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To Where Is China Running? Challenges and Perceptions after 40
Years of Chinese Reforms, Transformation, and Integration into
the World Economy

29.4.2019
Bahri Yilmaz
Sabanci University

“... Western politicians must understand that the economic, scientific and techno-
logical rise of China is unstoppable, and come to terms with this as a fact of life.
The only way to race against China is to compete with it.”1

Helmut Schmidt, Former Chancellor of Germany

“..Without fanfare—indeed, with some misgivings about its new status—China

has just overtaken the United States as the world’s largest economy. This is, and

should be, a wake-up call—but not the kind most Americans might imagine...”
Nobel Prize-Winning Economist Joseph E. Stiglitz
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1. Introduction

If we look at the last four decades, without any doubt we can argue that China is
the rising economic power of the 21st century, which may be called the Chinese
Century. It is an economic miracle but not an economic mystery. In 2018, China
celebrated the 40t anniversary of reform and opening to global trade.

Since 1978, the country has transformed from one of the poorest low-income
countries to one of the three leading economies in the world. The country has
changed from an agricultural-led economy to an industrial one and from a purely
command economy to a world market-oriented economy. The country accounts
for one-third of global growth. Over 800 million people have been carried over
the poverty line, and many in China have reached upper middle-class status.3

This paper has been divided into three parts. In the first part, we will discuss the
economic performance of China and its place in the world economy from 1978
until today. In the second part, we will examine the major macroeconomic
problems China faces in the beginning of 2019. In the last part, we will draw
some conclusions with regard to China’s main external and internal challenges
and make some recommendations for solutions to China’s economic problems.

2. An Overview of the Chinese Economy

China’s economic development over the last four decades may be described as
impressive and miraculous. At the beginning of 2019, China is one of three
largest global economies, including the United States and the EU, the world’s
largest exporter, and has the largest exchange reserve.

The economic history of China after the Second World War may be divided into
three district periods since its establishment in 1949:

(1) 1949-1978, the Mao Zedong Era—during which the People’s Republic of
China was politically established based on a command economy;

(2) 1979-2012, the Deng Xiaoping Era—during which radical economic reforms
were undertaken and the Chinese economy opened to world markets;

(3) 2013-present, the Xi Jinping Era—during which China transformed from an
underdeveloped to an advanced and modern economy.

We will discuss the latter two eras in this paper.



2.1. Development Strategy*

The fundamental development strategies implemented in China in 1978 were
initially based on five main pillars: (1) state-led economic development (state
capitalism) under authoritarian rulers; (2) distribution of land owned by the
state among peasants (land reforms); (3) educational reforms aiming to contrib-
ute to economic construction, progress in science, and social development; (4)
world marketoriented (exportled) development strategy; (5) producing for
export markets and investing abroad rather than producing and investing for
the domestic market.s

In order to realize the world market-oriented transformation process, the
Chinese government has also put in force the following reform policies that
have made a large contribution to the rapid economic development of China
under the rule of the Chinese Communist Party since 1978. The World Bank has
summed up these long-term reform policies as follows: (i) pragmatic and
effective market-oriented re-forms; (ii) balancing growth with social and mac-
roeconomic stability; (iii) interregional competition; (iv) domestic market
integration; (v) steady integration with the global economy.s

2.2. China’s Place in the World Economy?

China has recently made remarkable strides to reroute its economy from a
socialist pathway to a modern one with Chinese characteristics. However, in this
transformation China does not just see itself as another emerging economy.
Rather, China sees its economic resurgence as a return to its status as a major
world economic power, harkening back to the 15t and 16t centuries in which
Chinese markets accounted for nearly 30 percent of the world economy:.s

Today, China is the world’s third largest economy by nominal GDP (in terms of
current USD) and the world's largest economy in terms of purchasing power
parity (PPP).

According to the World Bank’s estimates for GDP PPP (const. 2011 USD), which
compares incomes in various countries in 2017, China has been the world's
largest economy for the last three years. It produces USD 21.3 trillion (18.2 %)
of world economic output. The European Union is in second place, generating
USD 19.066 trillion (16.3%). Together, China and the EU generate 34.5 percent
of the world's economic output of USD 116.5 trillion. The United States is in
third place, producing USD 17.662 frillion (15.2%).1

Estimations from the World Bank in terms of nominal GDP (current USD) in
2017 show that China was the third largest economy with USD 12.237 ftrillion
(15.1%) after the EU with USD 17.227 trillion (21.3%) and the United States
with USD 19.390 ftrillion (24%).12 The IMF estimates that China will able to
catch up with the United States in 2030 (see Figure 1).
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According to IMF calculations, on a per capita income basis China ranked 72nd by
GDP (nominal) and 79t by GDP (PPP) in 2018. Chinese per capita income was
USD 263.2 in 1976, increased to USD 8,643 in 2017, and reached USD 9,630 in
2018 (in terms of current USD). In contrast, per capita income for the EU was
USD 33,715 and USD 59,531 in the same year, respectively.:s

Figure 2 also shows that China was very successful in eliminating poverty, from
95% of China’s population under the global poverty line in 1978 (2010 standard
of poverty) to 5% today. This means that almost 1.3 billion Chinese people have
been pulled out of poverty. In the beginning of the economic reform process, the
distribution of income improved until 1990, and then it began to worsen.
Inequality in income distribution remains one of the greatest challenges to the
Chinese economy today.

The IMF forecasts that the Chinese economy will expand by 42% between 2017
and 2023 (a compound annual rate of 6.1%). The corresponding figures for the
United States and the EU are 13% and 2%, respectively. By 2026, the Chinese
economy will be the same size as that of the United States, in USD, and its
aggregate consumption would reach 74% of U.S. levels by 2027.16

The Chinese economy is the largest manufacturing economy.” The leading
shares of global manufacturing at the end of 2017 were divided between China
at 29%, the EU at 14%, and the United States at 11.6%.1¢ The Chinese manufac-
turing industry employed 114.4 million workers, while the U.S. manufacturing
industry employed 11.5 million workers—about one-tenth of China.®

In 2016 China was the largest exporter of goods in the world, producing 17% of
world exports and standing as the third largest importer with a share of 12% of
world imports. According to the World Trade Organization (WTO), China was the
world’s largest exporter of merchandise trade in 2017 (up from the 11t in
1995), reaching USD 2,263 billion annually. China was also the world’s fifth
largest exporter of commercial services in 2017 (up from the 16t in 1995),
reaching USD 226 billion annually.z0

China is crucial to world economic activity, accounting for over 10% of foreign
direct investment (FDI) and nearly 8% of global lending and services exports.
According to UNCTAD World Investment Report, China became the second-

5

900

600



largest recipients of FDI inflows (USD 136 billion) in the world in 2017 (up from
the sixth largest in 2007), behind the United States (USD 275 billion).2t China
was the third-largest source of outward FDI flows (USD 124.6 billion) in the
world in 2017 (up from the 19t in 2007), behind the United States (USD 342.3
billion) and Japan (USD 160.4 billion). According to International Monetary
Fund (IMF), China has the largest foreign currency reserves as of December
2017, reaching USD 3,140 billion.

China is a global digital leader. China has around 800 million internet users and
282 million digital natives (internet users less than 25 years old).2

3. China’s External and Internal Economic Challenges

In the previous part, we have focused on the main macroeconomic achieve-
ments of the Chinese economy and its placement in the global economy after 40
years.

Now, we deal with the main challenges the country is facing today. Until 2015,
China was the world's fastestgrowing major economy, with growth rates
averaging 10% over 30 years. Although Chinese growth rates remain high, the
growth rate has been slowing down as China becomes less dependent on exter-
nal demand and the Chinese economy shifts its focus from external-driven
growth to consumption and investment -led economic growth?: (see Figure 4).

The growth contribution of foreign demand turned ...while the growth of consumption and investment picked
negative in 2018Q1 after a boost in 2017... up.
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o
0f -— -_ e -
- 2
. Investment
05
3

15 0
2015Q1 2015Q4 2016Q3 2017Q2 2018Q1 2015Q1 2015Q4 2016Q3 2017Q2 2018Q1
Source: CEIC and IMF staff estimates. Source: IMF staff estimates

Figure 3 Figure 4 24



The trade war between the United States and China has seemingly not affected
the trade balance. China’s trade surplus hit a new record in 2017 and turned
negative in 2018 Q1 (see Figure 3).

Decreasing demand, both external and internal, has created an excess capacity of
production in industrial sectors due to the massive fiscal expansion program
(about 27% of GDP) implemented after 2008.25 Another reason for decreasing
economic growth is that exportled growth has reached its limit. The Chinese
growth rate will be mainly determined by private and government consumption
spending in the coming years (see Figure 4). A new model of development in the
framework of China’s 13t Five-Year Plan has to build on the rebalancing of
internal, external, environmental, and distributional factors within the Chinese
economy (see Diagram 1 in the Appendix).

3.1. New Era: Foundation of the Innovation Economy

Since the 1990s, China has become dominant in manufacturing goods. However,
much of this activity is low value-added. China does not create technologies or sell
products under its own brands at the end of the process. At the present stage of
economic development, it is inevitable that Chinese firms must develop and
produce new and sophisticated products for customers inside and outside of the
country in order for the Chinese economy to continue to grow.

At this stage of economic development, the Chinese government has understood
the importance of moving to an innovation economy based on a “learning
society” in order to close the gap in productivity between China and advanced
countries.2s In order to achieve this aim, China needs to move from “low-end
manufacturing” of small and medium-size local enterprises (SMEs) to develop an
innovation economy with world market-oriented firms. In other words, China
needs to develop a more efficient economy through investing in infrastructure,
improving the education systems, and promoting research and development in
future industries to make China’s economy more innovative.

For the time being, China is under heavy pressure to deepen its economic and
structural transformation and reform in the domestic market. Obviously, markets
and the private sector cannot realize such a giant transformation alone. In order
to realize an innovative market-based economy, the government must take the
initiative to jumpstart the transformation process. Thus, the Chinese govern-
ment has been making efforts toward enforcing technical progress and promot-
ing national and international competitiveness with the help of domestic mar-
ket-oriented reforms and further opening up the economy to global markets.2”

3.2.Made in China 2025 as a New Start to an Innovation-Based Economy



In this respect, China has launched a high-tech revaluation and initiated a
master plan called “Made in China 2025” aimed at changing the country into a
center of excellence for high-tech products within the next few decades. The
latest MERICS report underlines China’s underlying plans for this project:

China’s ambitious plan to build one of the world’s most advanced and
competitive economies with the help of innovative manufacturing tech-
nologies (“smart manufacturing”). China’s industrial master plan “Made in
China 2025” aims to turn the country into a “manufacturing superpower”
over the coming decades. This industrial policy will challenge the econom-
ic primacy of the current leading economies and international corpora-
tions.2s

In order to finalize the “Made in China 2025” strategy, create an innovative
Chinese economy, achieve high-quality growth performance, and maintain
China’s role as a global player, Chinese policy makers should take into considera-
tion all of the improvements in technical progress in order to establish a success-
ful innovation-based economy over the coming decades. In other words, promot-
ing innovation, creating an innovation-based economy, and learning society
depends on four main factors that are indispensable for innovation: the inflow of
high-tech FDIs; the increasing number of highly qualified human capital; in-
creasing research and development (R&D) spending; and increasing the number
of business-minded and profitoriented entrepreneurs.

In the last few years, China’s rapid export growth has not only been based on
the expansion of exports of labor-intensive /low-cost products but also the export
basket including more high-tech/sophisticated goods. The increase in the share
of sophisticated export products in total exports indicates that China is moving
from a labor- and basic capital-intensive producer of goods to a producer of high-
tech intensive producers and exporters. Additionally, it shows China’s capability
to transfer technologies from advanced countries and the rapid absorption and
implementation of the knowledge of high-tech technology in the production
process.2

3.3. The “Negative List” and Promoting FDI

One of the main determining factors for improving the efficiency of production
processes and developing/applying new technologies is the inflow of inward
foreign direct investments (FDIs). The absorption of FDI is part of the policy of
opening China to the outside world, aiming at increasing competitiveness in the
world market and catching up with economies in advanced countries.30

According to the 2018 World Investment Report published by UNCTAD, the
Chinese economy was ranked the second most attractive to multinational
companies for 2017-2019, after the United States. With steady growth for



several years, FDI inflows continued to increase between 2016 and 2017, from
USD 133 billion to USD 136 billion.3t

FDIs in China from foreign multinationals companies (MNCs) transfer not only
foreign capital but also new technologies from other economies. This policy is
seen in liberalization plans, the rapid development of the high-tech sector, and
the establishment of free trade zones.3?

In order to catch up with advanced technologies from industrialized economies
and develop innovative capabilities of the their own, Chinese investors are
showing great interest in the acquisition of leading European and American
international high-tech companies through direct or portfolio investments
abroad. For example, Chinese investments in Europe reached USD 40 billion in
2017.3

The Chinese government is aware of the importance and role of FDIs in transfer-
ring technology and creating an innovative economy. As a matter of fact, on June
28, 2018, China’s Ministry of Commerce (MOFCOM) and the National Develop-
ment and Reform Commission (NDRC) jointly announced the newest version of
the “Negative List.” According to the new list, China makes it easier for foreign
investors to access the Chinese market by lowering the number of restrictions
and prohibitions specified in the list from 63 (2017 version) to 48 items.3*

One of China’s biggest success stories is the fact that the government is heavily
involved in large-scale R&D activities and modernization. China's total spending
on research and development is estimated to have hit USD 279 billion in 2017 —
a year-on-year increase of 14%.3 In 2017 R&D spending amounted to around
2.1% of total gross domestic product; this compares with around 2.8% in the
United States, 2.9% in Germany, and 3.3% in Japan, according to World Bank data
for 2015. China’s annual R&D spending has risen 70.9% from 20123

3.4. Increasing Educational Opportunities for Young People

To realize innovation-oriented investments and the application of new technolo-
gies, it is absolutely necessary to expand the human capital reservoir of highly
qualified graduates in China and build a new generation of entrepreneurs that
are capable of producing new high-tech commodities and improving China’s
international competitiveness.

There are around 250 universities in China. Several of them have an interna-
tional reputation for being among the best universities worldwide. The total
number of students enrolled in higher education institutions in China in 2016
was 37 million, which makes China the country with the largest higher educa-
tion sector in terms of volume of students. In 2016, approximately 11.93 million
students graduated with a degree in higher education, the highest number in the
world. In 2016, the number of graduates with bachelor’s degrees reached 3.7
million, of which 1.2 million or 32.8% finished with a bachelor’s degree in

9



engineering, a much higher proportion of engineers than high-income coun-
tries. The employment rate of university graduates in China is 91.9%. It seems
there is a mismatch between the demands for a qualified labor force and the
supply of it.?”

China has become the largest source of international students thanks to its
growing pool of potential students. In total, 5.2 million Chinese students have
studied abroad over the last 40 years, and 1.5 million students are currently
enrolled in higher education institutions overseas. In 2017, developed countries
and regions, such as the United States and Western Europe, remained the most
popular destinations for Chinese students.3s

According to the Ministry of Education, the number of Chinese students studying
abroad and returning from overseas studies last year continued to increase.
Returning students are increasingly equipped with the skills required to support
industrial development and government strategies for growth. In 2017, approx-
imately 608,400 Chinese students left the country to pursue advanced studies
overseas.’® At the beginning of the century, only one in ten Chinese students
returned to China after studying abroad. In 2017, it was eight in ten.s

Schumpeter pointed out that entrepreneurs’ success in innovation is dependent
on the openness and functioning of the market economy and social climate. An
important indicator for the improvement of innovation and the impact of
entrepreneurs on innovative products is the number of patents granted each
year. The number of US patents graranted to Chinese applicants war reached to
8,166 patents in 2015.4! In addition, the financial sector must provide credits to
new enterprises and allow the expansion of old industries, especially SMEs.

4. Policy Recommendations: How to Handle China’s Economic Challenges

After decades of high-speed growth based on demand components such as
investment and external demand, China is now focused on high-quality growth
and a domestic marketled and innovation-driven economy:.

In the 13t Five-Year Plan period (2015-2020), China’s economy has been facing
serious economic challenges. Such challenges include the slowdown of economic
growth, a shift away from exportled growth, the structural transformation to
service and innovation economies, pollution and urbanization, and growing
inequality. International organizations such as the Word Bank, IMF, and OECD
recommend that the Chinese government undertake tough measures such as
deepening economic reforms, further opening markets to global trade, enhancing
the quality of growth, increasing energy efficiency, promoting innovation,
sharing prosperity, and reducing systematic risks in the financial sector.

The following recommendations for the Chinese economy reflect the concerns
voiced by these organizations.

10



4.1 Enforcement of the Transformation Process through the
Implementation of Economic Reforms

There is an ongoing discussion on the Chinese real economy related with
demand- and supply-side measures that will ensure sustainable growth and
resolve the essential problems that China is facing today. In order to achieve
sustainable growth and create an innovation economy, the Chinese government
ought to follow demand- and supply-side reform policies.+

(1) Supply-side structural reforms focus on overcoming structural weaknesses
and cover three main fields: first, the elimination/rationalism of the so-called
“zombie enterprises” and the reduction of old excess production capacities in
some industries (steel, cement, plate glass, aluminum, shipbuilding, solar panels,
and coal mining).

Second, regulatory measures, as one of the main supply-side measures, promote
competition and enable the market to play an important role. Additionally, the
central government must intervene in the market through anti-trust laws in
order to protect against monopolistic or oligopolistic practices.

Third, as the IMF has recommended as the ““Three Critical Fields of Battles”,
financial risks should be alleviated by stabilizing the debt/GDP ratio, eliminating
absolute poverty/improvement of income distribution, and fighting corruption
and pollution.”s3

(2) Demand-side measures concern the increases in private and public spend-
ing on healthcare, education, social benefits, and other public services. The key
elements of economic reforms are summed up as “...continuing to rein in credit
growth, accelerating rebalancing efforts, increasing the role of market forces,
fostering openness, modernizing policy frameworks.”# The main demand-led
polices will be based on the growth in private consumption and public good
consumption such as environmental protection, preservation and restoration,
healthcare, education and social protection, infrastructure investment, R&D, and
innovation. It is important to notice that tax revenues rather than debt finance
must finance the increase in public expenditures. Demand-side measures will
also increase the productivity of the private sector and can have a positive
impact on supply sides of the economy:. It seems inevitable that officials will need
to reform public finances both at the local and national level.

Another important problem is how new rules, laws, and regulations protect
consumers from new types of transactions. An important and expected impact
of rising consumption would be an increase in foreign demand for goods and
services, especially from advanced countries. In turn, this would increase import
spending on goods and services and create a negative impact on foreign trade
balance.
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4.2 Opening the Economy and Intensifying Close Cooperation with other
Countries

China joined the WTO in 2001 and, henceforth, accepted the rules of the game. It
promised to adjust its economy to WTO regulations through liberalizing a
certain part of its economy throughout time. While China has initially made
progress, some problems remain untouched. These are, according to the EU, “...a
lack of transparency, industrial policies and non-tariff measures that discrimi-
nate against foreign companies’ strong government intervention in the econo-
my, resulting in a dominant position of state-owned firms, unequal access to
subsidies and cheap financing poor protection and enforcement of intellectual
property rights.”ss

Since the end of World War II, the United States and international institutions
such as the World Bank, IME, WTO, and OECD have promoted the advantages of
free trade and principles of the free market for all participant countries. It was a
common belief that free trade and the market economy can maximize consump-
tion and production of the world economy through the allocation of each coun-
try’s resources.

A historical turning point took place with the Trump administration’s decision to
impose taxes on imported goods from China to the U.S. market. China then
reacted with similar protectionist measures against imports from the United
States by leveling import fariffs from the United States. These protectionist
measures led to the so-called “trade war” between the two countries, and protec-
tionism began to gain further ground in the global economy.

International economics textbooks underline that one of the basic aims of
foreign trade policies is to protect inefficient, costly products and uncompetitive
domestic industries from international competition, often at the expense of
domestic consumers. However, we have to be aware of the fact that China’s
economic and political challenges cannot be met through protectionist
measures. In order to overcome China’s challenges, the US and the EU must
follow one basic path that will stimulate research and development, intensify
competition, promote new technologies, and keep markets open or open them
further. Reforms and investments must focus on the fields of education and
training, innovation, the tax system, infrastructure, and the business environ-
ment.

China has been heavily criticized not only by the U.S. administration4 under
Trump but also to some extent by the EU, mainly Germany, concerning its
investment and trade policies.+”

The Chinese economy has been taking advantage of the opportunities offered
through economic exchange with liberal and market-oriented economies. The
foreign enterprises located and operating in China mostly complain of unequal
treatment and protectionist measures implemented by Chinese authorities.

Restrictions include “..forced technology transfer, lack of implementation of
12



intellectual property rights, arbitrary administrative treatment, including cus-
toms clearance, and unequal access to licenses, financing, subsidies and legal
remedies. Frequent and non-transparent regulatory changes make it difficult for
foreign firms to do business, especially in industries that have to rely on long-
term investments...”48

Although China has taken some steps in the last few years to improve the
protection of intellectual property rights through special intellectual property
rights courts nationwide, the fundamental requirement for the continuation of
bilateral economic relations between Western countries and China is still on the
table. They insist that China must open its markets for foreign companies and
abolish discriminatory and unfair trade regulations.# In the near future, China
will have one of the biggest advantages in worldwide free trade. Therefore, it is
also responsible for reaching a consensus on improving the present trade system
in cooperation with other countries. As a first step, China can reform the WTO in
cooperation with the G-20, especially with the EU and the United States.

Last and not least, China must accept the rules of the games accepted in the
international market, and it must continue opening up its economy to interna-
tional competition. However, China should not be ignored and isolated by other
countries through trade restrictions.s°

4.3 Addressing Inequality of Income Distribution

One of the main economic problems that China is facing is inequality of national
income among Chinese citizens. Over the past four decades, China has achieved
a sharp reduction in the poverty level; however, this has left China among the
most unequal countries in the world (see Figure 6).

The IMF’s “Working Paper on Inequality in China - Trends, Drivers and Policy
Remedies” underlines the causes of and solutions to unequal income distribu-
tion in China. The paper recommends the following policies: personal income tax
reform; labor market policies; the Dibao system (implemented in 2016, this is
the minimum income guarantee system); pro-farmer policies; social security;
regional development strategy and fiscal transfer policies; poverty alleviation
policies and financial inclusion.st The Chinese government needs to establish a
well-functioning nationwide social system and increase government social
spending on health, education, and social benefits (Figure 5).
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Income inequality remains a challenge with some China’s social spending is relatively low
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4.4 Reform in the Financial Sector

One of the main conditions for a successful market economy is a well-
performing financial sector. At the end of 2016, the total debt to GDP ratio in
China was around 247%. Total debt is estimated to be 260% of GDP at the end of
2018. China has recorded a general government debt equivalent to 47.6% of the
country's GDP in 2017 (est. 50.1% in 2018) compared to the United States at
almost 105%, Japan at 253%, and the Euro zone at 87.9%.

Fmrernment and household debt still rising as percent of GDP

n percent of GO}

Ta 120
C ates (rhs)
orporates ) 128
&0
130
Government [asgmented)
50 125
Houscholds 120
40
15
] 10
2014 15 2016 2017
Source: Haver fralytics and IMF staff estimates
Figure 7 53

The rest of China’s debt consists mostly of enterprise debt at 160% of GDP and
household debt at around 50% of GDP, of which the government is not responsi-
ble for repaying. Nearly all public debt and the great majority of enterprise and
household debt are in Renminbi and held by Chinese nationals (see Figure 7).

The OECD recommends that China tighten monetary policy and expand fiscal
policies to stabilize economic growth and reduce systemic risk. Two major
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policies are essential: to remove guaranties to state-owned enterprises and
public entities gradually and to control household debt in the form of credit card
and consumer loans. Additionally, shadow banking, financial derivatives, and
internetrelated financial fraud must be regulated and controlled.s+

Another important issue is corruption. China is ranked 77t (out of 180 coun-
tries) with a score of 41 in the Corruption Perceptions Index 2017. In the 2018
Financial Secrecy Index, established by the Tax Justice Network, China ranked
28t (out of 112 countries).ss Over the years, the Chinese Communist Party has
vowed to fight against corruption and strengthen internal supervision of party
members across all levels. China’s President Xi Jinping has vowed to step up the
country’s fight against corruption until complete victory is achieved. As of last
year, his anti-graft campaign, which commenced in 2012, has punished 1.3
million officials.s

In short, to conclude this list of China’s economic pitfalls, many challenges facing
China today require the active participation of the government, at least in the
fields of environment, income inequality, and financial stability.

5. Conclusion

Because of the Chinese government’s reform and opening policies since 1978,
the country has been transformed from one of the poorest low-income countries
to the one of the three leading economies in the world. China's share of global
gross domestic product was just 2% in 1980; today it is well over 18%. China's
share of world trade at the end of the 1970s was just over 1%; today it is 19%.
About 800 million Chinese have been lifted out of poverty within the past 40
years.

If we look at the experiences of economic development in Japan, South Korea,
Singapore, and Taiwan and compare their development with China’s, we can
observe that China has been following to a large extent the same development
strategy. The development strategies that began in Japan and expanded to South
Korea, Singapore, and Taiwan were similarly state-led/state-dominated reforms
under authoritarian regimes. Today in China, the Communist Party governs and
regulates the present economic system, where the market economy is shaped
under the administration of the state.s”

For a long time Western institutions recommended that the Chinese economy
would be gradually reshaped into a market economy and integrated with the
liberal, open market economies of the West. However, China is now still be-
tween a state-led economic system and a sort of market economy with Chinese
characteristics. It is a hybrid economic system.
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Throughout the last four decades, the Chinese economy has been moving from
a state-dominated economy to an economy focused on private consumption
and firms-based market forces. It seems that the Chinese government will
continue to play a dominant role as the “party state” in the reshaping of the
economy and in the decision-making process in the foreseeable future. As
outsiders, the West will have to accept the fact that China’s political and eco-
nomic structure will continue to change gradually in the next decades.

Beijing is facing serious external pressure, and United States and the European
Union will be the main challengers. Without a doubt, China is already a global
economic power with a dynamic, growing market, and China will remains one
of the most important economic partners and beneficiaries of the global econ-
omy.

In order to compete with and develop the Chinese economy, three scenarios are
likely in future.

First, the United States, the EU, and international organizations such as the IMF,
OECD, WTO, and World Bank must make concerted efforts to negotiate with
China and establish common ground for a renewed international economic
order. Therefore, these organizations should urgently establish close and
targeted coordination between China and other global actors.

Second, China is needed to redesign international institutions and the new rules
of the international economic order. On the other hand, China must accept the
present rules of the game set up by international agreements.>®

Third, world markets have to learn how to compete against China’s economic
power.

The Federation of German Industries (BDI) underlined the necessities of close
cooperation with China in its newest report>® as follows:

As a dynamically growing market, China remains one of the most im-
portant economic partners. German industry has no interest in a conflict-
oriented economic, political and technological containment or isola-
tion/decoupling from China. Systemic differences and divergences do
not necessarily mean conflict but require the reliable and resilient man-
agement of common interests. Cooperation is necessary - despite com-
petition. China is a pillar of the global economy. China, Germany and the
EU have a common interest in shaping the future.®
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7. Appendix

TABLE1:
1:
China: Selected Economic Indicators
2013 2014 2005 2006 27 2018 2019 2020 2021 2022 2023
Projections

MATIOMAL ACCOUNTS

Real GDP (base=2015) 7.8 73 69 6.7 6.9 (177 64 6.3 6.0 5T 55
Total domestic demand a1 T2 72 76 5.4 6.8 66 65 6.3 6.0 L]

Consumption 7.2 T2 B3 BA 76 8.0 74 70 6.3 63 f1
Investment a1 71 1 6.5 49 53 BT 58 5a 56 54
Fined 93 (] 67 6.8 43 53 59 6.0 6.0 58 1]
Inventories (contribution) 0.1 02 -02 oo 03 01 o 0o 0.0 1 14] oo
Net exports {contribution) 0.1 04 -0 0.6 0.6 0o o -01 -0.2 -02 -0z

[Total capital formation (percent of GOVF) 473 468 447 441 444 443 439 433 427 422 416

Jaross national saving (percent of GDP) 1/ 438 490 475 4509 458 452 447 441 434 427 420

LABOR MARKET

Unermployment rate (annual average) 2/ i 51 51 50 51 50 50 50 50 50 L1}

Employment 0.4 04 03 0.z 0.0 01 o 01 0.1 0 o1

FRICES

[Comsumer prices (average) 2.6 20 14 20 23 25 27 248 29 0

|G0F Deflator 24 10 11 01 20 23 23 22 22 23

FINAMCIAL

[7-day repa rate (percent) 4 51 25 26 31 - -

10 year government bond rate (percent) 46 T 29 31 39 - -

Real effective exchange rate (average) 6.3 31 101 56 -2 - -

Mominal effective exchange rate (average) 53 31 o5 -6.5 -25 - -

MACRO-FINANCIAL

[Total secial financing 3/ 175 143 124 129 12.0 105 115 108 101 G5 oz
In percent of GOP 180 150 198 209 215 219 224 228 232 235 238

[Total nenfinancial sector debt 17.4 171 154 164 14.0 122 120 13 105 ] o5
In percent of GOP 192 207 222 242 253 261 269 275 a1 286 200

Domestic credit to the private sector 16.6 132 158 16.5 128 10.6 1006 101 9.4 88 BS
In percent of GOP 142 145 158 174 180 183 186 189 191 1582 183

House price 4/ 77 14 a1 113 57 86 B3 78 7.2 [1:] a0

Household disposable income (percent of GDF) 59.3 60.4 605 61.0 60.6 61.0 612 614 615 616 61.5

Household savings (percent of disposable income) a5 £ T ETR 355 355 My 340 333 323 314 305

Househeld debt (percent of GDP) 330 354 g2 442 492 510 528 548 56.8 ] 61.3

MNon-financial corporate domestic debt (percent of GDF) 109 113 121 130 131 132 133 134 134 133 132

BIS credit-to-GDP gap (percent of GDPF) 5/ 1849 215 272 247 12.6

IGEMERAL GOVERMMENT [Percent of GDF)

Met lending/borrowing 67 -0.3 -0 -28 =¥ -39 -4.1 -4.1 -41 -4 -1 -41
Revenus 217 281 285 282 284 288 289 286 283 282 280
Additional financing from land sales 27 27 19 20 26 23 20 1.7 1.4 12 10

Expenditure 3.2 ENE 332 EER] 349 352 350 344 EER:] 335 331

Debt 7/ 16.0 386 364 367 36.9 381 3o3 404 44 424 432

[Structural balance -0.5 -05 -25 -6 -4 -42 -42 -42 42 -42 -41

BALAMCE OF PAYMEMTS (Percent of GDF)

[Current acoount balance 15 22 27 1B 14 09 o8 oe o7 05 o4
Trade balance 37 4.1 51 44 40 33 31 29 2.7 25 23
Services balance -13 -2 -19 -2 -2.2 -21 =20 -20 -20 -3 -18

Met internaticnal investment position 0.7 152 149 174 15.1 138 136 132 129 124 18

\aross official reserves (bn USE) 3830 3899 3406 3098 3236 3198 3144 3088 3024 20935 2809

MEMORAMDUM ITEMS

Nominal GDP (bn RMB) &/ 59696 64718 60,011 74563 B1.204 BEZEZ 06,107 104434 113,132 122,184 131,915

|Augmented debt (percent of GDP) 97 431 523 S66 62.0 675 724 77 813 850 BB.S 816

|fugrnented net lending/borrowing (percent of GOR) 8/ ] -T2 -84 -i04 -108 -107 -10% 108 -107  -104 103

[sources: Bloomberg, CEIC, IMF Intemnational Financial Statistics database. and IMF staff estimates and projections.

1/ IMF staff estimates for 2016 and 2017.

12/ Surveyed unemployment rate.

3/ Mot adjusted for local government debt swap.

M/ Awerage selling prices estimated by |MF staff based on housing price data [Commeodity Building Residential Price) of 70 large and mid-sized dties

pubdished by Mational Bureau of Statistics (NBS).

5/ Latest observation is for Q3 2017.

|6/ Adjustrnents are made to the authorites’ fiscal budgetary balances to reflect consolidated general budgetary government balance, including

lgovernment-managed funds, state-administered S0E funds, adjustment to the stabilization fund, and social security fund.

7/ Official government debt Estimates of debt levels before 2015 indude central govemment debt and explicit local govemment debt (identified by MoF

ebt borrowed previously. The estimation of debt levels after 2015 assumes zero off-budget bomowing from 2015 to 2021,

! Expenditure side mominal GDP.

f Augmented fiscal data expand the perimeter of govemnment to include local govemnment financing vehicles and other off-budget activity.

nd MPC in Sep 2015). The large increase in general govemment debt in 2014 reflects the authorities’ recognition of the off-budget local government

Source: People’s Republic of China : 2018 Article IV Consultation-Press Release; Staff Report; Staff
Statement and Statement by the Executive Director for the People's Republic of China, International
Monetary Fund. Asia and Pacific Dept Publication Date:July 26, 2018, pp.3.
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