China’s Dragon Economy: Achievements
and Challenges

By Joseph Anthony Y. Lim

1. Phenomenal growth from 1978 to 2007

The People’s Republic of China is probably the biggest success story
of economic growth of any major economy in the last half century.
A comparison of the GDP per capita (based on purchasing power
parity (PPP) in constant 2005 US dollars) of selected Asian countries
(some of which are considered ‘Asian miracles’) from 1960 to 2007
would show that in 1980 China had the lowest GDP per capita, but
by 2007 it had already overtaken India, the Philippines and Indonesia
(see Chart 1a).

If the growth path of the Asian countries in the same sample were
placed on equal footing in 1980 (the GDP per capita in 1980 of all
the countries are indexed to 100), China would be the best performer
among all the countries, increasing its purchasing-power GDP per
capita almost 10 times (960%) between 1980 and 2007 (see Chart
1b). The next best performer, Korea, increased its GDP per capita only
by 450% from 1980 to 2007. Thailand increased its GDP per capita
340% during the same period; Malaysia and Indonesia between 250%
to 260% and the Philippines a mere 122% (increasing only 22% in
27 years!) Except for the Philippines, all the other countries are some
of the best Asian performers and considered by many analysts as Asian
‘miracles.” China’s performance between 1980 and 2007 bested all of
them!

The next two sections discuss how China was able to be the world’s
best performer from 1980 until the onset of the Great Recession.
China’s experience provides clues on why successful economic devel-
opment has eluded many developing countries.
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2. Initial conditions of China’s phenomenal growth
before 1978

The role of initial conditions in the success of economic reforms
in China starting in 1978 is quite controversial. While many of the
events that occurred before the economic reforms in 1978 were trau-
matic and caused tremendous suffering (the Great Leap Forward is
said to have caused one of the biggest famines in the 20th century),
they also resulted in initial conditions that definitely contributed to
the rapid economic development of China. Most analysts agree that
the initial conditions before the economic reforms of the late 1970s
and early 1980s were good enough so that the Chinese economy was
able to sustain high growth for several decades and thus to ‘take off
and achieve economic transformation.

2.1 Displacement of the landlord class and the establishment
of agricultural and rural communes

In many developing countries, the failure to carry out agrarian
reform caused stagnation in rural areas because of the lack of competi-
tiveness and low productivity. Land continued to be monopolized by
big landlords, and powerful large traders or ‘compradors’ controlled
the credit/trading sector. In China, the Communist Party was able
to remove the landlord and rural commercial elites through expro-
priation when it took power in 1949. And although the communes
monopolized the land, inputs, credit and output quotas, the ineffi-
ciencies and backwardness were more easily overcome once the Party
had mobilized the household responsibility system to improve agricul-
tural production.

2.2 An industrial base and forced savings

Because of China’s Marxist ideology before the adoption of the
market economy approach, the Communist Party and the government
were intent on creating a strong industrial base. In fact, some of the
most painful policies had to do with forcing the rural sector to allocate
resources away from agriculture to industry. Similarly, consumers were
forced to cut their spending in order to generate savings to finance the
high investments in the industrial sector. While these policies indeed
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caused economic growth to fall at that time (and sometimes led to
such episodes as the famine of the Great Leap Forward), they none-
theless caused significant industrialization and provided invaluable
experience in the manufacture of industrial products, in both down-
stream and upstream sectors. It is also true that many of the state-
owned industrial enterprises were at first not competitive and had
obsolete technology and machines. But the experience of industrial
production and the exposure of these enterprises to proper economic
incentives during the economic reform period allowed the produc-
tion techniques and capital goods to be modernized. In short, the
Chinese economy did not have to start from scratch in its economic
transition to more sustained and more sophisticated industtialization
after the economic reforms. The Chinese economy already had a suffi-
cient base of heavy industrials (steel, petrochemicals) when the market
was opened up. The large domestic market of China (China was not
only the world’s most populous nation but its majority peasant popu-
lation had benefitted from land reform) also enabled economies of
scale to be achieved in many industries. Finally, the admittedly painful
policy of deliberately restricting consumption spending had raught
the Chinese household to be big savers. Indeed this stifled the rise of a
healthy variety and quality of consumer goods during the pre-reform
period; but the high savings rate became a positive factor during the
economic transition that enabled high investments to be allocated to
the productive sectors, especially once the surpluses had been shifted
from the state to the private sector.

2.3 A strong human capital base

Like many socialist economies (most prominently Cuba), China
invested seriously in providing effective and adequate provision of
health, education and other social services to the majority of the
population in both urban and rural areas, usually incorporating indig-
enous methods and techniques. The existence of a highly educated,
healthy and productive population put China in the company of
the East Asian ‘miracle’ countries whose strong human resource base
enabled them to achieve accelerating growth (defying the limits to
growth—the eventual diminishing marginal product of inputs—that
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economists usually assume in economic production) once the condi-
tions of ‘take off’ had been put in place. With a strong productive and
highly educated work force, together with ‘knowledge’ technology, the
limits to growth achievable by a country become much less restricted.

2.4 Decentralized local government with local capacity
for economic and political management

Because of the politicization of economic and administrative activi-
ties of local governments and the existence of party collectives in rural
and urban local government units, there existed during the economic
reform years an adequate and competent network of local government
units that could undertake economic, administrative and political
activities. This local government institution no doubt intervened in
the private lives and, oftentimes, human rights of much of the popula-
tion, but this capacity to undertake economic, administrative, regula-
tory and political management during the economic transition and
into the present period, no doubt as well, became a positive factor (at
least in terms of economic growth) during the economic transition
period and the current period. In fact these units were essential in the
initial successes of the township and village enterprises (T'VEs) since
many TVEs were initiated and managed by these local administrative
units.

3. Phase | of economic reforms: 1978 to early 1990s

The flaws and inefficiencies of the planned socialist economy of
China and the Soviet Union are well-known. The basic problem simply
was that neither the central government nor the local governments
could practically and efficiently plan all the outputs of state-owned
enterprises (including agricultural communes) and the allocation of
outputs for a myriad of products. Furthermore, the absence of compe-
tition among firms/producers/farmers and the lack of economic incen-
tives (such as retaining some profit from their outputs) resulted in low
productivity, poor quality and lack of variety of products and lack of
innovation and technological upgrading by firms and producers. The
allocation problems and productivity/growth problems—aside from
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frequent policy swings by the government—caused low growth and
low income in pre-reform China.

3.1 China's gradualist approach vs. Russia’s shock treatment

When China’s leaders decided in late 1978 that drastic reforms
had to be undertaken to improve the economy, there was no discrete
change in government; the Communist regime, unlike in the USSR,
did not disintegrate and turned into a capitalist state overnight. The
gradualist approach of China bore very fruitful results as opposed to
the shock treatment (or ‘big bang’) of immediate privatization, market
liberalization and deregulation in Russia which wreaked havoc and led
to economic collapse in the first decade of economic transition and
brought about the rise of the Russian ‘mafia,” which exists up to this
very day.

A comparison of the GDP per capita of Russia and China based
on purchasing power parity (PPP) constant US dollars will show the
difference in the approaches of the two countries (see Chart 2a). China’s
data cover from 1980 (near the start of its economic reforms) to 2007,
while that of Russia cover from 1989 to 2007. The Communist regime
collapsed in Russia in 1989 after shock treatment reform. Although
Russia’s GDP per capita was still much higher than China’s because
of a much earlier industrialization history, China after the economic
reforms saw increasingly positive growth which even accelerated in
the 1990s and 2000s. Russia’s economy, on the other hand, collapsed
between 1990 and 1998 (nearly a decade of massive decline) and only
started to register significant growth in the period from 1999 to 2007.

Artificially putting the two economies on the same footing in 1989
(the year Russia started its reforms) makes clearer the point made in
the preceding paragraph (see Chart 2b). China had continuous growth
from the early reform years of the early 1980s and its growth even
accelerated in the 1990s and 2000s. Russia from its position in 1989
declined until 1998 and only started to grow significantly (but not as
fast as China) in the period from 1999 to 2007. The chart emphasizes
that China had strongly outperformed Russia as its economy increased
368% from its level in 1989. Russia increased only 6.5% from 1989
to 2007, remaining practically on the same level after 18 years.



14 The Rise of China

The theoretical and conceprual rationale for this should be easy to
grasp. Russia destroyed all its institutions without any viable replace-
ments. Most importantly, the shock treatment assumed that the capi-
talists existed all along and would, in a snap, behave like developed
countries’ capitalists once the privatization, liberalization and dereg-
ulation had been undertaken. What happened instead was that the
former Communist bosses transformed into the Russian ‘mafia and
acquired and stripped enterprises and factories of their assets.

China’s gradualist transition—whether or not it was partly or acci-
dentally a result of the tensions between the market reformers, on
one hand, and old conservative party members who resisted market
reforms, on the other—rested on sounder economic rationale. The
Chinese approach understood that market forces, the private sector
and the profit (economic incentive) motive were not magical ‘invis-
ible hands™ that, once brought to life in a sweeping once-and-for-
all instance, would automatically result in the miracle of economic
development.

Instead, retention of profits, the market forces and the postive role
of the private sector were the result of the interplay of the following
factors: a) retention of profits acted as economic incentives and made
producers more productive and innovative; b) market forces helped
in the allocation of resources by reducing shortages and surpluses, but
market forces had to be regulated for they did not necessarily lead
to equitable results; c) reasonable competition was good and resulted
in even higher productivity and innovation—and higher quality of
products—and reduced costs and output prices as competitors tried to
win a bigger share of the market, and c) market forces and economic
(profit) incentives need not be effective only in a completely privatized
economy; they could also contribute positively to the good perfor-
mance of state-owned enterprises and collective units. Thus, the first
phase of economic reforms did not destroy the existing state-owned
enterprises and collective units but allowed them to be reduced gradu-
ally and to coexist with an increasing number of private enterprises in
what some would call a ‘mixed economy.’

The description of the Chinese economic reforms discussed next
draws heavily from Naughton (2007).
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3.2 The household responsibility system

The reforms were first undertaken in agriculture and the rural
sector. Communes in charge of large collective lands, in order to
increase production, subcontracted production to households and
allocated parcels of land to them. A portion of the output—a fixed
quota—was supposed to be given to the commune to be allocated to
the urban and other areas, but the surplus output of the household
could be sold in the market at the going market rate. This reform
created economic incentives to increase production and productivity
and led to a surge of agricultural production throughout the country.
Moreover, the surplus retention and flexible arrangements made rural
houscholds increasingly participate in non-agricultural and industrial
activities, such as township and village enterprises (discussed in a later
section), that would give them even larger incomes and which also led
to significant rural industrialization.

Ranis and Fei (1961) showed how a productive agricultural and
rural economy based on increasing productivity and incomes in the
agricultural and rural sector was essential in providing cheap food and
in channeling surpluses to the industrial sector.

3.3 The dual-track system applied to state-owned enterprises

Similar to the household responsibility system, a dual-track of plan
and market was allowed in the state-owned enterprises. After satisfy-
ing the plan—the required quota output sold to the state at a low
controlled price—the state-owned enterprises (SOEs) were allowed to
sell their surplus output in the market at a much higher price. This
again improved the performance and productivity of the SOEs. The
dual-track of plan and market allowed the state to achieve production
of vital key outputs (such as energy, steel and infrastructure) while at
the same time gave economic incentives for SOEs to improve their
performance and productivity. Each SOE had its own contract with
the state in terms of its tax rate and output quota based on the mate-
rial-balance plan. But in all instances, SOEs were allowed to sell their
surplus output in the market at market prices.
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This system allowed SOEs to co-exist with other forms of ownership
and, unlike in Russia, there was no need to do a ‘big bang’ and privat-
ize all SOEs, which dislocated the economy and drastically increased
unemployment. It was the economic incentive and management
style (retention of profits and exposure to competitive markets) that
reformed the SOEs. The reform did not cause unnecessary disruptions
and dissatisfaction.

3.4 Dismantling the barriers to entry: increasing competition

As early as 1979, firms were slowly allowed to enter the once-
monopolized state industries. SOEs therefore saw competition even
as they improved their performance due to the economic incentives
(retention of surpluses and profits). Private firms and foreign firms in
joint ventures were allowed to compete. But many of the new entrants
were collective units, like the township village enterprises (T'VEs)
participating in rural industries.

3.5 Phasing out the plan

At first the material-balance planned output quota for SOEs went
up as the production of SOEs went up. But starting in 1984 up to
the late 1980s, the planned central and local government allocations
were just kept steady and were not increased. In the early 1990s, the
planned quotas were deliberately reduced such that by the mid-1990s,
they had been reduced to a small proportion of the total production of
SOEs. The SOEs began to serve more the market and faced competi-
tion from new entrants. A market economy therefore blossomed.

3.6 Relaxing price controls

The transition to a market economy would not be complete without
firms and consumers facing market prices. The quota system set by the
plan did not distort market pricing since the surplus of the SOEs were
sold at market prices (at the margin, the firms faced market prices).
But the first phase of economic reforms also saw the gradual lifting of
price controls in consumer goods. Thus both firms, especially SOEs,
and consumers faced a real competitive market economy. The expan-
sion of the markets allowed state and non-state firms and consumers
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to interact productively with many SOEs which were subcontract-
ing small and rural firms for raw materials, intermediate inputs and
services.

3.7 Allowing more sectors to get out of the state sector

The expansion of the market system intensified as the government
allowed non-core sectors (those outside the heavy industries like steel,
energy and infrastructure) to get out of the state sector and allowed
non-state ownership in these sectors. More and more sectors joined
the market system and a whole array of ownership patterns—TVEs,
other collective units, private and foreign firms—joined the SOEs as
producers in the economy. This indeed would be a ‘mixed economy’
in a ‘market economy.’

3.8 The mixed economy and macroeconomic stability

‘The mixed economy comprising a state sector interacting with an
array of private and collective firms brought about a strong explo-
sion of output and productivity. But there were periodic macro imbal-
ances (to be discussed later). The continued existence of a strong state
sector allowed the government to use this sector to correct the imbal-
ances and bring about macro stability. The handles consisted of credit
control through the state-owned banks and investments generated in
the state sector and SOEs, which could tame overheating, inflationary
pressures and large external and fiscal deficits.

3.9 The continuation of high savings and investment

The reforms in SOEs and the state sector shifted much of the
burden of national savings from the government and state sector to
the private sector and households. The giving up of control of many
SOEs and allowing them to retain much of their surplus reduced the
tax base of the state sector drastically. Fortunately, the private and
household sectors that replaced the government and state as the key
savings institutions were very big savers. China became the biggest
saver in the world as will be discussed in a later section. The explo-
sion of output, productivity and incomes also resulted in an explosion
of private savings essential in financing the huge investments of the
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country. And massive investments indeed became a crucial driver of
high growth and economic development in China. But starting in
the 2000s, the very high savings became an obstacle to the necessary
expansion of consumption in the domestic market, and the economy
became overdependent on investments for growth. This of course
would later result in excess capacity of firms, especially when China’s
growth rates started to slow down starting 2012.

3.10 Reforms without losers

Naughton (2007) called the first phase of reforms as ‘reforms without
losers.” This was the crux of the success of the gradualist approach. The
reforms gave the right economic incentives to the existing economic
players and not displace them in order not to cause too much dislo-
cation and distruption. The right economic incentives and exposure
of producers to the markets and competition allowed a big rise in
output, productivity, increasing incomes in the productive areas of the
economy. SOEs were not destroyed even as new entrants, including
collective units, private firms and foreign firms, were encouraged to
participate in the market economy. But characterizing the first phase
of reforms as ‘reforms without losers’ is not entirely accurate.

3.11 |Inflationary periods and macro imbalances

The economic reforms during the first phase were not without any
problems and hitches. First, many conservative Communist old guards
were suspicious of the ‘market’ reforms as possibly leading China back
to the capitalist road. This might have been an important factor that
contributed to the gradualist approach to the transition. The approach
became a sort of ‘two-step forward, one-step backward’ pattern.

The economic reform periods were also accompanied by periodic
macro imbalances and inflationary periods. The 1979-81 period—the
beginning of the reforms—was plagued by fiscal and current account
deficits and a mildly suppressed inflation. Inflation exploded in the
mid-1980s and in 1988-89 due to the rapid expansion of demand
brought about by a booming economy, combined with critical short-
ages of some basic products. The high inflation hit the urban sectors
quite significantly and contributed partly to the dissatisfaction that led
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to the Tiananmen protests. Inflation went up in 1985 and, more signif-
icantly, to double-digit levels in 1988 (the year before Tiananmen)
(see Chart 3).

The other major cause of the Tiananmen protests of course was
the lack of political liberalization that accompanied economic liber-
alization. The decade-long reforms had brought about a rise in living
standards in the large urban areas, and had led to rising demands for
greater political freedoms. '

The Tiananmen protests and subsequent harsh response from the
authorities was the biggest disruption during the economic transition
period, and almost brought about a turnaround in the economic liber-
alization policies.

But the economic gains achieved during the first phase of economic
reforms were too big to be abandoned. And inflation went back to
single digits in the period 1989-1992. But there was still the ‘one step
backward’ in the economic reforms during the period from 1989 to
1991.

Then in 1992, Deng Xiaoping, still the real power behind the
government, declared a major expansion of the Special Economic
Zones (SEZs) in southern China. The SEZs had been set up more
than a decade earlier as part of the first phase of economic reforms.
The strong increased promotion of SEZs signalled China’s intention to
move the reforms from the domestic economy to the export front. In
October 1992, the Communist Party, in its 14th Congress, declared
and endorsed the ‘socialist market economy.” The country was ready to
move on to the more radical second phase of economic reforms—this
time incorporating more painful ‘reforms with losers.’

4. Phase Il of economic reforms: 1993-2007

The first phase of reforms consisted mainly of decentralization in
the sense that the central state gave up more production activities to
the private sector or local collective units. It was also decentralization
in the sense that the scope of the ‘plan’ was reduced and production
and its allocation were more and more based on economic incentives
and the workings of the market.
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All this resulted in the following:
1. The base of state revenue, which was strongly concentrated
~on state enterprises (SOEs), was diluted and reduced when the state
allowed the SOEs to retain their profits and other firms became more
dominant in production and in raising sales revenues. Thus govern-
ment revenues steadily fell from the beginning of the reform period
(1978) and reached its lowest around the mid-1990s (see Chart 4).
The decline necessitated the formation of a national agency to central-
ize tax revenue collection.

2. There were periodic tendencies for very harmful inflation
which became even worse in 1993-4 compared to the pre-Tiananmen
period (see Chart 3). This forced the authorities to undertake strong
macroeconomic and monetary policies especially because local and
provincial authorities became gung-ho during the high growth peri-
ods and high credit and investments expanded without regard for the
overheating that could create inflationary pressures.

3. Related to the above point, many state banks both at the
central and local levels lent money easily, especially to state-owned
enterprises. They ended up with significantly higher non-performing
loans (NPLs) starting in the 1990s. The authorities in the late 1990s
realized that they had to regulate the financial institutions and take
charge of the credit system from the top to the local levels.

4. 'The proliferation of many firms of different types—SOEs,
TVEs, private and foreign firms—and the expansion of so many
markets required strong regulatory institutions and strong corpo-
rate governance. This demonstrated China’s astute understanding
of economic liberalization—that it required at the same time a very
strong and efficient regulatory framework and set of institutions.

Thus while the first phase of economic reform had more to do with
decentralization, opening up of the markets, giving economic agents
economic incentives to be productive and innovative, and reducing
the planned aspects of the economy, the second phase inevitably had
to do with recentralization (a term coined again by Naughton (2007)),
regulation and corporate governance.
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4.1 Fiscal reforms

In terms of consolidating fiscal revenues, the government, after
voluntarily giving up its appropriation of the surpluses of SOEs,
imposed and strengthened tax collection among firms. It imposed a
17% value-added tax and other business and income taxes. This move
by the national government to strengthen its tax capacity improved
government revenues significantly. Government revenues steadily rose
starting in the second half of the 1990s until 2007 (see Chart 4). This
helped reduce the fiscal deficits that China has been having since the
late 1970s and which ballooned in the 1990s and early 2000s.

4.2 Monetary and financial supervision

The People’s Bank of China (PBC) was established as the country’s
Central Bank in 1983. In the second phase of the reforms, it was
important for the PBC not only to establish the usual monetary poli-
cies and take control of money supply and interest rates but also to
control the state-run commercial banks at the national, sectoral and
local levels from overlending in a booming economy. In fact the lax
financial supervision throughout the 1980s and most of the 1990s
created big non-performing loans (NPLs) in state-owned enterprises.
The monetary authorities realized towards the mid and late 1990s that
the rising NPLs would have to be addressed. The subsidized credit
to the state sector was substantially reduced so that the SOEs had
to secure loans at market interest rates. In 1999 four asset manage-
ment corporations were tasked to take the bad loan assets out of the
state banking system and to dispose of them in the private sector. The
China Bank Regulatory Commission (CBRC) in 2003 took over the
bank supervisory functions of the PBC. However, in recent years, the
main problem became ‘shadow banking’ created by the highly lever-
aged financial system and the credit to the property sector (largely
involving local governments and private funds) as well as the informal
lending networks. Again the PBC had to strongly move in to stop the
harmful trends (discussed in greater detail in a later section).
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4.3 Radical restructuring of SOEs: moving to corporate
governance

The end of the bias towards SOEs was finally sealed with the impo-
sition of the Company Law in late 2003. It forced SOEs to eventually
convert themselves as limited-liability corporations subject to corporate
governance. This accompanied the trend whereby SOEs were forced
to restructure and downsize as a result of extreme market competi-
tion from the non-state sector and the imposition of hard budget
constraints on them with the removal of subsidized credit. As SOEs
became competitive firms and not monopolies, their traditional role
of providing social insurance to their workers also disappeared. This,
together with many SOEs being downsized or workers being thrown
off work, caused significant displacement of workers and hardships to
many of them. Cleatly, the government had to directly provide basic
social services as well as promote viable semi-private health insurance
schemes to replace the system of SOE provision of social insurance.

At the same time, the private managerial system of a corporation
became more and more the mode of non-SOEs. Many TVEs were
converted to de facto private firms as private management took over
control from the collective management. The rise of these private
firms throughout the entire economy necessitated the development
of corporate and private sector regulatory frameworks. In mid-1999,
the government set up the China Securities Regulatory Commission
(CSRC), which formed a centralized and unified system of securities
supervision. The need for quality control and standards brought about
the creation of the State Administration of Technical and Quality
Supervision. The State Intellectual Property Office was also estab-
lished during this time. Clearly, the Chinese state had moved away
from a command economy state to a regulatory state.

4.4 Promoting trade and exports

After a decade and a half of mainly successful economic reforms, the
government decided that firms had now become quite productive and
competitive so that it was time to significantly open up the economy
to foreign trade and more foreign investments. Realizing the potential
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of a large educated labor that was cheaper than in most developing
countries and an industrial potential to simultaneously manufacture
labor-intensive products and technologically competitive products,
the authorities decided to go into strong export promotion:

1) After Deng Xiaoping’s promotion, the Special Economic
Zones (SEZs) became the most dynamic sectors with the zones in
Guangdong (especially Shenzhen), Fujian and Shanghai making
southern and coastal China the fastest growing areas in the country.
The upgrading of the infrastructure of the SEZs was addressed. Their
products were of course mostly for export.

2)  The renminbi was allowed to depreciate during periods of
high trade deficits and high inflation—in 1984-86 and in 1989-90—
but the most significant planned devaluation occurred in end-1993
to 1994 after the currency was unified from a two-tiered system and
current account convertability was established which allowed export-
ers and importers to keep and transact in foreign exchange at market
prices. After the more than 50% devaluation in 1994, the exchange
rate was fixed at around 8 renminbi to a dollar until the managed float
was instituted in 2005.

3) 'The sharp devaluation in 1994 effectively protected the
Chinese economy from too much imports. Then, as exports grew
fast, imports were slowly liberalized, quantitative restrictions were
relaxed and tariffs were slowly reduced finally culminating in China’s
entry into the World Trade Organization (WTO) in December 2001.
Exports increased at a fast pace in the 1990s and accelerated even

more in the 2000s, until the onset of the severe global economic reces-
sion in 2008 which also affected China.

4.5 Reform with losers

The second phase of reforms in the 1990s and 2000s—unlike the
first. phase—was, as Naughton (2007) described it, ‘reforms with
losers.” SOEs were downsized and their number reduced a a fast rate,
and many workers were displaced and/or lost their social insurance
and access to vital social services.

Furthermore, the second phase of reforms made the urban, coastal
and southern provinces richer at the expense of the rural, interior and
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central/western provinces. This increased the disparities and inequities
within the system which also exacerbated the ethnic divide between
the Han majority on the one hand, and the minorities in more back-
ward regions, on the other. It also involved the resettlement in minor-
ity areas of the dominant Hans, which caused resentment to rise
among the minorities. The government was quite aware of the increas-
ing disparities across regions, and therefore increased investments and
initiated projects in the rural hinterlands and more backward regions.

Lastly, starting in 2008, China experienced the risks brought by
participation in the globalization trend, as its exports were hammered
by the serious world recession and millions of export workers were
displaced. The double-digit growth rate of China slid to 9.6% in 2008
and was expected to go down further to between 9.2% and 7.5% in
2009. China’s stock market was also battered like most stock markets
across the globe in the second half of 2008 and early 2009.

5. Macroeconomic trends during the high growth years

This section looks at macroeconomic trends during the period of
economic reforms.

Among the demand components of Gross Domestic Product
(GDP), consumption, which was the dominant component in the
early 1980s, slowly declined over the years (see Chart 5). Investments
(or gross capital formation), which started at more than 30% of
GDP—quite high for a low-income developing country—had long-
run cycles, but crossed the 40% level in the 2000s. What rose most
over the years were the trade variables—exports and imports. After
the sharp devaluation and the liberalization of the external current
account beginning in 1994, exports exceeded imports and grew faster
than imports, especially in the most recent years before 2008.

Looking at the broad supply-side economic sectors, one could see
that at the start of the reforms in 1978, China, unlike other low-income
countries, already had a bigger output share of industrial products than
agricultural products (see Chart 6). The high growth in the succeed-
ing decades maintained the high share of industry, especially during
the export promotion period of the 1990s and 2000s. Agriculture’s
share declined starting in the mid-1980s (after a big spurt in the late
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1970s with the economic reforms in agriculture). What replaced the
agricultural share was mainly the industry and service shares, as the
economy shifted away from agriculture and became more industrial-
ized and service-oriented.

A more detailed look at the subsectors of the economy (Chart 7)
would show that manufacturing (plus public utilities and construc-
tion) continued its dominance. What the data hide was the steady
shift towards domination by non-SOEs, replacing the SOEs. But it is
also important to stress that despite the reduced importance of SOEs,
the manufacturing sector continued to dominate the economy and
SOEs dominated in the priority sectors pinpointed by the national
government.

The service sector, led by finance, private services and public admin-
istration, also rose (Chart 7). These are the sectors that provide strong
support to production in an expanding economy.

The initial high growth rate of the agricultural sector in the 1980s
was because the rural household responsibility system described earlier
caused a big rise in agricultural output and productivity (see Chart 8).
But because of limited land, agricultural growth was bounded. Thus
the succeeding years saw growth in industry and service outpacing
agricultural growth. But the growth of industry was definitely the
highest one. One should also note the fall in the growth of industry
and service in the crisis years of Tiananmen—1989 and 1990.

The domestic savings rate grew cyclically higher from an already
high level of more than 30% of GDP in the late 1970s to nearly 50%
in 2006 and 2007 (see Chart 9). This very high savings rate allowed
China to have a very high investment rate and share. One can also
see that the savings-investment deficit in the 1980s and early 1990s
was erased in the mid-1990s as the savings-investment surplus was
achieved and increased from the mid-1990s onwards.

China’s tremendous growth and its success in exporting and in
attracting foreign direct investments (see Tables 1 and 2) made it the
most powerful country in the world in terms of international reserves
accumulation.

China’s balance of payments grew tremendously in the period
from 2003 to 2007 (see Table 1). This was due to two factors: 1)
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the existence of current account surpluses as exports exploded and
outpaced imports; and 2) the policy to attract foreign direct invest-
ments from the 1990s onwards. By 2007, China’s balance of payment
surplus was more than 14% of its GDP. This explosion of foreign
exchange inflows into China made it an important source of interna-
tional funds. The 2004-2007 boom in the US was marked by large
trade and fiscal deficits. It was China primarily and other developing
countries secondarily (including East Asia and Russia) that financed
these deficits as they invested their foreign exchange reserves in the
US. Even Korea had to run to China aside from the US and Japan to
stem the depreciation of the won at the height of the global financial
turmoil in late 2008.

In terms of total international (foreign exchange) reserves of the
world broken, it was the developed countries which owned much of
the world’s international reserves until the 2000s when the developed
countries” share—especially that of the US and the Euro area—fell
drastically (see Table 2). This was mainly due to the rising trade deficits
of the US and, in the more recent years, the trade deficits of Europe.
Meanwhile, the developing countries’s share grew in pace with the
growth of their trade and/or current account surpluses in the 2000s
before the onset of the global financial and economic meltdown in
late 2007.

In 1980, China’s share of international reserves was less than 1%.
This share grew steadily over the next two decades and shot up in the
2000s. This trend is consistent with the data on China’s balance of
payments surplus which exceeded 7% of GDP starting in 2003 (see
Table 1). From then on, China captured a bigger and bigger percent-
age of the world’s international reserves until it surpassed Japan as the
world’s biggest holder of international reserves in 2006. In 2007, it
held a whopping 15% of the world’s international reserves, the top
country in the world!

6. China’'s economy compared with other countries

Comparing the performance of China’s economy over the years
with that of selected Asian countries and Russia gives insights on the
economic changes and achievements of China.
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Itis well-known that China, before the latest global economic reces-
sion, was the most successful exporting country during the last three
decades. China’s annual export growth in the period from 1978 w0
2007 was higher than that of all the countries in Table 3, including
the Asian tigers Korea, Malaysia, Thailand and the latest high-growth
Asian country, India. If we extend back the data for the other coun-
tries to 1960, it would only be Korea that registered higher annual
export growth than China because of the strong inroads the former
had made in export markets in the 1960s and 1970s.

China has been accused (mainly by conservative policy makers in
the US) of practicing mercantilism and protectionism in its export
promotion by deliberately and consistently undervaluing its currency.
Chart 10a shows the nominal effective exchange rate index of the
currencies of China and the newly industrialized economies (NIEs)
of Korea, Taiwan, Hong Kong, and Singapore, with 2000 as base year.
(The nominal effective exchange rate index increases when a currency
strengthens relative to other currencies, and decreases when it weakens
relative to other currencies.) China sharply devalued its currency (the
renminbi) in 1994 so the Chinese currency was weak, compared to
the other currencies, during this period. The renminbi strengthened
starting in the mid-1990s and during the East Asian crisis until early
2002. With the renminbi on a fixed exchange rate mode, it weakened
thereafter until 2005 as other currencies strengthened with respect to
the dollar. In 2005, the Chinese decided to allow the renminbi to
become more flexible and market-determined. Thus, the renminbi
slowly strengthened. It strengthened most in 2008 and 2009 when
other currencies started to weaken against the dollar because of the
global financial and economic recession and crisis. In the most recent
period, the renminbi was the strongest currency among the strong
Asian economies in 2009 as the other economies were hit harder by
the global downturn (see Table 10a).

Chart 10b tells a similar story. China’s renminbi was much weaker
than the currencies of Indonesia, Thailand, Malaysia, the Philippines
and India when China devalued in 1994. But the Asian crisis weak-
ened these currencies vis-3-vis the renminbi. China and these second-
tier Asian economies’ currencies weakened relatively and in tandem in
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the period from 2002 to 2005. From 2005 onwards, all these curren-
cies strengthened. But with the global financial and economic crash in
2008 and 2009, many of the currencies weakened significantly, with
only China’s currency remaining strong and strengthening vis-a-vis
the other currencies. What is clear is the fact that China’s currency
was more stable across the years rather than wildly fluctuating like
those of Southeast Asias (see Charts 10a and 10b). This was the
result of stronger controls on exchange rate and capital flow policies.
Perhaps currency stability contributed to a better macro and trade
environment.

All in all, there is no strong evidence that China was practicing a
persistent mercantilist and protectionist strategy of undervaluing its
currency to encroach on the markets of other countries. What China’s
critics usually do not discuss was China’s successful upscaling and
diversification of its exports from low-end garments to higher-end
electronics, appliances and automobile parts, a topic we tackle in the
following section.

China’s export success story is legendary. Despite the reductionist
and biased perception that China’s export success was mainly due to
mercantilist policies, the more general perception of China’s phenom-
enally successful story of export growth consisted of the following
ingredients:

a) 'The setting up of special economic processing zones in the
southern coastal areas of China undoubtedly strongly contributed to
China’s successful export strategy.

b)  Chinass initially lower real wages and higher worker productiv-
ity (translated into lower cost per unit of output and higher product
quality) contributed to the appeal of China’s export products.

¢) Another key component of the strategy was the encouraging
of foreign investments to go into joint ventures with state and private
enterprises, and to give them strong incentives to transfer technol-
ogy, undertake additional R&D activities and provide market access
to export products.

d) The policy of attracting foreign investment was closely associ-
ated with China’s conscious efforts to upgrade products and improve
technology and the scale content of its manufacturing products.
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The technological sophistication of China’s exports improved over
time as reflected in its EXPY score (see Chart 11). In simple terms, the
EXPY score (or export sophistication index) attempts to measure the
technological and scale content of the export products of a country.? It
is based on the degree of similarity of a country’s export composition
to that of high-income countries. The strong assumption here is that
higher income countries export more sophisticated products in terms
of technology and scale.

\ China increased its score substantially from 1985 to 2006. By 2006,
its score had been surpassed only by Korea and was almost equal to that
of Malaysia and the Philippines. It must be pointed out that the high
scores of the Philippines, Malaysia and Korea were due to the high
concentration of these countries’ exports on electrical and non-elec-
trical machinery (mostly semiconductors). The share of these exports
was more than 50% of total exports in the case of the Philippines, and
around 50% in the case of Malaysia. The import content of these elec-
trical and non-electrical machinery was also high as can be discerned
from the ratio of the import values to export values of electrical and
non-electrical machinery exports in Table 4. The high import content
of these types of exports reflected their low value-added. Thus the high
scores of the Philippines and Malaysia (and to a lesser extent Korea)
could be said to be exaggerated.

On the other hand, the export products of China were more diver-
sified (see Tan (2009) and the following essay by Palanca) and the
import content of its exports was much lower. Thus the higher trend
in China’s EXPY score reflects a more genuine upscaling of its export
products. i

Comparing China’s industry share with that of other countries
(Table 5), we see that China’s industry share of output had historically
been high because of the socialist and planned economy’s focus on
building a significant industrial base. With the reforms in the 1980s,
this share had declined by 1990, with the bias for very heavy industry

2 The technical derivation of EXPY can be found in the paper of Hausmann

et al., “What You Export Matters” p. 10, https://www.sss.ias.edu/files/
pdfs/Rodrik/Research/What-you-export-marters. pdf.
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already corrected and tamed. But with China’s entry into the World
Trade Organization and strong performance in the world’s export
market starting in the 1990s, the industrial share started to rise again,
especially in the 2000s when China became the fastest growing export
country in the world, and the third largest (after Germany and Japan).
This emphasized the composition of China’s exports, which was largely
concentrated on manufactured products. The high share of industrial
output showed by China was similar to the trend showed by the more
successful East Asian ‘miracles’ or export-oriented countries, such as
Korea, Malaysia and Thailand. These countries maintained a very high
share of industrial output (which had grown through the decades).
Indonesia, a moderately successful East Asian country, also had a
very high share of industry in total economic output. The countries
which suffered periodic economic crises and setbacks (Philippines and
Russia) saw their share of industry fall over the years. India, another
country seen to be successfully developing economically, was actually
still quite service-oriented with a low share of industry in total output,
but the share of industry had been going up steadily (see Table 3).
The insight that can be gleaned from all this is that China’s success
as an exporting country strongly contributed to its industrialization
process. But perhaps it was its high investment rate financed by its
very high savings that contributed most to the growth of its industries
and the industrialization process.

It cannot be overemphasized that China’s very high savings and
investment rates accompanied its high growth and economic develop-
ment. The thing that really set China apart from the other countries
was its high savings rate (see Tables 6 and 7). Even as early as 1970, its
savings rate was already higher than that of many countries and this
even grew as the decades went by. But the high savings rate did not
immediately get translated into very high investment rates until the
economic reforms had taken root and the opening up to world trade
and export promotion had started earnestly. Thus, China’s investment
rate did not catch up with that of the other countries until the late
1990s and especially in the 2000s (see Table 7). It must be pointed
out that in 2006 and 2007 China’s savings and investment rates were
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already the highest compared with those of the other countries, includ-
ing the East Asian tigers, like Korea, Malaysia and Thailand.

What we can conclude from the foregoing is that China’s economic
development and industrialization during the last three decades was
not only an export-led growth phenomenon but also an investment-
led growth phenomenon. The combined domestic and external factors
that caused China’s high growth were also the factors that mitigated
the negative effects of the current global economic crash in 2008-9
on its growth, unlike in the case of other countries which were more
export-dependent like Singapore, Malaysia, Korea and Thailand.
However, as will be discussed later, for China to shore up its domestic
demand in the midst of the severe global trade contraction, it is urgent
that it significantly increase its consumption and sacrifice its very high
savings rate.

7. Successful poverty reduction and human development
improvements

Aside from succesfully achieving economic take-off, China was also
able to very significantly reduce poverty and achieve impressive strides
in human development using its economic success. While coming
from much higher levels, China by 2004 had achieved a rate of poverty
(defined as the percentage of the population earning less than $1 or
$2 a day) that was similar to or even lower than the rates in many
developing countries in East Asia and the Pacific (see Tables 8 and 9).

Comparing China’s performance with selected Asian countries,
China was able to reduce its poverty incidence much faster than India
and countries that had much lower rates in 1990 such as Indonesia
and the Philippines (see Table 10).

China continuously improved its human development indices
(HDI) scores from 0.53 in 1975 to 0.78 in 2004 (1.0 is the highest
possible score) (see Chart 12). Child mortality rates sharply improved
in just one decade during the 2000s (see Chart 13). China was able
to more than halve the child mortality rate among children under five
years of age, from around 40 deaths per 1,000 live births in 2000 to
only 18 deaths per 1,000 live births in 2007.
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China was able to drastically reduce the incidence of rural poverty
from around 30% of the population in 1978 to less than 5% by 2007
(see Chart 13). This translated to a reduction in the number of rural
poor from 250 million people in 1978 to less than 25 million in 2007.

Overall Chinas poverty reduction and improvements in other
dimensions of human development were truly remarkable. Other
developing countries should study the other measures that China
effected aside from rapidly increasing its income during the last three
decades.

8. The price of economic success

8.1 Increased income and regional disparities

But the economic miracle achieved by China and its successful
reduction of poverty were not without costs. First, as is well known,
China’s high growth was accompanied by increasing income and
regional disparities. The ratio of the income of the richest 20% of
the population to the poorest 20% of the population across decades
increased considerably from the 1980s to the 1990s to the 2000s (see
Table 11). None of the ratios of the other countries in Table 11 dete-
riorated as much as China’s. By the early 2000s, China, together with
the Philippines, had the worst ratio.

The causes of this can be gleaned from the Gini coefficient of China
for the national economy, and the urban and rural economies (see
Chart 14). Three important observations can be made:

a)  First, all three Gini coefficients—for the national economy,
the urban and the rural economies—went up from 1981 to 2001.
‘This meant that inequality was worsening over time.

b) Second, the Gini coefficient for the rural economy was higher
than for the urban economy, which meant that income disparities
were worse in rural areas.

¢) ‘Third, the Gini coefficient for the national economy was
higher than both the Gini coefficients for the rural and urban sectors.
This implies that there was a great disparity between the incomes of
urban and rural areas (income was much higher in the urban areas).
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The income gap between urban and rural areas was also worsening as
implied by the fact that the curve is increasing,

That incomes in both rural and urban economies would worsen is
to be expected when a planned economy turned itself into a market
economy, as described in the first part of this paper. First, the adoption
of the profit motive caused many state and non-state firms to collapse
or be downsized and workers to be laid off. In the old system state
enterprises were always protected even if they had losses and work-
ers did not lose their jobs. Aggravating this was the fact that under
the new market economy local governments and the national govern-
ment did not anymore provide social services and social safety nets to
the workers unlike in the the old system; this was replaced by health
insurance schemes for which workers had to pay premiums and whose
coverage was not universal. These were the price to pay for achieving
efficiencies and increased productivity.

The main manifestation of inequality in China was disparities
among provinces. The coastal areas and metropolises, together with
the successful export processing zones in the southern coastal areas,
had very much higher and growing incomes than the inner hinter-
lands, which were largely rural. This is shown clearly in the 2007
human development index (HDI) and indices for life expectancy
and education of China’s provinces (see Table 12) and the GDP per
capita of provinces and of rural and urban areas (see Table 13). There
were wide disparities in the human development index (HDI) and
indices for life expectancy and education among Chinas provinces.
Shanghai had almost perfect scores in all three indices (close to one),
while Tibet had the lowest index on HDI and life expectancy. The
disparities between incomes in the rural and urban areas were also
very clear. And the differences among provinces and regions were very
large. Compare, for example, the GDP per capita of Shanghai and
Beijing with Guizhou, Tibet and Xinjiang. Guizhou (a province with
many ethnic minorities but also with many Chinese Han settlers) had
the lowest GDP per capita. Many of the poor provinces are provinces
of the ethnic minorities.

It should therefore come as no surprise that there is discontent in
Tibet and Xinjiang (a Muslim province), not only because of ethnic
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discrimination or the desire to gain independence, but because of
poverty and income disparity with the rest of China, aggravated by
the fact that Han Chinese who were richer were resettling there in big
numbers and taking over many of the businesses and choice positions.

The Chinese authorities did not turn a blind eye to the regional
disparities and took corrective measures, including increasing govern-
ment investments in the inner non-coastal provinces. The authorities
also instituted a ‘big brother-little brother’ program whereby a rich
province provided financial and market support to a poor province.
But the task was enormous since the national and local governments
were also pouring large investments into the rich areas and building
massive sophisticated infrastructure there (e.g., the massive construc-
tions of buildings and infrastructure in Shanghai). But the biggest
difficulty was that, with the development of better infrastructure in
the poorer (inner) regions, more Han settlers were going to the poorer
provinces, settling there and taking over many of the businesses. This
increased the ethnic conflicts in the hinterlands. The government
tried to address this problem by affirmative action, giving indigenous
peoples priority in jobs and schools in the poor regions, but the prob-
lems remained gargantuan as shown by the intermittent eruption
of ethnic discontent and violence in Xinjiang and Tibet, aggravated
by the heavy hand of the government in suppressing the riots and
discontent.

8.2 Exposure to excessive volatilities caused by a globalized
world economy

Another cost of opening up was exposure to the wild volatilities of
a globalized world economy whose financial and trade markets are
highly and intricately interlinked. We saw China’s high inflation in
the 1980s and early 1990s and the need to adjust the renminbi signifi-
cantly. These were internal adjustments the Chinese economy had to
make to participate as a market economy in the global arena. But
within two decades, two big regional or global crises had appeared
that threatened China’s successful economic story. The first was the
Asian crisis of 1997-98, which came mainly from the financial and
capital account flows. This China weathered very easily because of its
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foresight of having strong capital controls—which shielded it from
any major short-term capital flight—and its having gigantic interna-
tional foreign exchange reserves which shielded it from the speculative
attacks on its currency which other East Asian countries (including
Japan) had to struggle against.

But from 2008 up to 2010, the global financial and economic
meltdown and its aftermath lowered China’s export growth and trade
surplus. Together with many other internal problems, the economic
growth rate suffered and unemployment worsened.

As of 9 November 2008, the Chinese government had announced
a RMB4 trillion ($586 billion) stimulus package (the second largest
in the world after that of the US). With China’s announcement of
its gargantuan fiscal stimulus, the global stock markets temporarily
zoomed up. The stimulus package as announced in March 2009 had
the following components:

1. Public infrastructure development comprising RMB1.5 tril-
lion or 38% of the total stimulus package. This included railways,
roads irrigation and airport construction.

2. RMBI trillion for reconstruction work in Sichuan and other
areas hit by the magnitude 8 earthquake in May 2008.

3. RMB370 billion for social welfare plans comprising low-cost
housing, rehabilitation of slums and other social safety net projects

4. Another RMB370 billion for rural development and technol-
ogy advancement. Rural projects included building public amenities,
resettling of nomads, supporting agriculture works and providing
safe drinking water. Technology advancement aimed to upgrade the
Chinese industrial sector geared towards high-end production to move
the sector away from the more export-oriented and labor-intensive
products.

5. RMB210 billion allotted to promoting energy saving, poison
gas emission cuts, and other environmental engineering projects.

6. RMBI150 billion allotted for educational, cultural and family
planning projects.

The stimulus package worked as the growth rate of China remained
above 9% in 2008 and 2009 and went up to 10.4% in 2010. Leading
the growth was industrial output growth, especially in urban areas.
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But the good performance of China’s economy during the Great
Recession years 2008-9 as well as higher growth in 2010 was reversed
starting 2012 when the growth rate drastically slowed down to
below 8%.

9. The big challenges in the present period

China is in the headline nowadays due to its much slower growth.
Since China seemed at first to have weathered well the Great Recession
in 2008-09 with more than 9% growth rates and recovered in 2010
by growing more than 10%, everybody expected the good old days to
return in China. Unfortunately China’s growth rate dipped to below
8% in 2012 and continued to go down until 2014. This lower growth
is expected to continue in 2015, with some predicting that this could
go below 7% in 2015.

What is clear is that China has experienced slower growth in the
latest years, signaling that double-digit growth for China may be over
(see Chart 15).

It seems that the series of world crises since the late 1990s has
affected China’s growth rate. The Asian crisis of 1997-1999 and the
mild US and global recession in 2001 brought down China’s growth
rate to below 10% in the late 1990s and early 2000s. But the strong
world economic recovery from 2003 to 2007 (initially due to very low
interest rate policies) led by the US, raised China’s export and invest-
ment-led growth higher and higher, eventually reaching more than
14% in 2006. The subprime crisis starting in 2007 and the ensuing
US-led global Great Recession in 2008-2009 brought the growth rates
down to below 10%, but still at a respectable rate of more than 9%.
The slowing of growth beginning 2012 to below 8% took the world
by surprise and led to speculations that there will be another global
slowdown led by the European Union, Japan and China. China’s GDP
growth rate in 2014 was 7.4%, the lowest in 25 years, and the bad
performance of manufacturing in surveys in January and February
2015 caused many China analysts—including the IMF and UBS
(the biggest bank in Switzerland)—to predict that growth in 2015
and thereafter will fall to below 7%. These analysts are also debating
whether there will be a ‘hard’ landing or ‘soft’ landing for China.
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9.1 Strong exposure to globalization

As discussed earlier, China’s strong exposure to globalization initially
brought it success with its high export growth making it the largest
exporting country in the world and the second biggest country in
terms of economic size. But the upshot was China was no longer insu-
lated when crises occurred. Exports and economic confidence both
suffered during global crises and global recessions. Most likely both
of these external factors contributed to China’s recent poor economic
performance. But the latest China slowdown is mainly due to internal
factors which we now discuss.

9.2 Necessary structural and political changes

After decades of high growth, China cannot continue on its high
growth path in exactly the same way since a maturing economy has
to undergo necessary structural and political transformation to go on
to the next higher level. These transformations are difficult to achieve
partly because many parts of China are already highly developed
(e.g., Shanghai and Shenzhen) while the non-coastal hinterlands are
still very much underdeveloped. The Chinese authorities are expe-
riencing difficulty in shifting the composition of domestic demand
from investments to consumption. To succeed they have to convince
Chinese households and individuals to stop saving and begin consum-
ing, This would mean among others giving Chinese migrants from
the rural areas access to social services—education, health, social
security and benefits. This would also require drastically changing the
hukou (household registration) system to be more inclusive and effi-
cient. Social security and social services should be strengthened and
made more accessible and affordable to ordinary citizens. These moves
are necessary to assure people in a country with an aging population
to save less for emergencies and other social security reasons. In the
hinterlands, incomes will have to increase, so development of the
more underdeveloped areas is crucial. The shift to higher consumption
should eventually yield some results as wages increase as a result of the
Chinese government’s raising of minimum wages and as the economy
shifts from manufacturing and industry to services.
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There is debate as to whether higher wages will strongly adversely
affect exports as well as business in general. The view of the author is
that this will help the shift to consumption and in the rebalancing of
the economy towards depending more on domestic demand rather
than on export demand, especially in the current volatile globalized
setting. Moreover corporate profits are unduly large and make up a
big share of total savings, a significant part of which is kept as retained
earnings. The shift to wage earnings should again have a positive
impact on consumption and income distribution. But with these poli-
cies and when investments actually shift to consumption, economic
growth will definitely initially slow down.

Among the demand components of GDP, the share of gross domes-
tic capital formation (investments) continued to climb and dominate
in the period from 1996 to 2013, especially in recent years (see Chart
16). But the latest information (Chen 2015) suggest that consump-
tion was the key driver and biggest contributor to growth in 2014,
which hopefully means that the difficult struggle to get consumption
significantly up is producing results. The share of exports and imports
in GDP has also gone down. What is clear is that China can no longer
rely too much on its open economy and external demand and must
shore up its domestic demand, especially consumption.

Looking at the economic sectors in GDD, it is clear that the share
of the services sector has risen since the mid-2000s and that there
has been a shift of the economy from industry to services since 2012
(when growth started to significantly slow down) (see Chart 17).

Finally, major political changes are happening. Corruption has
been pinpointed as a major hindrance to achieving higher economic
and political maturity for China. President Xi Jinping is seriously
undertaking an anti-corruption drive, which by February 2015 has
already disciplined 180,000 party members (Lingenheld 2015). In the
short run, the drive is causing some instability as many citizens and
corporations are sending their money out of the country resulting in
major capital outflows. While some are worried about this trend, most
analysts do not think it will be a major problem since China has a
tremendous ammunition of foreign reserves (close to $4 trillion).
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9.3 Financial instability

Those predicting a ‘hard’ landing usually point to the highly lever-
aged economy of China as a precursor to financial and economic
collapse similar to what happened in the US and Europe in 2008 and
2009. .

By mid-2014, the total debt load of China had reached 280% of
GDP (Da Costa 2015). This is similar to the debt load of developed
countries and much above that of developing countries. About 1/3
of this debt consisted of loans in the ‘shadow banking’ sector, that is,
these loans were given by non-banking entities many of which were
connected to banks (through off-balance sheet accounts). These enti-
ties included trust firms, insurance companies, hedge funds, pawn-
brokers, and informal lenders. By 2014, total debt in shadow banking
is estimated to have reached $9 trillion (Rasmus 2015). The biggest
debtors were corporations and local governments. This seems to have
shaken some analysts as they feel major defaults are very probable due
to the overspending ways of local governments. Much of the debts
went to the property sector, which could lead to the bursting of a
bubble and result in a mountain of defaults.

The People’s Bank tightened monetary policy in 2013 and the first
half of 2014 to tame credit growth, harden the budget constraint on
local governments and crack down on the unregulated shadow bank-
ing sector by limiting its size and by closely monitoring it. All this
contributed to the lower growth we have witnessed in recent years.
Shadow banking seems to have been tamed as its growth had declined
considerably in 2014 (Scott 2015) with the growth of trust loans,
commercial bills and entrusted loans falling significantly in 2014. With
the problem of shadow banking now reduced if not totally eliminated
the People’s Bank lowered reserve requirements and cut policy rates by
25 basis points twice (in November 2014 and in Febuary 2015). This
switching back to the loosening of monetary policy was part of the
government’s attempt to stimulate growth, but the outcome of these
moves remain unclear.

Many analysts believe a disastrous financial crisis similar to that
experienced by the US will not happen in China because the People’s
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Bank has more capacity and freedom to bail out banks, corpora-
tions and local governments. Moreover, there is little foreign debt in
China’s high debt load, thus there is little likelihood of a foreign debt
problem or a sovereign default happening, even if the government
assumed private debts like what happened in Latin America (especially
Argentina), East Asian countries, Greece and crisis-prone developing
countries. But some believe that China might still make a mistake by
bursting the property bubble, leaving the banking sector undercapital-
ized and not fixing the financial system. This could lead to asset defla-
tion and a stagnant economy as what happend to Japan for more than
a decade (Coy 2014).

9.4 Prospects

In summary, it is almost certain that China will go on a lower
growth path in the coming years and for some years to come. There
is now controversy whether China will experience a ‘hard’ landing.
Many China experts discount the possibility of a hard landing given
that China is aware of its high debt burden and shadow banking
problems and has undertaken measures to tackle these. The property
bubble appears to have already been deflated as property prices have
slowly gone down. Justin Lin (2015) predicts continuing good pros-
pects for China because of the technology latecomer effect whereby
it can upgrade technologically by imitating the inventions of and
learning innovations from developed countries. He sees the current
lower growth as more a problem of external demand than of domestic
demand. He also predicts that China will be able to successfully shift
to higher consumption as the middle class grows and accumulates
income and wealth (see He 2015).

"The World Bank (2014) also sees the current slowing of growth as
a result of China’s conscious policy to have quality and more sustain-
able growth. In other words, China is far from being out of the global
economic superpower game. '
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10. Lessons the Philippines can learn from China’s
growth experience

There are many lessons that developing countries, especially the
Philippines, can learn from China’s success story. First, the initial
conditions for China’s success discussed in section 2 has not been
achieved by the Philippines. This includes genuine agrarian reform and
equitable wealth distribution, a strong industrial and human capital
base, adequate savings in the economy, and strong local government
governance and growth of local economies and domestic demand in
the economy. We discuss some of this more thoroughly in this section
and point out more lessons the Philippines can learn.

10.1 A strong domestic economy with strong domestic demand

One reason why China seems to be a resilient economy is because
it is not just a strong export economy but is also a strong economy
with very high savings and investments. The authorities are very much
aware that an investments share of more than 40% is too high and
that domestic demand must shift to consumption. Still, the balance
of domestic and external demand in the composition of Chinas GDP
made it more able to absorb external shocks such as the great global
recession. Investments share and growth in the Philippines has histori-
cally been very low compared to other East Asian countries, although
this has improved somewhat in the current high growth years of the
Aquino administration. Still, the Philippines has a long way to go
to catch up as investments is just 20.5% in 2014, which was a good
year. The Philippine economy is also highly dependent on huge remit-
tances of overseas workers and/or more exports which are restricted
to low-end electronics/semiconductor products. Domestic demand
grows only because the remittances of workers increase consumption.
This kind of growth is too externally dependent and too vulnerable to
external shocks, as the Philippines is now again experiencing.

To improve the domestic economy and increase investments,
domestic demand will have to be strong as a result of better income
and wealth distribution dispersed throughout all the regions and
provinces of the country. This will create a stronger peasant and rural
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sector, and a working class and middle class with robust and growing
purchasing power.

This requires the Philippines to undertake genuine agrarian reform
(as China had done decades ago), progressive taxation with tax reve-
nues coming mainly from rich individuals and rich corporations,
higher infrastructure spending in poor regions and provinces (as China
is trying to do), provision of adequate and quality social services—
education, health, social welfare and protection—to the poor and
vulnerable (which China has addressed when workers lost their social
protection from state firms and local governments). Confidence in
the economy and government should continue and this is being chal-
lenged now in the last year of the Aquino administration, and espe-
cially in a completely unclear and uncertain picture of what the new
administration will look like in 2016.

10.2 Avoid too much dependence on short-term capital flows

China had and still has the foresight of not opening up its capital
account sector and of imposing strict capital controls. Foreign direct
investments by multinational companies (MNCs) are allowed but
selectively (since thousands of MNCs want to enter China), and only
those that facilitate technology transfer and access to export markets
can set up shop in China. The Philippines, on the other hand, offers a
lot of fiscal incentives for FDIs (such as income tax holidays and free
import duties), but FDI inflows are much smaller compared to other
Asian economies and technology transfer has not happened over the
many decades.

China strictly regulated financial flows to its equities and bond
markets, while the Philippines and other East Asian countries opened
up their stock markets and sovereign and corporate bond markets to
international finance. This made the Philippines and other East Asian
economies very prone to contagion from regional or global crises.
The Philippines has already allowed this contagion to happen three
times. First, by borrowing billions of petrodollars in the 1970s, the
Philippine collapse in 1984-85 was as much a Latin American debt
crisis (a la Mexico and Brazil) as it was a political upheaval against
the Marcos dictatorship. In 1997-98, the Philippines suffered pure
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contagion from Thailand, Korea and Indonesia as foreign money in
the stock and bond markets as well as short-terin foreign loans exited
from the country out of pure fear of the region; it was a flight away
from liberalized economies like the Philippines. In 2008 and 2009, the
Philippines and other East Asian countries again experienced capital
flight from short-term foreign investors as they flew away from ‘risk.’
All these external crises led to strong currency depreciation, losses of
confidence and serious recessions or slowdown in the econcmy.

China never allowed these volatile short-term flows to come into
the country in massive amounts in the first place, and so did not suffer
the financial crises that the Philippines and other countries suffered
through sheer contagion from the external world.

10.3 Economic and political stability and correct policies

There has been a lot of debate whether economic development
in developing economies is more conducive under authoritarian or
democratic governments. Singapore’s authoritarian government from
Lee Kuan Yew’s time to the present period, as well as China’s strong
and authoritarian state, are often used as examples of the need for
‘enlightened’ authoritarianism to lead a developing country. But how
can one explain democratic Chile, South Korea and Taiwan today,
as they grew quite well before this global recession? Indonesia is one
country that has been doing well because of the high confidence it has
inspired in investors because of better, more democratic and cleaner
government.

The question therefore is actually the wrong one. The question
should be: Is the government, whether authoritarian or democratic,
providing economic and political stability to instill confidence in the
economy? Are the economic policies and industrial policies the right
policies for the country? Are these policies implemented correctly with
the intended impact and benefits going to the right sectors and areas?

This is where the Philippines had failed in the past and where other
East Asian ‘miracles’ had succeeded. The Philippines had the unfor-
tunate experience of unstable governments that were overthrown,
or were threatened to be overthrown, because of charges of corrup-
tion and/or human rights abuses. Or the governments, even if not
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overthrown, were exposed to political and economic scandals that
left economic confidence in shambles. The Aquino administration
has so far managed to gain more economic confidence and sovereign
upgrades which has significantly increased economic growth includ-
ing much higher growth rates in manufacturing and investments.
Much of the confidence has been based on perceived better govern-
ance and fiscal management of the country. This confidence was
severely threatened last year when the Supreme Court declared the
governments Development Disbursement Acceleration Program as
unconstitutional and with government bungling in the Mamasapano
incident that caused 44 members of the Special Action Force of the
police to be killed. But more disturbing is the uncertainty raised by
the coming presidential elections. So far there is no presidential candi-
date in sight for 2016 who can manage to win the same confidence in
governance and in the macroeconomy as the present administration.
The leading candidate (who is in the opposition) is being investigated
for corruption and hidden wealth, and more and more evidence are
being unearthed. While more viable candidates might come up, the
main political party of the current President (including the President
himself) is slow to select a strong contender since its original candi-
date is doing very badly in the surveys.

10.4 Industrial policy and technical upgrading, and genuine
economic development

But short-term economic confidence is not enough to gener-
ate genuine economic development. Long-term confidence will be
attained only if the economy becomes vibrantly strong and remains
so in the long-term.

China under the planned economy—and under the present market
economy—had a very strong industrial policy that consciously aimed
at the upgrading of products and of the technological processes of
production. MNCs were required to transfer technology to a domestic
firm. They were also required to invest in R&D in order to contribute
more knowledge to the economy. We have seen that in China’s current
fiscal stimulus package several hundred billions of yuan have been

allotted to technological advancement, away from labor-intensive
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export-oriented products to more technologically superior products
and processes requiring more highly skilled workers. This has been the
strategy for two decades now, and has allowed China to go up from
low-end garments (which it still has a foothold of) to highly sophisti-
cated electronic chips and equipment.

The Philippines, on the other hand, has one of the lowest share of
manufacturing and industry in East Asia. It is in the low-end spec-
trum of technology, including its number one export, semiconduc-
tors, which is dependent on imports of high-end chips and inputs
from other countries. Much of the low-tech exports are actually sent
to China to be assembled into the high-tech final industrial exports
of China.

The economic structure under the current administration remains
the same with no clear industrial policy in sight. Despite improve-
ments in the country’s score and ranking in governance and fiscal
reforms, the latest Global Competitiveness Survey (2014) shows the
Philippines’ rating on infrastructure and technology remaining as low
as before.

‘This is because of the lack of industrial policy and there is lack
of any evidence that Philippine production (especially manufactur-
ing and agriculture) is advancing technologically and improving in
productivity for the long-term. This also explains why the confidence-
generating growth of the current administration is not translating into
strong foreign investments inflows that contribute to the technical
and skills upgrading of the economy.

Furthermore, genuine economic development can be achieved only
with social and political cohesion of society. This implies alleviation
and strong reduction of poverty, equitable regional development and
the implementation of strong social policies in favor of the lower
income groups. This also implies a resolution of armed conflicts that
are deleterious to economic stability and investment growth. All of
these the Philippines still has to achieve.

10.5 Learning from China's mistakes

We can also learn from China’s mistakes. Most recently, China’s
policies favoring strong investments in real properties, with the strong
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participation of local governments, created a property bubble which
is slowly bursting, as property prices have started to fall. The lax credit
policies which allowed huge debts to be amassed by the property
sector resulted in large debts and the rise of ‘shadow banking’ that
is threatening to lead to large defaults and to bring down the entire
financial sector. China is now very conscious of this situation and is
walking a delicate balance between avoiding too much credit in the
property sector and following laxer policies to stir the economy to
higher growth especially as its growth has significantly slowed down.

The Philippines has recently witnessed huge increases in property
investments. There is now a general feeling of a property glut, espe-
cially in high rises and condominiums. The same illness that afflicted
the US in the 2008-9 Great Recession, and the illness that plagued
China these past few years, might come to our own doorsteps due to
lax and careless support for property investments.

Finally both China and the Philippines suffered in 2008-9 after
opening themselves strongly to the global economy. The external
shock from the US and Europe in the Great Recession and its reper-
cussions caused economic slowdown and large uncertainties in the
path the economies are traversing. China has learned that it should
now balance its demand towards more domestic consumption and the
domestic market, and has taken steps in this direction. The Philippines
is still treading the previous path of more and more openness to the
global markets without consciously increasing domestic demand.

It seems that the Philippines has not learned the lessons that
it should have learned from its East Asian neighbours, particularly
China. Hopefully, it will not take too long for the Philippine govern-
ment and civil society to realize that, perhaps, a change in economic
development strategy is needed to direct us to genuine social and
economic transformation.

References

China Economic Review (2009), “Unemployment Looms Despite

Continued Growth,” July 1, 2009, http://www.chinaeconomicreview.
com



China’s Dragon Economy 47

Chen Jia (2015), “Consumption Becomes Key Driver of Economy,”
China Daily USA, Feb. 27, 2015, http://usa.chinadaily.com.cn/
epaper/2015-02/27/content_19671935.htm

Coy, Peter (2014), “China May Soon Go the Way of Japan,
Says Meryll Lynch,” Bloomberg Businessweek, Sept. 10,
2014, http://www.bloomberg.com/bw/articles/2014-09-10/
is-china-another-japan-in-the-making

Da Costa, Pedro Nicolaci (2015), “Chinas Total Debt Load
Equals 282% of GDP, Raising Its Economic Risks,” 7he Wall Street
Journal Asia Edition, http://blogs.wsj.com/economics/2015/02/04/
chinas-total-debt-load-equals-282-of-gdp-raising-its-economic-risks/

Data downloaded from Asian Development Bank Key Indicators,
IMF’s International Financial Statistics, World Bank’s World
Development Indicators, various years.

Hausmann, Ricardo, Jason Hwang and Dani Rodrik (2006), “What
You Export Matters,” https://www.sss.ias.edu/files/pdfs/Rodrik/
Research/What-you-export-matters.pdf

He, Amy (2015), “Top Economist: China Can Grow for a Long
Time,” China Daily USA, 8 Jan. 2015, http://usa.chinadaily.com.cn/
business/2015-01/08/content_19267945.htm

Lim, Joseph Y (2001) “The Macroeconomy of China in the Late
Nineties,” in Palanca, Ellen (ed.), Chinas Economic Growth and the
ASEAN, Philipine APEC Study Center Network (PASCN) and
Philippine Institute for Development Studies (PIDS).

Lin, Justin, Fang Cai, and Zhou Li (2003), The China Miracle:
Development Strategy and Economic Reform (Revised Edition), The
China University Press.

Lin, Justin (2015), “How Fast Will China Grow?” Project Syndicate,
29 Jan. 2015, http://www.project-syndicate.org/commentary/
china-2015-five-year-plan-by-justin-yifu-lin-2015-01

Lingenheld, Michael (2015), “Xi Jingping’s  Power
Play Leaves Chinas Economy Exposed,” Forbes, http://
www.forbes.com/sites/michaellingenheld/2015/02/17/
xi-jingpings-power-play-leaves-chinas-economy-exposed/



48 The Rise of China

Lustig, Nora, “Inequality and Poverty: Definitions, Evolutions, and
Determinants: Inequality and Poverty Lecture Series,” Spring 2009
home.gwu.edu/-nlustig/SESSION 1 INEQ AND POV PPT.ppt

Naughton, Barry (2007), The Chinese Economy: Transitions and
Growth, MIT Press.

[Palanca, Ellen (2001), “China’s Economic Growth: Implications to
the ASEAN and the Philippines (An Integrative Report),” in Palanca,
Ellen (ed.), Chinas Economic Growth and the ASEAN, Philippine
APEC Study Center Network (PASCN) and Philippine Institute for
Development Studies (PIDS), 2001.

Ranis, Gustav and John C. Fei (1961), “A Theory of Economic
Development,” in American Economic Review, volume 51, Sept. 1961,
pp. 533-58 g

Rasmus, Jack (2015), “China Chases Its Shadow (Banks)” Telesur,
Jan. 6, 2015, hetp://www.telesurtv.net/english/opinion/China-
Chases-Its-Shadow-Banks-20150106-0039.html

Romer, Paul (1989), “Human Capital and Growth: Theory and
Evidence,” NBER Working Paper No. W3173, November 1989,
National Bureau of Economic Research.

Scott Malcolm (2015), “SO Shades of Shadow Banking: China
Risks Reined In,” Bloomberg, http://www.bloomberg.com/news/
articles/2015-02-10/50-shades-of-shadow-banking-china-risks-
reined-in

United Nations Development Programme, UNDP (2008), Human
Development Report: China 2007/08.

World Bank (2014), China Economic Update-October 2014,
htep://www.worldbank.org/en/country/china/publication/
china-economic-update-october-2014



China’s Dragon Economy 49

Charts and Tables

Chart 1A. GDP per Capita PPP (constant 2005 $): China and Selected Asian Countries

]

PELELELELEPESELEREEPES PSP

Chart 1B. GDP per Capita Index (1980=100) based on PPP 2005 constant $:
China and Selected Asian Countries

—+—Chira
—#- India

—+—Korea, Rep.
—=— Malaysia
—a— Phiippinas
== Thailand

FPESELE LS ELS I EEEEELESFFFTE S




50 The Rise of China

Chart 2A. GDP per Capita PPP in constant 2005 $: China and Russia
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Chart 3. Inflation of GDP Deflator
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Chart 4. China: Gov't Revenue, Expenditure and Deficit (% of GDP)
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Chart 5. China: GRP Demand Components: 1982-2007
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Chart 7. Share of Economic Sectors, % of GDP
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Chart 9. Gross Domestic Savings and Gross Domestice Capital Formation, % of GDP
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Chart 10A. Nominal Effective Exchange Rate Index (2000=100): China and the NIEs
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Chart 10B. Nominal Effective Exchange Rate Index: China, India, Malaysia, Thailand,
Indonesia and Philippines
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Chart 12. China’s Human Deveiopment Index (HDI): 1975 to 2006
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Source: UNDP (2008), Human Development Report: China 2007/08

Chart 13. Under-Five Child Mortality Rate (out of 1,000 live births)

45

39.7
40

35.9
34.9
35

\{9_9
30

\.o
25

20

225

15 T T T T T T
2000 2001 2002 2003 2004 2005 2006 2007

Source: UNDP (2008), Human Development Report: China 2007/08



China’s Dragon Economy 57

Chart 13. China’s Incidence of Rural Poverty

Source: UNDP (2008), Human Development Report: China 2007/08

Chart 14. Gini Coefficient of National Income
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Chart 15. China’s GDP Growth: 1996-2014
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Table 1. Balance of Payments (External) Accounts, as % of GDP

1980 | 1990 1995 2000 2003 2005 2006 2007
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Table 3. Expcrt Growth and Volume of Selected Countries, Selected Years
Exports in Constant 2000 US dollars, in billions $

Table 4. Ratio of Imports to Exports and Reliance on Electrical and Non-Electrical
Machinery: Korea, Malaysia, Phlll
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Table 5. Industry Value Added as % of GDP

1960

In;l 19.56
Korea Rep. 7.1
Russian Federation na

1970

20.79

26.02

3165

1980
2469
36.55

38.79

1990

2688

41.57

3447

4835

26.19

40.74

227

3795

2928

3963

31863

3795

242

3940
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38.57

Table 6. Gross Domestic Savings as % of GDP
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Table 12. Human Development Index of China and Its Composition

Source: UNDP (2008), Human Development Report: China 2007/08
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China’s provinces

Table 13. Per capita GDP (in yuan): National, urban and Rural:

Per capita GDP

Urban residents’ per capita
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Table 14. Human, Social and Economic Indicators of China’s Provinces

Life | Combined school Adult literacy | Per capita GDP | Per capita GDP
expectancy | enrolment ratio (%)
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Source: UNDP (2008), Human Development Report: China 2007/08
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