calculated on the ‘national principle’. In the West, the use of GNP has a long history. Following
the publication by the United Nations of the SNA in 1968, which used GDP, Western countries replaced GNP
with GDP. However, since GNP placed greater emphasis on income, the World Bank still used GNP to measure
the income level of various countries, but it was renamed gross national income (GNI).

4 Deng later said that, when I mentioned this matter, I was thinking of Mr Masahiro Ohira, who inspired us to
set the growth target of quadrupling the GDP by the end of this century.
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than US$8,800. According to the World Bank’s country classifications by income
level, China went from a low-income country to a lower—middle-income country
(GNI per capita of US$1,026-4,035 in 2015 prices) in 1998, and to an upper—
middle-income country (GNI per capita of US$4,036-12,476 in 2015 prices) in
2010. It is clear that during this process of sustained rapid growth, the core growth
indicators and the corresponding economic growth plans are both centred on GDP.

There are several reasons why understanding of GDP in China has gone through
such a transformation.

First, the clarification of the CPC’s position on economic development during the
primary stage of socialism has been developed and enforced. This process included
Deng Xiaoping’s view that development is the absolute first principle (Deng 2014),
general secretary Jiang Zemin’s “Three Represents’ theory (Jiang n.d.), Hu Jintao’s
‘scientific outlook on development (Hu 2010) and Xi Jinping’s ‘thoughts on
socialism with Chinese characteristics for a new era’ (Hou 2017). China has always
insisted on a dialectical historical materialist understanding of emancipating and
developing productive forces. It has planned economic growth and development
goals with GDP as the core indicator and promotes the doubling of GDP growth to
catch up with leading economies.

The second reason for the transformation is the profound institutional change
resulting from the reform and opening-up. The cultivation of a market mechanism
has provided the economic basis for the use of GDP for national statistics and
accounting, as GDP is a reflection of market economic activities. In addition, China’s
modernisation process has been combined with its globalisation. Both China’s
national economic accounting and its development targets must be compatible with
international rules and standards, which propels the use of GDP.

Procedurally, China’s acceptance of GDP has emerged from a fierce theoretical
debate. Until the mid-1980s—during the transition from the planned to a market
economy—China gradually unified and adopted the United Nations’ SNA. This
began first as pilot projects in a few provinces and cities (for example, Shanxi
province, beginning in 1985). China then transitioned into using two sets of parallel
accounting systems—one based on material production and one based on GDP.
Finally, the SNA was fully adopted after 1987.

The GDP accounting system has its own limitations. First, exaggerated use of GDP
to measure and explain economic and social development can lead to distortion of
the economic growth model. We need to understand that we cannot use GDP to
account for the totality of China’s modernisation. GDP as a dominant measure is
more effective in the primary stage of economic development. The limitations of
GDP become more prevalent after severe economic shortages and long-term poverty
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have been eliminated and when an economy has moved beyond the Malthusian
trap. Without changing the development model led by GDP growth, it is difficult

to avoid the ‘middle-income trap’.

Limitations of GDP and proposal of a new
concept of development

The GDP accounting system is rooted in science. The emergence and continuous
improvement of this system have greatly enhanced the allocation and accounting of
economic resources. From the starting point (production) to the end point (demand)
of national economic activities, the system comprehensively reflects all segments in
the national economy in production, allocation, exchange and consumption, as well
as the economy as a whole. Over a long period, this GDP-based economic system
matures and becomes difficult to replace. Economists Samuelson and Nordhaus
(1995) claimed that GDP was the greatest invention by humankind in the
twentieth century. However, if GDP is used exclusively to guide the development
of a national economy without considering its limitations, it will inevitably cause
serious problems.

First, GDP emphasises quantity and does not directly reflect differences in the
underlying economic structure. The largest national economy in terms of GDP
may be based on an extremely backward economic structure, thus distorting the
relationship between economic growth and the quality of economic development.
It may reflect a large amount of economic expansion with no qualitative structural
upgrading or growth fuelled by the quantity of factor inputs with no increase in
total factor productivity. Economic growth refers to scale expansion or growth of
GDP. Development refers to structural upgrading. Structural optimisation is the
essence of economic development. The real difficulty in economic development is
overcoming structural conflicts.” GDP expansion can be achieved at a rapid rate by
over-relying on the expansion of factor inputs. Its easy achievement makes it handy
as a short-term policy target, but this may aggravate deep structural imbalances
in economic development, which in turn exacerbate short-term macroeconomic
imbalances and severely limit long-term sustainable development.

5 For example, in the first half of the nineteenth century, China’s GDP accounted for more than 30 per cent of the
global total, ranking the country first in the world. The reason it declined rapidly after 1840 was, among other
things, because the structural quality was backward, the industrial structure was still dominated by traditional
agriculture and the organisational structure of social production was still dominated by small family production.
Compared with the industrial structure supported by the Industrial Revolution in Europe and the United
States, the production social organisational structure is based on the modern capitalist enterprise system. There
is a qualitative difference. For example, in contemporary high-income oil-exporting countries, the GDP level
leads in both total and per capita terms. However, such an economy is deformed, and thus strictly speaking
belongs to the group of high-income countries but does not belong to truly modern countries. When it comes
to categories, such a state is often called not a ‘developed country’, but an ‘oil-exporting country’.
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Second, GDP as an accounting system reflects the flow of economic activities during
a certain period (one year), while national wealth is the accumulation of the stock
of economic activities over the long term. When using the GDP method, ignoring
the characteristics of the economic flows will cause serious damage to the national
economy, especially if the goals for economic activity are short term and wealth
accumulation and sustainability are underappreciated.®

Third, the GDP accounting system reflects the market’s economic behaviour
measured in prices. Economic activities that do not pass through market transactions
and have no market prices are difficult to include in the GDP accounting system, yet
markets do not account for all economic activities. For example, services provided
by the military, police and governmental departments use economic resources and
generate output, but cannot be allocated through market mechanisms. Another
example is domestic work. In principle, a considerable part of domestic work does
not go through market transactions. Therefore, it is difficult to incorporate into the
national economic accounting system. Further, if pursuit of GDP growth becomes
the overarching objective, a great deal of economic activity and resource allocation
not based on market mechanisms will be excluded from the system of national
accounts and thus ignored; these areas may require development, but are excluded
from the GDP-based system.”

Fourth, if one-sided economic growth and development only are emphasised, and
comprehensive social development is ignored, there will inevitably be distortion
of the modernisation process. Accounting and evaluation of modernisation should
encompass other measures of social development, such as the impact of economic
development on ecological protection, holistic development of human society and
the relationship between economic development and the level of people’s happiness.

In response to these realities, proposals have been put forward for indices such
as ‘green GDP’, the Human Development Index and the ‘Happiness Index’ to
supplement the GDP indicator system and provide a better guide for comprehensive
societal development.®

6 All the relevant economic activities of the investment project will be counted in the GDP of the current year,
but all the economic activities for demolishing the project in the second year will also be counted in the GDP
for the second year, but the accumulation of the accumulated wealth (stock) is zero, and at the same time during
the process (flow forming) a large amount of economic resources are consumed, impairing the potential for
sustainable development in the future.

7 Since the beginning of its reform and opening-up, China has carried out three economic censuses. In its census
data, the component of GDP that has not been fully counted is ‘services.

8 ‘Green GDP’, also known as the System of Environmental-Economic Accounting (SEEA), incorporates
resources and environmental factors based on the existing national economic accounting. This is a very modern
and advanced concept, but also very complicated. At present, no country in the world has established a sound
and practical system of green accounting. The Human Development Index (HDI) reflects the level of human
development in a country according to living conditions, educational level and level of affluence, measured
by the three variables of life expectancy, years of education and per capita GDP. The ‘Happiness Index’ is
published by the World Value Survey, which investigates political, economic, social, family, religious and many
other issues, and ultimately comes down to the question: ‘Are you happy?” This index is calculated by statistical
processing of the respondents’” answers (Liu 2005: Ch. 17, ss. 2-3).



4. GDP and the new concept of development

The practical limitations of GDP as an accounting system are increasingly being
recognised; its value is being questioned and improvements are being made.’ In the
early period of China’s reform and opening-up, its socioeconomic development
was in an extremely backward state. Reducing poverty was the overarching agenda.
Doubling the national economy in terms of GDP was an objective historical
necessity. Surpassing the ‘poverty trap’ requires rapid economic growth. Under the
prevailing economic development conditions, environmental protection and wider
social developmental issues were secondary. The conflicts between these goals and
economic development were still not very sharp. Therefore, under Deng Xiaoping’s
advocacy, GDP value indicators were used to plan the long-term development
goals for the first time after the twelfth National Congress of the CPC in 1984.
Formulating growth and development guidelines based on GDP was considered
relevant and feasible.!” Overcoming the ‘poverty trap’ through GDP growth was
consistent with the CPC’s position of focusing on economic construction and
prioritising development. The dialectical materialist conception of history was the
basic supporting concept. The resulting sustained, high-speed economic growth
profoundly changed China and brought about the concept of socialism with
Chinese characteristics for a new era.

The constraints on China’s social development in the new era have fundamentally
changed, and these changes have brought new opportunities and challenges. China’s
development has come close to achieving the goal of ‘national rejuvenation’ while
overcoming the middle-income trap, and it is now on its way to realising the
government’s stated goals of basic modernisation by 2035 and becoming a modern
socialist country by 2050.

Old growth models cannot sustain balanced and coordinated development.
On the supply side, the costs of labour, natural resources, environmental services
and technological services have risen dramatically. Previous absolute comparative
advantages have gradually disappeared. On the demand side, there is weakness
in purchasing power and overcapacity. Therefore, management of stable and
balanced growth, cost-induced inflation, adequate employment, long-term
sustainable development and comprehensive social growth all require a fundamental
transformation of the development model. China must shift from high-speed
growth that has depended mainly on the expansion of factor inputs to high-quality

9  For example, US presidential candidate Robert Kennedy pointed out in the early 1960s: * Yet the gross national
product does not allow for the health of our children, the quality of their education or the joy of their play.
It does not include the beauty of our poetry or the strength of our marriages, the intelligence of our public
debate or the integrity of our public officials’ (quoted in Rogers 2012).

10 The twelfth National Congress of the CPC continued to propose a target of quadrupling total economic output
in the last 20 years of the twentieth century measured by gross industrial and agricultural output values, and
later switched to the goal of quadrupling GNP proposed by Deng. In the end, the party clearly stated that, in
accordance with international practice, the GDP approach to planning had been adopted (Liu and Cai 2006:
Ch. 1).
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growth that depends mainly on efficiency. There is a need for a new development
philosophy that will define the path and guide the practice for a new economic
development framework, culminating in a new concept of development.
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5. The political economy causes
of China’s economic success

Yang Yao

China’s economic growth since 1978 has been nothing short of a miracle, lifting
most people out of poverty and the country to the rank of higher-middle income. Its
citizens have witnessed a quantum leap in their standard of living, and the nation’s
wealth now rivals the greatest countries in the world. It is no exaggeration to say that
China’s rapid economic take-off has been #he most significant economic event in the
world in the past four decades. For economists, studying China’s economic success
is exciting. However, most studies to date have focused on its ‘technical’ aspects—
that is, pointing out what China has done right in terms of economic policy and
institutional reform—rather than on the ‘principle’ aspects, investigating the
fundamental causes of China adopting good economic policies and implementing
institutional reforms. The quest for these causes is a major new undertaking in
political economy analysis. This chapter aims to contribute to this endeavour by
offering three political economy explanations for China’s economic success. First,
an autonomous government—one that neither represents a specific social class nor
is captured by a specific social group—enables the central government to adopt
highly inclusive economic policies that favour long-term economic growth of the
whole society. Second, economic decentralisation gives local governments strong
fiscal motivation to develop the local economy. And third, a meritocratic promotion
system gives local officials strong positive incentives and counters the negative
consequences of decentralisation. This chapter analyses the inadequacies of previous
studies, and then discusses these three causes.

Inadequacies in existing explanations

Comparing the growth of China over the past four decades with that of East Asias
successful economies shows that China shares common elements of their success,
such as high rates of savings and investment, deep industrialisation, exports driven
primarily by manufacturing products and an emphasis on education. Thus, from
a purely economic perspective, Chinas galloping economy is nothing special,
and has not exceeded the expectations of neoclassical economics. This does not
mean that market forces alone drove China’s success without any input from
the government. On the contrary, the government has played a crucial role in the
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nation’s economic success. While most scholars agree that government action has
been important, academic opinion is divided over the exact role the government
has played. A number of theories have been popular over the past few decades.

The institutional view

The reform launched in 1978 was the key that unlocked China’s high rates of
economic growth, and institutional reform was at its core. Price reform, state-owned
enterprise (SOE) reform, granting market access to the private sector and opening
up to the world were the most significant elements. Price reform was indispensable
as the nation made the transition from a planned to a market economy. China
adopted a gradual approach and completed its price reform over a 10-year period,
between 1984 and 1994. SOE reform came next; this proved much harder than
price reform because it triggered massive unemployment of millions of workers.
China took 10 years to complete the transformation of 80 per cent of its SOEs
from government-owned entities to market players. The private sector emerged
during this time and became an economic pillar of significance equal to the SOEs,
greatly enhancing China’s economic vitality. The 1990s saw China’s economic
reform advancing at its fastest pace, creating a firm foundation for the exponential
growth in the decade after China’s 2001 accession to the World Trade Organization
(WTO). Opening to the international economy, which began in 1980 with the
establishment of four special economic zones (SEZs), also helped spur rapid growth
after the WTO accession. If pre-WTO opening was concerned primarily with
bringing in foreign investment, post-WTO opening was driven by the concept of
‘going abroad’. From 2001 to 2008, China’s export growth averaged 29 per cent per
annum—more than quadrupling its total amount over the seven-year period.

A longitudinal comparison shows that economic reform was undoubtedly the engine
driving China’s rapid economic growth over the past four decades. This proposition,
however, faces two challenges. First, what was the role of the industrial, technological
and social development in the 30 years prior to Chinas reform? Although many
mistakes were made in that period, its achievements cannot be disputed. As of
1978, a comparison of developing countries that were on a par with China in their
stage of development and income levels (such as India) would reveal that China
had a higher degree of industrialisation, a more comprehensive industrial system,
stronger technological strength, greater coverage of basic education and longer
life expectancy (Yao 2014). These achievements helped create a firm foundation
for economic dynamism after the reform. Second, is the institutional thesis still
valid when one compares China with other developing countries? Among the more
than 140 developing countries (regions) in the world, most have adopted a market
economy and are open to foreign investment, but only a handful has succeeded
in substantially raising their income. If 45 per cent of US per capita income is
adopted as the threshold for a high-income nation, only 11 countries (regions)
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have moved from the rank of middle-income nation to high-income nation since
1960. Therefore, establishing a market economy and opening to the world, while
prerequisites, are not sufficient conditions for economic growth.

The development strategy view

Lin et al. (1996) proposed that the change in development strategy was the key to
China’s different economic performance in the pre-reform and post-reform periods.
They distinguished between two types of development strategy—namely, catching-
up and comparative advantage. The former refers to the government’s approach to
developing industries that defy the comparative advantages of the nation, while the
latter refers to the government’s approach to developing industries that conform
to the nation’s comparative advantages. Lin et al. (1996) believed that the planned
economy failed because China initially adopted the catch-up strategy, and it has
succeeded since economic reform because it has abandoned the catch-up strategy
and adopted the comparative advantage strategy. As China’s labour force was long
the source of its comparative advantage, the comparative advantage strategy required
development of labour-intensive industries. In subsequent works, Lin (2014)
further emphasised the importance of upgrading the industrial structure when
a nation’s capital-labour endowment structure is upgraded. He believed this was
in line with dynamic comparative advantage. At the same time, he also highlighted
the crucial role the government can play in selecting which industries to support.
The ‘new structural economics’ Lin has advocated has generally been considered
representative of the ‘facilitating state’ theory.

Based on the history of China’s industrial upgrading, the conclusions drawn by
Lin and his co-authors about the role of comparative advantage are undoubtedly
correct. The question is how can we explain the mechanism behind this relationship?
According to the theory of new structural economics, this is the outcome of
a deliberate choice by the government. However, this theory fails to explain why
the market is unable to automatically select the industries that fit with a country’s
comparative advantage. Under the assumption of a complete market, we would
never arrive at a conclusion in which the enterprises in that market would not select
an industry with comparative advantage. Lin (2014) emphasised that the market
is incomplete. However, this significantly weakens his theory because its crux is
no longer comparative advantage (because comparative advantage would lead
to spontaneous selection by enterprises in a complete market), but whether the
government is necessary. This has been the subject of much discussion and study
since the socialist debate between Oskar Lange and the Austrian School (notably
Hayek) in the 1930s.
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Meanwhile, the comparative advantage theory also needs to address the three
decades preceding China’s reform. All backward countries are trying to catch up with
developed countries; they are aiming to attain the latter’s standard of living within
a relatively short period—much shorter than that taken by developed countries.
Catching up comes in myriad forms and follows many paths. The path China has
taken is to build a relatively comprehensive industrial base and accumulate robust
technological strength at the expense of a generation, and then join international
economic exchange to release its potential. This may not have been the optimal path.
On the other hand, it may have been a productive path: developing heavy industry
might have been the best choice at the time,' and, indeed, much was achieved by
that strategy. It is contrary to say the least to deny there were any benefits from
a development strategy based on heavy industry.

The China model view

The ‘China model’ is often known as the ‘Beijing consensus’. For the purposes of
this chapter, the Beijing consensus refers to a new economic model that stands
in contrast to the “Washington consensus’, which initially was a set of structural
adjustment policies responding to the Latin American sovereign debt crisis in the
1980s (Williamson 2004), but which has since become synonymous with neoliberal
economic doctrines. As such, the Beijing consensus has emerged as the antithesis of
neoliberalism, although the specifics are a matter of debate. One view equates the
Beijing consensus with socialism with Chinese characteristics, and places specific
emphasis on the role played by state-owned economic components. For instance, the
state-owned land system has meant thatlocal governments can rapidly improve a city’s
infrastructure by way of land finance and SOEs can carry out national strategic goals.
These assertions are credible to a certain extent, but do not necessarily go far enough
to capture the key impetus of China’s rapid economic growth. Clearly, if the state-
owned components are that important, why did the country underperform during
the central planning era when compared with the post-reform era? ‘State capitalism’
may be an answer to this question and may serve to generalise the Beijing consensus.
State capitalism negates both economic planning and laissez-faire capitalism, and
instead advocates a kind of socialism marked by strong government intervention,
which, to a certain extent, accurately describes China’s reality. The question is: does

1 Implementation of the import substitution strategy and the development of domestic heavy industries were
the major policy recommendations of the World Bank, as well as the consensus of most Chinese academics at
the time. A 1948 survey of Chinese students studying in the United States revealed that 51.5 per cent of the
respondents believed the development of China’s heavy industry should be advanced by way of nationalisation
(Pepper 2017: 79).

2 Yao and Zheng (2008) constructed a dynamic general equilibrium model to comprehensively evaluate the heavy
industry development strategy during the era of the planned economy. Their simulation found that by producing
positive externalities, the strategy facilitated China’s economic growth. However, the duration of this strategy was
too long (the optimal duration is 12 years) and the subsidies received by heavy industry were too high.
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it really capture the essence of China’s economic success? In the past 20 years, the
private sector has been the key driver of economic growth. Using state capitalism
to generalise the Beijing consensus lends support to the views that discredit China’s
growth as being ‘anti-people’. A consequence of state capitalism is the suppression
of the welfare of ordinary people, which is contrary to the aim of economic growth,
and precisely what has been used by some international observers to attack China’s
development path. Attributing China’s success to state capitalism defeats one’s own
attempt to distil any merits from China’s growth experience.

Another view is that the Beijing consensus is more flexible than state capitalism.
This view holds that the most significant characteristic of the Beijing consensus is
the flexible application of the prescriptions of neoclassical economics. As previously
mentioned, from a purely economic perspective, China’s economic success has not
exceeded the expectations of neoclassical economics. However, China’s government
has conscientiously screened these prescriptions and their process of implementation
has been gradual. A typical example is exchange rate management. In the planning
era, the renminbi was grossly overvalued and became the key reason for Chinas
hunger for foreign exchange. After the reform, the government became aware of
this problem and began to adopt a dual-track exchange rate system. The official
exchange rate was still overvalued and was used primarily to control imports. The
market exchange rate was generally market driven and was used to encourage exports.
This was a classic case of mercantilism; it was a flexible application of neoclassical
economic theory. The two exchange rates were unified in 1994, and the currency
was pegged at RMB8.25 to US$1 until 2005. Subsequently, the renminbi entered
a managed floating regime, but exchange rate stability remained the fundamental
goal. Fixed exchange rates helped drive China’s exports significantly, accelerating
industrialisation, but holding back workers’ wages (Mao etal. 2017). Other examples
include the dual-track price system, SOE reform and industrial policies. However,
selectively applying the neoclassical economic prescription is not unique to China,
but is a common feature among East Asian economies. Thus, using it to define the
Beijing consensus is inappropriate. In reality, the task of scholars is not to find the
unique characteristic(s) of a nation, but to discover the universal attributes of many
nations. It is poor analysis to use the Beijing consensus to explain China’s success.

The cultural view

To explain a country’s success, culture is one factor that comes easily to mind.
For instance, Weber’s 7he Protestant Ethics and the Spirit of Capitalism explained the
success of capitalism from the perspective of Protestant culture. In East Asia, neo-
Confucians have attempted to use Confucian culture to explain East Asia’s economic
success, but serious economic analyses are rare. Zhu (2016) is an exception. After
rejecting other explanations, Zhu pointed out that the culture of savings and
education was a crucial factor in China’s economic success. A high saving rate and
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a relatively high level of education are the key drivers of China’s rapid economic
growth, and Chinese culture contains elements that value both. One also has reason
to believe these cultural factors have a positive effect to raise saving rates and levels
of education. However, from an academic perspective, China has provided only one
sample point; deriving a conclusion from this may not have universal significance.
In fact, the biggest problem with using culture to explain economic success is that
when researchers argue that a particular culture spurs economic growth, they are
unable to exclude the possibility that other cultures can also promote economic
growth. For instance, Weber placed the Protestant culture on a very high pedestal.
As far as Protestantism is concerned, his arguments would have been just fine—
Protestantism did encourage discipline, frugality and hard work—but they could
not explain why the economy of Prussia, which was predominantly Protestant, took
off later than that of France, which was predominantly Catholic. Certainly, he would
not have been able to predict that Confucian culture would have an effect similar to
Protestantism in the later part of the twentieth century. One of the challenges of the
cultural explanation for the post-reform economic miracle is that Chinese culture
has existed since ancient times. Why did it only begin to spur economic growth
after the reform? Culture is a slow (long-term) variable, while post-reform economic
growth has been a rapid (short-term) variable. We know that a slow variable cannot
explain a fast variable. Culture may be important, but it needs another ‘trigger
variable’ to become effective.

To summarise, the four popular views have all touched some truths of China’s
miraculous growth, but they are incomplete. In particular, they have focused on the
‘technical’ aspects of China’s growth, exploring what China has done right in terms
of economic policy and institutional reform, rather than on the ‘principles—the
‘why’ and ‘how’ China has done right. Organisations and individuals formulate
policies and institutions. In the case of China, this is the government and its
officials. The issue of ‘principle’ would then become: what factors have made the
Chinese Government adopt policies and institutions that favour economic growth?
What factors would incentivise officials to implement these government policies
and adopt the right institutions? This chapter’s answer to the first question is that
the Chinese Government is an autonomous government. The answer to the second
is that promotion is the strongest incentive, and economic decentralisation provides
the platform for merit-based promotion.

The autonomous government

An autonomous government contrasts with a biased government (Yao 2009).
A biased government is one that represents the interests of a minority in society.
In most cases, it is a product of patron—client politics. The patrons are powerful
characters who monopolise political and economic resources and hand them to their
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clients in exchange for political support and material benefits. Politics thus becomes
a transaction between individuals, rather than political competition for the purpose
of a common goal. In a country dominated by patron—client politics, the status
of the ruler depends on the depth of his or her personal political networks as well
as the amount of political and economic benefits he or she can offer to the clients
in the networks. In this case, he or she must therefore succumb to the interests
and welfare of this minority, thus ignoring the rest of society. Fukuyama (2014)
has thus viewed patron—client politics as the greatest threat to liberal democracy.?
In this context, the autonomous government becomes all the more meaningful.
An autonomous government is one that does not form an alliance with, and is not
captured by, any interest group in society. It is impartial towards different segments
of society, but may have its own interests and agendas. Because it is unfettered by the
claims of any interest group, an autonomous government has advantages over biased
governments in terms of economic growth. Its economic policies are more inclusive
and misallocation of resources is less common. Hence, it can advance economic
growth better than a biased government (Yao 2009).

Whether a society can produce an autonomous government depends on that
society’s political structure and the political power (or state capacity) possessed
by the government. A politically more equal society can produce an autonomous
government more easily because the ruler does not have to worry about any group
or an alliance of groups overthrowing his or her rule. Should a rebellion occur, he
or she would be able to form an alliance with groups of equal strength to defeat the
rebels. The higher the political power of the government itself, the less it should be
concerned with rebellions by social groups. Thus, even if the political structure is
less equal, the government is able to remain autonomous. Figure 5.1 illustrates this
with an example of two social groups.

Figure 5.1 assumes there are two groups in society. Each has a certain amount of
political power (the ability to mobilise or organise to defeat other groups), denoted
by v, i = 1, 2. The government also has a certain amount of political power
(mobilisation, suppression and other such abilities), denoted by ». Under what
circumstances would an autonomous government emerge? If one of the two groups
has stronger political power than the government, this group is able to replace the
government. At this time, only if the government and the second group form an
alliance, and the political power of this alliance is equal to or greater than that of
the first group, can the government be protected from being replaced. This would
require Equation 5.1.

3 The Philippines is a classic case of client politics. See Yao (2018: Ch. 15).
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Figure 5.1 Political structure and the autonomous government
Source: Yao (2018).

Equation 5.1
v2|v-v,|

However, the government cannot be so powerful that an alliance between the two
g p
groups is unable to check it. Thus, we also require Equation 5.2.

Equation 5.2
v< vy,

Only when both conditions are met would the government choose to be
autonomous. In Figure 5.1, the lightly shadowed area is where the autonomous
government exists. The heavily shadowed area fulfils the condition in Equation 5.1,
but not in Equation 5.2; here, the government can do as it pleases. The area in
which the autonomous government exists is a tube along the 45° line in which the
gap between v, and v, is modest—that is, society features a certain degree of equality
in political power. Meanwhile, the width of the tube depends on the strength of the
government’s political power. A government with greater power can accommodate
a more unequal political structure. These conclusions are also valid when more than
two groups exist (see Yao 2018).

If we apply the above analysis to China, we see that, in the first two decades of
its reform, China’s relatively egalitarian social structure and the encompassing
nature of the Communist Party of China (CPC) helped produce an autonomous
government. In the early years of the People’s Republic of China (PRC), the socialist
revolution shattered the old social class structure and forged a new society that was
almost completely egalitarian; and, in the next three decades, this social structure
continued to be more equal than it would otherwise have been. Although this process
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was accompanied by pain and failures (particularly during the Cultural Revolution),
a solid social foundation had been laid for economic reform. The CPC itself
underwent enormous changes during the reform process. Starting with the ‘truth
debate’ in 1978 and ending with the ‘three representations’ at the sixteenth CPC
congress in 2002, the Communist Party completed its transition from a revolutionary
party with an emphasis on class struggle to a ruling party representing the interests
of the country. To use Olson’s (1982) thesis, the CPC became an encompassing
organisation—that is, its own interests significantly overlapped with the interests of
society. With this transformation, the CPC brought capable people into the party,
turning societal conflicts into internal party discussions. It formulated the party’s
fundamental policies through democratic centralism. In this process, the ruling
status of the party was also enhanced. Thus, although Chinese society began to
polarise dramatically in the 1990s, the CPC was able to remain autonomous.

As it remained relatively impartial towards different sections of society, the party-
led government was able to adopt economic policies that benefited the entire
society without restraint. In the early stages, reforms (such as rural reform) often
resulted in Pareto improvement. Very quickly, however, most reforms and economic
policies would fail to generate explicit Pareto improvement; only potential Pareto
improvement could be achieved. Hence, locally and over the short term, the
pro-growth policies that an autonomous government adopts may well be partial.
The most well-known example of this is the SEZ. Clearly, over the short term,
SEZs benefited only a minority, but over the longer term, SEZs have played an
irreplaceable part in China’s opening up to foreign investment. SOE reform and
accession to the WTO are similar examples. A recent example would be the stimulus
plans adopted after the Global Financial Crisis. When the crisis struck, expanding
domestic consumption was the correct measure. What other countries did was
disburse cash directly to encourage consumption. In China, all levels of government
started a new investment boom and expanded production capacity. The reason
China’s government was able to do this was that its policy is not dictated by public
sentiment, so it can be guided by a longer-term vision.

Nonetheless, along with the rapid accumulation of wealth and dramatic social
polarisation, business interest groups have also sprung up quietly, and began to
corrupt senior party and government cadres to form political-business alliances.
After the eighteenth CPC congress, General Party Secretary Xi Jinping led a high-
profile anticorruption campaign, not merely to root out the cancer of corruption
and to purify the party, but also to eradicate these political-business alliances and
to build a new relationship between the government and the business community.
Over the longer term, the anticorruption campaign was an indispensable means of
allowing the party and the government to return to their core roles, and to continue
to remain relatively impartial towards different sections of society, thus consolidating
the ruling status of the party. It also offered political assurance to the nation about
maintaining a relatively high rate of economic growth over the longer term.
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Economic decentralisation

An autonomous government can explain why the central government is willing
to adopt pro-growth economic policies over the longer term, but does not
adequately explain how these policies are thoroughly implemented in a country
with a vast territory such as China. Economic decentralisation and a meritocratic
promotion system for government officials are strong supplementary elements in
the Chinese system. Decentralisation motivates local governments and officials to
take the initiative to develop the local economy, while a meritocratic promotion
system overcomes the negative effects of decentralisation, such as regionalism and
corruption. This section discusses decentralisation, and the next the meritocratic
promotion system.

China has been a unitary state since ancient times. After the Qing dynasty was
overthrown, the Republic of China and then the People’s Republic of China
inherited this system. In a unitary state, how to balance local initiatives and national
unification has always been a core issue of concern for the central government.
Since Qin Shi Huang, the first emperor of unified China, established provinces and
counties, China has created a rigorous bureaucracy and has governed its vast territory
via a competent bureaucracy rather than a feudal system. From the perspective
of preserving national unity and advancing the will of the state, this system has
been, without a doubt, very successful, and was commended by Fukuyama (2014).
However, this system suppressed local initiatives and hindered social and economic
improvement.* After the founding of the PRC, the central government also had to
face the issue of balancing central planning and local initiatives. During the first
five-year plan period, the fiscal system was highly centralised. While the accelerated
development of a number of heavy industrial projects was a positive result, it
suppressed local initiatives. Mao Zedong was aware of this problem and specifically
discussed the issue of incentivising both central and local authorities in his famous
speech ‘On the Ten Major Relationships. However, decentralisation during the
‘Great Leap Forward’ in 1958 led to economic chaos. Subsequently, the fiscal
relationship between central and local authorities wavered between decentralisation
and centralisation until 1977, when a pilot system of local fiscal contracting was
launched, and 1980, when the fiscal contracting system was officially established.
In the next 14 years, the central government entered into different contracting
agreements with the provinces, the content of which was adjusted according to
prevailing circumstances, resulting in economic decentralisation.

4 For instance, the overly centralised tax system in the Song dynasty curbed the initiative of local officials to
protect the local economy (Li 1999). As such, the seeds of capitalism in the Southern Song did not bloom into
a capitalist economy.
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Fiscal decentralisation was carried out hand-in-hand with China’s overall economic
decentralisation. In the 1980s, township and village enterprises (TVEs) emerged
and prospered, becoming engines of China’s industrial growth. Local governments
played a crucial role in advancing the development of TVEs. At the time, private
enterprises were not officially recognised. Entrepreneurs who wanted to start
enterprises had to tie up with the local government, resulting in the emergence
of a large number of so-called red-cap enterprises. The local government provided
a political umbrella for these enterprises, helping them find production materials
and sales channels. Hence, the local government erected a protective firewall
between the central government and enterprises and played a positive part in market
development and reform. Qian and Weingast (2011) believe that, in this regard,
fiscal decentralisation is a type of fiscal federalism that protects the market. Fiscal
decentralisation significantly motivated local governments to take the initiative to
develop the local economy, which became an important force in propelling Chinas
economic growth in the 1980s and 1990s.

The fiscal contracting system created many problems, one of which was the decline in
the central government’s share of the national budget. By the early 1990s, budgetary
revenue figures alone showed that the central government’s share of total government
revenue had fallen to less than 20 per cent (Wang and Hu 1993). Local governments
also had large amounts of extra-budget revenue. The central government’s fiscal
capacity fell significantly while local governments’ influence was significantly
enhanced. The implementation of the tax-sharing system in 1994 was intended to
resolve this problem. This reform borrowed elements of the federal system such as
that in the United States. It classified taxes into central, local and shared taxes, and
established the value-added tax (VAT) at a uniform rate of 17 per cent, of which
the central government took 75 per cent while local governments took 25 per cent.
As the VAT was the largest tax after the tax-sharing reform, the share of the central
government’s budgetary revenue rose significantly, to more than 50 per cent. As such,
this reform institutionalised fiscal decentralisation and strengthened the central
government’s revenue capacity. With this capacity, the central government was able
to use fiscal tools to regulate and control local governments, the primary means
of which were fiscal transfers back to the provinces. In the 1990s, fiscal transfers
were based primarily on tax rebates and projects, which attended to the interests
of developed provinces, but had no fiscal equalisation effect on a nationwide basis.
In the new millennium, particularly after 2006, general transfers intensified and
interprovincial fiscal gaps began to narrow. To date, transfer payments from the
central government to the provinces are equivalent to 80 per cent of central fiscal
revenue, achieving fiscal equalisation, on the one hand, and bolstering the central
government’s authority over local governments, on the other.
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An international comparison would reveal that not all countries that implement fiscal
decentralisation have been successful. In countries such as Russia and Indonesia,
decentralisation actually increased opportunities for corruption among local officials
(Blanchard and Shleifer 2001). Undeniably, this is also present in China. In addition,
decentralisation has led to local protectionism, excessive competition and myopic
behaviour among officials. Why, then, has China’s economic performance been
better than that of other countries? In recent years, some foreign observers believed
that corruption among officials could well be the key to explaining China’s economic
success. The deceleration of China’s economic growth in 2012-15 coincided with its
anticorruption campaign, and has been used as proof for this assertion. The existing
literature has put forward two theories supporting the idea that corruption promotes
economic growth. The first is the ‘greasing the wheels’ theory, which holds that
many government regulations in developing countries hinder economic growth.
Thus, bribing officials helps to ‘grease the wheels’ for enterprises to circumvent
unreasonable rules and regulations. The second is the rent-creation theory, which
holds that to achieve economic growth, superiors deliberately retain some rents for
subordinates in exchange for their efforts. Both these theories, however, fail the test
of empirical evidence. In regards to the first, if the ‘greased” official did not offer equal
services to all players in the market, corruption would distort resource allocation
and lower economic efficiency. Based on the anticorruption experience over the
past few years, the ‘large tigers’ who have been arrested have generally exchanged
interests with very few businesspeople. The additional services they offered were not
universal. For instance, former railways minister Liu Zhijun took bribes from only
one businesswoman, who gained enormous illegal profits by monopolising freight
transport. There are even more problems with regards to the rent-creation theory—
for instance, it is unable to explain why superiors have to resort to corruption
rather than other means to motivate their subordinates. Nor can it explain why
superior—subordinate exchanges occur in the first place. Most importantly, it has
misinterpreted the operation of the CPC and failed to understand the effect of
loyalty, discipline and institutions therein. The CPC is a highly institutionalised
political party. The actions of an individual are subject to party discipline and the
laws of the country. The party has a rectification mechanism and remains on high
alert for misconduct. Although misconduct and corruption will emerge in the short
term, in the long term, the rectification mechanism will play its role. The current
round of anticorruption measures is a case in point.

Blanchard and Shleifer (2001) have long held that decentralisation has played
a positive role in China because the country has a strong central government, which
curbs the negative consequences of decentralisation. The central government has,
on the one hand, guided and regulated local investment and other behaviour through
various directives and transfer payment measures, and, on the other, has controlled
local officials via its power to appoint and dismiss those officials. This has unified
the goals of local government with those of the central government. The central
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government’s power to appoint and dismiss local officials is a characteristic of
a unitary state, and China has had significant historical experience creating an
effective meritocratic promotion system for government officials. This is the topic
of the next section.

A merit-based promotion system

China’s system for selection and promotion of government officials can be traced
back to the recommendation system (jian-ju-zhi) of the Western Han dynasty. Local
officials were responsible for recommending young people to join the administrative
system and for supplying talent to the state. At the same time, the imperial court
implemented the appraisal system (kao-ke-zhi). Specially appointed officials were
dispatched around the country to appraise the performance of local officials.
Those who received good performance appraisals were promoted and those who
performed poorly were punished (Deng 1987). However, cronyism and nepotism
could easily pervade the recommendation system. Indeed, by the time of the
Eastern Han dynasty, this had become a system of hereditary aristocracy. By the
time of the Sui dynasty, China had developed ke-ju, or the imperial examination
system, and selected talent based on exam results. This was more objective than
the recommendation system and was less easily manipulated by individuals. Thus,
China was the first country to invent the civil service system, and created a national
governance structure in the modern sense based on this system (Fukuyama 2011).
China’s contemporary selection and promotion system for government officials has
promoted the positive parts of the imperial examination system, and abandoned the
unreasonable parts. On the one hand, young people can enter the administrative
system by taking the civil service exam; on the other, the promotion of officials
depends on their ability and performance. The Communist Party began to establish
a selection and promotion system for leading party and government cadres in the
1980s, and introduced the ‘Rules for the Appointment of Cadres’ in 2002. These were
revised in January 2014 and renamed the ‘Rules for the Selection and Appointment
of Leading Party and Government Cadres’ (hereinafter, the rules),” which provided
guidance on the appraisal as well as selection and promotion procedures for leading
party and government cadres at every level of government.

The rules establish the ‘principle of the party’s authority of managing the cadre
systemy’. To guide the selection and promotion process, the rules list a series of
principles to be applied, including seeking talent from a large pool of candidates;
valuing virtue and talent, but virtue first; publicly acknowledging performance;
a democratic, open and competitive selection process; democratic centralism; and
acting according to the law. The party committee at each level is responsible for

5 For the full text, see Xinhua News Agency (2014).
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the selection and promotion procedures, with detailed guidelines provided by the
rules. The rules also allow young officials to become ‘reserve’ officials for higher-
level positions, and describe the appraisal procedures in detail. Reserve officials are
normally arranged to rotate through different posts at the same administrative level.
In addition to the conventional selection and promotion system, public selection
is also used for selecting leading cadres, providing a channel for people working in
non-government sectors to enter the civil service sector.

There is debate about the role that meritocratic promotion plays in the process
of selecting officials. Some studies have found that officials who perform better
during their term of office are promoted more easily (Li and Zhou 2005; Yao and
Zhang 2015), but others have found that officials’ personal connections with their
superiors also have an impact (Shih et al. 2012; Jia et al. 2015). Unlike research that
studied officials at only one level, Landry et al. (forthcoming) studied officials at the
county, municipal and provincial levels, and found that economic performance had
a larger impact on promotion among lower-level ofhicials. Just as in a large firm, in
government, ability and quality are highly valued when ofhicials are first recruited.
The higher the post, the less ability is taken into consideration, while other factors,
including personal ties, become more valuable. Landry et al.’s study is able to unify
the research conclusions relevant to economic performance and personal ties.

Current research, however, is focused on economic performance. Few are concerned
with officials’ abilities in other areas, although, in practice, the party’s organisational
department conducts appraisals on an integrated and comprehensive basis. Rather
than focusing solely on their ability to develop the economy, the department also
looks at officials’ performance in advancing people’s livelihoods, environmental
protection and implementing central government polices. Wang and Liu’s (2018)
research is an exception. They studied the impact of establishing healthy cities on
the promotion of officials and found that officials who have successfully established
healthy cities have more opportunities for promotion.

On the whole, China’s selection and promotion system possesses the attributes of
openness, competitiveness and meritocracy. It is open to all who aspire to become
administrative talent for the state; however, it does not offer shortcuts like those
in democracies, but instead requires that a person enter the system when he or
she is young and be prepared to be trained and improved within the system. It is
competitive because the number of positions available is always smaller than the
number of candidates. If one aspires to be promoted, he or she must compete with
others. Last but not the least, empirical evidence shows that officials’ ability plays
a crucial role in their promotion—hence, the selection and promotion system
reflects the value of meritocracy. Promotion is an important goal to which an official
aspires. Driven by merit-based promotion, officials are motivated to work hard and
to turn in an excellent report card. This, to a very large extent, curbs the negative
consequences brought about by decentralisation, including corruption. Based on
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information revealed by the anticorruption campaign over the past few years, many
of the ‘large tigers’ caught up in corruption had at the same time also been working
diligently for local economic and social development; their incentive, to a very large
extent, was the prospect of promotion. China’s unique selection and promotion
system explains why economic decentralisation has been so successful there.

Conclusion

This chapter has offered a political economy explanation for China’s economic
success. The rationale behind this explanation is that an autonomous government
can adopt long-term pro-growth institutions and policies to benefit the economy;
economic decentralisation strongly motivates local officials to take the initiative and
a meritocratic promotion system guides these initiatives towards the development
of the entire nation. China’s experience offers useful lessons for other developing
countries in at least the following three areas.

First, curbing patron—client politics so the government has sufficient room to pursue
the interests of the entire society is the top priority of political transformation in
developing countries. Most developing countries adopted electoral politics without
a social revolution, so the existing unequal social and political structures survive and
often lead to patron—client politics. The fundamental means of rooting out patron—
client politics is to revamp these existing structures. However, this process will take
a long time under the electoral politics system. What China has done offers useful
lessons for the political transformation of other developing countries, but each will
have to explore the specific means by which the transformation will take place.

Second, appropriate fiscal decentralisation can motivate local officials to take the
initiative to develop the economy. Fiscal revenues in most developing countries are
highly centralised with the central government while local governments frequently
have rights only over expenditure. In these circumstances, local officials clearly lack
incentives to develop the local economy. Granting local governments the right over
revenue is a key feature of China’s fiscal decentralisation and one reason it is successful.
Decentralisation may be even more important for resource-rich countries, where
government revenues are highly dependent on exports of natural resources. These
countries are constantly troubled by the ‘resource curse’. If the central government
continues to control resource exports but practices decentralisation at the same time,
local governments will look for opportunities to develop other types of economic
activities because they have no control over resources, thus putting an end to the
resource curse.

Third, giving officials positive incentives is as important as regulating their conduct.
Western scholarship begins with the premise that human nature is evil, so restricting
the conduct of officials is often thought to be the key to good governance. However,
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restrictions are only one aspect of good governance. In reality, officials also have to
be positively incentivised to motivate them to do things that are good for society.
In China, promotion is a strong positive incentive. Because most developing
countries operate under electoral politics, a direct adoption of China’s practice is
impracticable. A substitute would be to strengthen political parties and give play to
their advantages in terms of the selection and promotion of leaders. In this regard,
a parliamentary system would be more advantageous than a presidential system.
In countries with a parliamentary system, the public elects not just an individual
politician, but also that politician’s party. In addition, the future of the politician is
highly correlated to his or her political party. If a party intends to rule over the long
term, it must nurture qualified talent within the party.

The contemporary CPC system is both a product of the socialist revolution and
a legacy of Chinese cultural traditions. It is the responsibility of contemporary
Chinese philosophers and social scientists to summarise the experience of the past
few decades and construct a new theory in language understood by the world.
China is about to achieve its first 100-year goal—to become a well-off society. Next,
it will set out to achieve its second 100-year goal—to become a modern and high-
income country. In between, China needs to enhance its soft power. New theories
summarising what China has done right will not only strengthen the country’s soft
power, but also contribute to the advancement of social sciences globally.
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6. China’s economic transformation’

Gregory C. Chow

Why economic reform started in 1978

Deng Xiaoping took over control of the Communist Party of China (CPC) in 1978.
He was responsible for initiating reform of the planned economy to move towards a
more market-oriented economy. In a sense, the change in policy can be interpreted
partially as a continuation of the ‘four modernisations’ (of agriculture, industry,
defence, and science and technology) announced by premier Zhou Enlai in 1964,
but interrupted by the Cultural Revolution. This explanation was suggested to me
by a former vice-premier of the People’s Republic of China (PRC). On the other
hand, a former premier once told me: “The Cultural Revolution did great harm
to China, but it freed us from certain ideological constraints.” These statements
indicate that the Cultural Revolution did affect the thinking of top party leaders
and thus the course of China’s economic development. Taking these statements into
account, together with other considerations, I offer the following explanation for
the initiation of economic reform.

There were four reasons the time was ripe for reform. First, the Cultural Revolution
was very unpopular, and the party and the government had to distance themselves
from the old regime and make changes to win the support of the people. Second,
after years of experience in economic planning, government officials understood
the shortcomings of the planned system and the need for change. Third, successful
economic development in other parts of Asia—including Taiwan, Hong Kong,
Singapore and South Korea, known as the ‘Four Tigers—demonstrated to Chinese
government officials and the Chinese people that a market economy works better
than a planned one. This lesson was reinforced by the different rates of economic
development in North and South Korea, and among countries in Eastern and
Western Europe. Fourth, for the reasons stated above, the Chinese people were
ready for, and ready to support, economic reform.

Given these four reasons, was economic reform in 1978 inevitable? My answer
is yes. The first two reasons alone were sufficient to motivate the government to
initiate reform. The urgency of the case was such that it had to occur as soon as the
political leadership was ready after Chairman Mao Zedong’s death. The Chinese

1 This chapter is an amalgamation of Chapters 3 and 4 in China’s Economic Transformation by the author, published
by Wiley Blackwell in 2015 (3rd edn). The author thanks Kunling Zhang for his help with amalgamating the
chapters, and with adaptation and changes made to suit this publication. Permission is given by the publisher
to reproduce the two chapters in this reduced form here.
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economic reforms of 1978 are an instance of the possibility of predicting major
social change by examining the prevailing conditions. As an introduction to our
discussion of economic reform, it is useful to point out that the reform process has
been spurred by a combination of the efforts of the central government and the
natural desire of the Chinese people and lower-level government units to improve
economic institutions for their own benefit. The role of the central government has
been a gradual and experimental one and has proceeded in steps. It will be useful to
keep this general picture in mind when studying China’s reform process.

Agriculture

Reform of Chinese agriculture under the commune system initially occurred in 1978
and 1979, when commune leaders in some regions discovered through examples
initiated by farmers that they could fulfil their output quotas by reorganising the
commune internally. In essence, each farm household was assigned a piece of land
and was held responsible for delivering a given quantity of a specified product
so the commune could satisfy its procurement requirement. After fulfilling the
delivery quota, the farm household was free to keep the remaining output for its
own consumption or for sale in the market. This ‘household responsibility system’
(HRS) has the economic characteristics of private farming in a market economy.
It amounted to each farm household leasing a piece of land and paying a fixed
rent in the form of the output quota. The Fourth Plenum of the Eleventh Central
Committee of the Communist Party (CCCP) officially adopted the HRS in
September 1979. The subsequent rapid increases in agricultural output and farmers’
incomes provided support for this system.

After 1978, rural markets began to reopen. Farmers were allowed to raise pigs,
chickens and ducks, the farming of which had been banned during the Cultural
Revolution as capitalist activities. They also engaged in sideline activities such as
handicraft production that were previously the preserve of the communes. China’s
farm economy in essence returned to the private economy that had existed in
the early 1950s before the organisation of cooperatives and the establishment of
communes. One difference pertained to the ownership of land. Strictly speaking,
ownership of land was and still is collective; it belongs to the commune or the
village. The right of use belongs to the farmer who is assigned the land. Eventually,
the right to use assigned land was guaranteed on a permanent basis and became
transferable—hence, the difference between this right to use and ownership is
moot. Reform therefore succeeded in allowing private farming to return to the
agricultural sector.
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During the first six years of reform (1978-84), the annual growth rate of the gross
value of agricultural output nearly tripled, to 7.1 per cent. The HRS deals only with
the production component of the market. Market reform in agriculture includes
four other components, as pointed out by Huang and Rozelle (2014), on which
much of the discussion in this section is based.

The second component is marketing and distribution. After the output is produced,
it can be sold to government procurement agencies. Allowing the products to be
sold in local markets is the second component of market institutions. Although
agricultural commodity markets were allowed to emerge during the 1980s, their
number and size were small. In 1984, the state procurement network still purchased
more than 95 per cent of marketed grain and more than 99 per cent of marketed
cotton. Later extension of the market included the sale of products abroad through
private export companies. In the past decade, food exports have been growing faster
than imports, but, in 2010, China was still largely self-sufhicient (97 per cent) in
food (including processed food).

The third component is the pricing of products. Instead of the government
determining the prices of agricultural products, a market institution requires that
the forces of demand and supply determine prices. Price changes had a positive
impact on output during the first years of transition. This simply reflected the
increase in supply as prices increased.

The fourth component is the development of financial institutions to support the
development of agriculture. Credit institutions allowed farmers to borrow money
to finance production and investment. Most farmers were able to carry on their
production with little outside financing, as China’s agricultural output and input
markets were dominated by cash transactions. Where it was needed, liquidity was
supplied by off-farm remittances and zero-interest loans. Insurance was provided by
diversification, multiple cropping, high levels of irrigation and off-farm earnings.

The fifth component is the role of the government. First, there has been little effort
by the government to organise small farms into larger cooperative organisations.
Only about 20 per cent of China’s villages had farmers professional associations
(FPAs) in 2008 and only 10 per cent of farmers belonged to one—far below the
levels in almost all other East Asian nations and many Western nations. Second,
the government has provided research and development (R&D) in agriculture by
developing technology for farmers. Such efforts have been controlled by the state
agricultural research system, mainly to produce higher yields, and, after 2000, to
improve quality. Only a small share of agricultural R&D in China is performed by
the private sector, partly due to a ‘crowding out’ effect from the government programs.
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Given the above market institutions, there is strong competition among millions
of small farmers and traders, the levels of which have produced agricultural
commodity markets that are highly integrated and efficient. Unlike the incomplete
market reform in Chinese industry, agricultural market reform is almost complete.
When we measure the extent to which China has become a market economy by
the percentage of national output produced by financially independent and profit-
motivated production units, we can include almost all agricultural output in this
percentage.

While market reform of the agricultural sector has been successful, agricultural
productivity and incomes did not increase as rapidly as in the early 1980s, creating
serious problems of rural poverty. This problem will be discussed in terms of three
components.

The first is the income gap between urban and rural residents. Rural poverty is not
a result of the low income levels of the rural population. It is true that the gap in
per capita income between urban and rural residents has widened, but the rate of
increase for the latter has been so rapid that the rural population, on average, is
much better off economically than before (see Chow 2000). If one insists on using
income as the chief measure of rural poverty, the problem has to be viewed as either:
1) the deterioration of the relative income of rural residents in spite of the rapid
increase in absolute income; or 2) discontent among the rural population created
by the improvement in income itself (i.e. increasing expectations). Since neither of
these two interpretations appears to be sufficient to explain the seriousness of the
current problem, one has to seek other explanations.

The second component is the central government’s unfavourable treatment of
rural residents compared with urban residents. It has spent less on infrastructure
investment in rural areas than in urban areas, and only a limited amount to improve
agricultural productivity. It has provided fewer welfare benefits, including healthcare
and education subsidies, to rural residents and, although labour mobility allowed
farmers to move to urban areas to find work, those migrating workers did not have
residence permits in the cities and could not receive services such as health care
and schooling for their children. Although the commune system was abolished,
procurement of farm products by government agencies has continued, but the
procurement prices are often set below market prices. In addition, farmers were not
allowed to sell their products to private traders, as private trading and transportation
of grain were prohibited. The market economy therefore does not function for the
benefit of farmers in the distribution and pricing of grain.

The third—and perhaps most important—component of the rural poverty problem
is that farmers’ rights can be violated by the illegal activities of local government
officials. The most disconcerting example is the confiscation of land from farmers
for urban development, for which farmers receive arbitrary compensation well below
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the market price. Many farmers and other rural residents are not paid what they are
entitled for public work or for teaching in public schools. Farmers are also subject
to illegal levies, including taxes on acreage that is not actually used, a special tax for
growing commercial crops rather than grain and livestock, and fees for schools, road
construction and other services provided by local governments. Through much of
Chinese history, local government officials have considered themselves privileged,
with the authority to rule over peasants. The abuse of power under the PRC is worse
than previously because officials are given greater levels of power. Well-publicised
stories of the abuse of power by local party and government officials are documented
in Chen and Wu (2005). The abuse of power by local officials is known to be fairly
widespread, as evidenced by the large number of protests by farmers reported in the
media (see Han 2003; Zhang 2006: 19-20).

Enterprises

Enterprises are the second important production unit. The Chinese People’s Congress
adopted elements of reform for state enterprises in September 1980. At the opening
of that session, vice-premier Yao Yilin, chairman of the State Planning Commission,
announced that experiments giving state enterprises more autonomy and market
competition would be greatly expanded. Industrial reform began in late 1978 with
six pilot enterprises in Sichuan province; by the end of 1981, some 80 per cent of
state-owned industrial enterprises were involved in the reform experiment. The major
elements of industrial reform in the early years included some autonomy regarding
the use of retained profits, production planning, sales of output, experimentation
with new products and capital investment; adoption of an ‘economic responsibility
system’ by assigning identifiable tasks to low-level units within an enterprise and
paying them according to productivity; increasing the role of markets; streamlining
the administrative system at the local level for state enterprises under local control;
and encouragement of collectively owned enterprises.

The main difference between the reform of state-owned industrial enterprises and
that of agriculture is that privatisation was not adopted for state-owned enterprises.
Reform of state-owned enterprises turned out to be more difficult than that for
agricultural production. In ideological terms, members of the Communist Party
believed in the ownership and control of the major means of production by the
state. Politically, government bureaucrats were unwilling to give up their power and
vested interests by allowing state enterprises to operate independently. Economically,
unlike small farms that are self-sufficient, large industrial enterprises were dependent
on factors outside their control, including the supply of equipment and material
inputs produced by other enterprises. In administrative terms, most state-owned
enterprise managers did not have suflicient knowledge and experience to run
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a modern enterprise as an independent entity because they had been trained to obey
production targets. Even with additional training, managers were reluctant to give
up their old habits of dependence on the economic ministries.

Observing the limited success of the reform of state enterprises and the need to
overhaul the entire economic system, the twelfth CCCP adopted a major decision
relating to economic reform, on 20 October 1984. Individual state enterprises
would be given autonomy in decisions regarding production, supply, marketing,
pricing, investment and personnel to function as profit-seeking economic units.
The scope of central planning was reduced—except in the case of certain major
products—and the method changed from mandatory to guidance planning. Market
forces rather than central control determined the prices of more products, while
a macroeconomic control mechanism was developed through the use of taxes,
interest rates and monetary policy under an improved banking and financial
system. Various forms of economic responsibility systems were established within
individual enterprises to promote efficiency, with differential wage rates instituted
for different kinds of work and levels of productivity. The development of individual
and collective enterprises was fostered to supplement state enterprises; foreign trade
and investment were expanded and technological exchanges with foreign countries
promoted. These steps were revolutionary, given the institutional and ideological
tradition up to that point, but were limited in scope, because it was not possible to
go further at that time.

In 1987, the ‘contract responsibility system’ was introduced to all state enterprises,
with each signing a contract with the level of government that had control over it.
Under the contract, the enterprise committed itself to pay the government a fixed
annual tax and could retain any remaining profit. In practice, it was up to the
enterprise to distribute any profit to workers and managers as bonuses, but managers’
compensation was limited by social pressure. The incentive for management to
improve efficiency and take risks was therefore limited. Profits were distributed to
workers mainly to increase the popularity of and support for management. A second
reason for the limited success of the contract responsibility system was that, in
practice, when the profit of a state enterprise increased, its supervisory government
authority demanded a higher tax than originally agreed on. In reality, the tax
depended on profit and no longer had the desired incentive effects of a fixed levy.

While the reform of state enterprises was not entirely successful, the collective and
private sectors were dynamic and expanding. As well as state enterprises, there
are three other types of enterprise in China: collective, individual and overseas-
funded—the last established under the country’s open-door policy.

Township and village enterprises were established as rural collective enterprises
with the support of local governments wanting to increase revenue. Unemployed
labour could be used for nonagricultural production. Local governments
had the land, capital and human resources to establish these enterprises, and they
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had the connections to cut through the red tape required to set up and run them.
The ownership rights of these enterprises were often unclear, and yet they seemed
to function well and were profitable. Their success provides a puzzle for economists.

The collective and private sectors grew much more rapidly than the state sector.
From Table 6.1, we can see that, in 1978, individual and other types of industrial
enterprises were nonexistent and state enterprises produced 77.6 per cent of total
gross industrial output value. This was reduced to only 28 per cent in 1996,
compared with the 39 per cent contributed by collective enterprises. One important
conclusion to be drawn from these data is that even if state enterprises are not
increasing their productivity, China’s economy can continue to grow rapidly if the
nonstate sectors remain vibrant, because the state sector accounts for only a small
share of total output.

Table 6.1 China: Gross industrial output value by ownership (RMB billion
in current prices)

State-owned Collective- Individually Other types Total
owned owned
1978 328.9 94.8 423.7
1985 630.2 311.7 18.0 1.7 971.6
1996 2,836.1 3,923.2 1,542.0 1,658.2 9,959.5

Source: NBS (1997: 413).

The inefficiency of state enterprises has been considered a major problem in the
Chinese economy, but the seriousness of this is exaggerated on two counts. First,
the productivity of state enterprises has been steadily increasing in the past two
decades, although at a slower rate than that of the collective and private sectors.
Second, the relative importance of state enterprises has been declining and the
effect of the state sector’s performance on the growth of the entire economy is less
important than before. State enterprises remain, however, a significant burden
for the government and the economy. They require government subsidies, while
the entitlements of workers are a drain on government budgets and economic
resources. In addition, such entitlements include more than just wages; the entire
support system—including schools for their children, health care for their families
and retirement benefits—is very costly. Reducing the size of enterprises creates an
unemployment problem.

Several factors affect the economic efficiency of state-owned enterprises. There is
a shortage of competent and well-trained managers and staff to operate a modern
enterprise, along with a tendency to make management decisions based on personal
relations and for personal gain at the expense of the enterprise. The system does
not provide managers with appropriate incentives to work for the benefit of the
enterprise; they are on a much lower pay scale than managers in similar collective
enterprises. Nor is there a suitable governance system. Many workers still subscribe
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to the concept of the ‘iron rice bowl'—that is, relying on the state to guarantee their
job security. In addition, the equipment and technology of some state enterprises
need to be updated. One important condition favourable to the reform of state
enterprises is the high degree of competition from collective and foreign enterprises
in both domestic and foreign markets.

The main avenue for continued reform of state enterprises is to restructure them
to shareholding companies. In late 1998, when the East Asian Financial Crisis was
affecting the Chinese economy, the privatisation of state enterprises was slowed for
fear that sale prices might dip too low, to the benefit of corrupt officials under
insufficient government supervision. In March 1998, premier Zhu Rongji announced
that state enterprise restructuring should be completed in three years. His main
objectives were to make profitable the majority of the 50 largest state enterprises,
which were operating at a loss, and to restructure most small and medium-sized state
enterprises into shareholding companies. The government reported that two-thirds
of the 6,600 largest state-owned enterprises had surrendered to the state net profits
in the year 2000 totalling RMB230 billion, although some might have falsified their

accounts under pressure, as the government acknowledged.

To appraise the prospects of success of state enterprise restructuring in China, the
following observations can be made. First, restructuring efforts in the early 2000s
were a continuation of a series of attempts beginning in 1979 to reform state
enterprises and make them financially independent, efhicient and profitable. This is
an evolutionary process, so dramatic results should not be expected in a short time.
Second, there is a tendency for managers of state-owned enterprises to hold on to
their power and resist change. Third, the success of an enterprise depends on many
more factors than just the ownership and governance structure. Other important
factors are the ability and resourcefulness of its managers and workers, the particular
industry it is in, the degree of competition and so on. Fourth, on the positive side,
the problems with state enterprises are not so urgent that they require immediate
solutions. The government is proceeding at a deliberate speed. It is making sure not
too many workers are laid off in any period. Fifth, and also on the positive side,
with the introduction of foreign capital, management and technology through joint
ventures and even buyouts of failing state enterprises, the performance of many has
been and will be improved.

Price reform

An important component of the CCCP’s October 1984 decision on economic
reform was reform of the price system. The main objective was to decontrol
administratively determined prices gradually, and allow prices to be determined
by market forces, which would help state enterprises receive the correct signals for
their economic calculations in the choice of inputs and the planning of outputs.
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However, administered prices cannot be decontrolled immediately. First, there is the
problem of equity. Allowing the prices of basic consumer goods to increase would
affect the welfare of consumers, who have been subsidised. Second, production in
the state-owned enterprises—which were supplied with low-priced inputs under the
planned economy—would be disrupted. A compromise solution was to introduce
a two-tier price system: one set of prices remained the same as before, while the
market determined a second set for the same goods. State enterprises could still
purchase their allotted amounts of inputs and sell given amounts of outputs at the
administered prices. In addition, each enterprise could purchase additional inputs
and sell above-quota outputs at prices determined by the market.

The two-tier price system provides incentives for enterprises to economise on
inputs and increase outputs for profit. As practised in China in the 1980s, this system
was therefore an economically efficient one. A possible economic inefliciency could
result—in terms of the functioning of a market economy—if certain enterprises are
operating at a loss without government subsidies and discontinue operation. As time
went on, administered prices were gradually changed to match market prices and,
by the 1990s, when the majority of products in China were sold at market prices,
the two-tier price system was no longer needed.

Price reform was a gradual process beginning in the mid-1980s. How rapidly prices
should be decontrolled was an important issue discussed at the top level of the
Commission for Reconstructing the Economic System. The major concern with
rapid deregulation was the adjustment producers and consumers would have to
absorb. Once the government provided subsidies to producers in the form of low
input prices and monopolistically protected output prices—and to consumers in the
form of low prices for food, clothing and housing—an attitude of entitlement was
formed. It would be politically difficult to change this without social protest. In the
case of producers, the two-tier price system enabled them to keep their entitlements
while allowing market incentives to operate at the margin. In the case of consumers,
the prices of food items did not increase rapidly after decontrol because of the rapid
increase in food supply resulting from the successful reforms in agriculture.

The banking system

To exercise macroeconomic control as practised in a market economy in lieu of
central planning, a modern banking system had to be established. The People’s
Bank of China (PBC) was a mono-bank that had branches to accept deposits from
the public. Its other functions were to issue currency and to extend loans to state
enterprises according to the need specified by the planning authority. The PBC had
no authority to decide on these loans. Commercial banks did not exist in the sense
of being able to extend credit to enterprises according to the criterion of profitability.
Reform of the banking system to serve the market economy progressed gradually in
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the late 1980s and early 1990s. In 1983, the PBC was nominally transformed into a
central bank. Specialised banks—including the Industrial and Commercial Bank of
China, the Agricultural Bank of China (ABC) and the People’s Construction Bank
of China—were established and given some autonomy to extend credit to state
enterprises, but were also subject to central government direction. They were under
local political pressure to extend credit for regional economic development. As a
result, excessive expansion of credit led to inflation in 1985, 1988 and 1993. The
chief tool to stop credit expansion was the imposition of credit quotas. In November
1993, the third plenum of the fourteenth CCCP decided to accelerate reform of
the financial sector by giving more independence to the PBC as a central bank and
transforming the specialised banks into commercial banks. In 1995, the People’s
Congress passed the Law on the PBC and the Commercial Bank Law, modernising
the PBC as a central bank and the specialised banks as commercial banks—in
principle, though not in practice.

To relieve the four state banks (including the PBC) of political pressure to extend
credit, three ‘policy banks’ were created in 1994 to provide loans to state enterprises
for the purpose of carrying out particular economic development policies: the
State Development Bank, the Agricultural Development Bank and the Import and
Export Bank. By early 1998, these policy banks accounted for only about 6 per cent
of the loans of the big four banks. Since the early 1990s, new commercial banks
have also appeared on the scene, taking the form of corporations with shareholders
and boards of directors. In the late 1990s, these banks accounted for 15-20 per cent
of loans and 8-10 per cent of deposits. These new banks have greater flexibility in
decision-making and function slightly more like modern commercial banks. Their
ownership structure has prevented them from operating more efficiently, and bank
managers still behave like bureaucrats, holding on to their economic power. There
is still political pressure and economic temptation to extend credit to state-owned
enterprises at higher risk than cost—benefit calculations warrant. Managers and staff
need more training and experience before they can operate as modern commercial
bankers.

Furthermore, of their loan totals, the four state banks are coping with 20-25
per cent nonperforming loans—some US$200 billion out of a total of nearly
US$1 trillion—as a result of past obligations to finance state enterprises. About
80 per cent of all the loans of the four state banks consist of loans to state enterprises.
To solve these problems, a number of measures were taken in the late 1990s. Local
bank managers were appointed by the bank’s headquarters—rather than being
subject to local government approval—freeing the four state banks from local
government interference in their credit policy. The PBC was required to behave like
the US Federal Reserve system, providing closer supervision of the behaviour of the
commercial banks.
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Is the Chinese banking system in crisis? The answer appears to be no, in spite
of these shortcomings. In a market economy with a modern banking system,
a banking crisis occurs when many loans become nonperforming. This was an
essential characteristic of the finance sectors of the countries that experienced the
1997-99 East Asian Financial Crisis. The Chinese situation, however, is different.
First, speculative investments in China—though they exist in the real estate market
and in the production of consumer goods—are less serious and are subject to strict
government supervision. In countries such as Thailand, Malaysia and Indonesia,
m